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Factors Contributing to the Financial Crisis of
2007–2009
The financial crisis that reached its most dangerous stage in 2008 did not result from one broken
mortgage chain or one irresponsible institution. It developed through a housing boom, weak
underwriting, high leverage, complex securitization, short-term wholesale funding, inaccurate credit
ratings, derivatives exposure, regulatory gaps, and widespread confidence that national home prices
would not fall sharply. Borrowers, mortgage brokers, lenders, investment banks, rating agencies,
insurers, institutional investors, regulators, and policymakers participated in a system that distributed
risk so widely that many assumed it had disappeared. In reality, the system made ownership opaque
and connected institutions through contracts that became difficult to value under stress. When house
prices declined and mortgage defaults increased, losses spread through mortgage-backed securities
and collateralized debt obligations. Funding providers then demanded more collateral or refused to
lend, turning concerns about solvency into an immediate liquidity crisis. The Financial Crisis Inquiry
Commission concluded that the crisis was avoidable and resulted from failures in regulation,
governance, risk management, and accountability.

The Housing Boom and Expansion of Mortgage Credit
During the years before the crisis, mortgage credit expanded to households with varied risk profiles.
Subprime lending itself was not the only problem; many borrowers can be served responsibly with
higher-risk loans when income, affordability, documentation, and product structure are assessed
carefully. The danger came from practices such as low-documentation loans, inflated appraisals,
teaser rates, high loan-to-value ratios, prepayment penalties, and compensation systems that
rewarded loan volume rather than long-term performance. Rising house prices concealed weaknesses
because borrowers could refinance or sell. When prices stopped rising, adjustable payments reset and
refinancing became harder. Defaults increased, especially where products had been designed around
continued appreciation rather than sustainable repayment. (Financial Crisis Inquiry Commission,
2011; U.S. Senate Permanent Subcommittee on Investigations, 2011)

Securitization and the Originate-to-Distribute Model
Traditional mortgage lending often involved a bank holding the loan and bearing the long-term
default risk. Securitization pooled mortgages and sold claims on the cash flows to investors. This
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process can diversify funding and risk, but the pre-crisis “originate-to-distribute” model weakened
incentives at several stages. Brokers originated loans, lenders sold them, banks structured securities,
rating agencies evaluated tranches, and investors purchased the resulting products. Each participant
could earn fees before the loan’s full performance became known. Representations and warranties
were supposed to protect buyers from defective loans, but due diligence and enforcement were
inconsistent. Complexity also made it difficult to determine which institutions ultimately bore losses.

Mortgage-Backed Securities and Collateralized Debt
Obligations
Mortgage-backed securities divided payments from loan pools among investors. Collateralized debt
obligations often repackaged lower-rated portions of mortgage securities into new structures with
senior tranches that received high credit ratings. The models used historical default correlations and
assumptions that proved unreliable during a nationwide housing decline. Diversification across
regions did not protect investors when the common factor—house prices and underwriting
quality—deteriorated broadly. High ratings allowed securities to be held by institutions with regulatory
or internal limits on risk, expanding demand. When losses exceeded assumptions, investors
questioned both the assets and the models, and markets for structured products became illiquid.

Credit Ratings and Conflicts of Interest
Major rating agencies were generally paid by issuers whose securities they rated. This issuer-pays
model created conflicts because banks could seek favorable treatment or take business elsewhere.
Rating symbols traditionally associated with corporate or government bonds were applied to complex
structured products whose risks behaved differently. Investors often relied on the rating without
understanding the underlying mortgages or sensitivity to assumptions. The agencies did not cause
the crisis alone, but their ratings helped transform risky mortgage cash flows into securities treated as
safe. Downgrades then forced sales, collateral demands, and capital adjustments, intensifying stress.

Leverage and Thin Capital
Financial institutions financed large asset portfolios with relatively small equity cushions. Leverage
magnifies returns when asset values rise and magnifies losses when they fall. An institution with
assets worth thirty times its equity can lose most of its capital from a relatively modest decline in
asset value. Investment banks also depended heavily on short-term repurchase agreements and
other wholesale funding. This structure was profitable when markets were liquid, but it required
lenders to renew funding continuously. When counterparties became uncertain about collateral
values, they demanded larger haircuts or withdrew. Institutions then had to sell assets into declining
markets, creating fire-sale dynamics that reduced prices further.
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Shadow Banking and Regulatory Fragmentation
Credit increasingly flowed through investment banks, money-market funds, securitization vehicles,
insurance affiliates, and other institutions outside the traditional commercial-bank safety net. These
entities performed bank-like maturity transformation—funding long-term or risky assets with short-
term claims—without the same deposit insurance, capital rules, or routine access to central-bank
liquidity. Regulation was fragmented among federal and state agencies, and some derivatives
markets lacked transparent central clearing. Policymakers often assumed market discipline would
control excessive risk. Yet creditors expected that large interconnected institutions might be rescued,
weakening discipline while no authority had complete responsibility for systemic risk.

Derivatives and Credit Default Swaps
A credit default swap is a contract in which one party provides protection against a specified credit
event in exchange for payments. Used prudently, CDS contracts can transfer or hedge risk. Before the
crisis, they also created large, opaque counterparty exposures. American International Group’s
Financial Products division sold protection on substantial amounts of structured securities. AIG often
was not required initially to post collateral equal to the full exposure because of its strong credit
rating. As insured assets were downgraded and AIG’s own rating weakened, counterparties demanded
collateral that the company could not supply. The problem was not simply that AIG “gambled” in the
ordinary sense; it had written contracts whose liquidity demands under stress were far larger than its
available resources.

Lehman Brothers and AIG
Lehman Brothers and AIG illustrate different forms of systemic vulnerability. Lehman was an
investment bank with heavy real-estate exposure, high leverage, uncertain valuations, and
dependence on short-term funding. AIG was a global insurance group whose traditional subsidiaries
were joined to a financial-products unit and securities-lending operations that generated enormous
liquidity needs. Lehman filed for bankruptcy on September 15, 2008. The Federal Reserve Bank of
New York extended emergency credit to AIG the next day. The contrast has generated debate over
consistency, authority, collateral, moral hazard, and whether officials underestimated the
consequences of Lehman’s failure.

Why Lehman’s Balance Sheet Was Misleading
The original essay compares Lehman’s reported assets of approximately $639 billion with liabilities of
about $613 billion and concludes that it was technically solvent until assets could not be sold.
Balance-sheet totals did not settle the question because asset values were uncertain. Real-estate and
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structured positions might have been worth substantially less than reported amounts in a distressed
sale. Creditors also cared about liquidity and confidence, not only accounting equity. Lehman used
transactions such as Repo 105 to reduce reported leverage temporarily around reporting dates,
according to the bankruptcy examiner. As counterparties demanded collateral and clients withdrew,
the firm could not finance its positions. A company can fail with positive book equity if assets are
illiquid or overstated and obligations come due immediately. (Lehman Brothers Holdings Inc., 2010)

Why Officials Did Not Rescue Lehman Directly
Officials attempted to arrange a private acquisition during the weekend before bankruptcy, but no
buyer completed a transaction. Federal Reserve officials later argued that they lacked legal authority
to lend enough because Lehman did not have adequate collateral and there was no Treasury program
available to absorb losses. Critics dispute whether the legal and factual constraints were as absolute
as officials claimed and argue that the government’s earlier assistance to Bear Stearns created
expectations that Lehman would also be protected. Whatever the legal interpretation, policymakers
did not anticipate the full consequences of a disorderly failure: money-market stress, frozen
commercial-paper markets, derivatives uncertainty, global deleveraging, and a collapse of
confidence.

Why AIG Received Support
AIG’s sudden failure threatened insurance subsidiaries, securities lenders, banks, municipalities, and
counterparties around the world. The Federal Reserve judged that AIG had assets that could secure a
loan and that a disorderly collapse would cause severe systemic damage. On September 16, the New
York Fed authorized an emergency credit facility, and the government received a large equity
interest. The arrangement was restructured several times and combined Federal Reserve and
Treasury support. The frequently cited total commitment approached $182 billion, although the
amount outstanding and final taxpayer result differed over time. AIG ultimately repaid the assistance,
and the government reported a positive return, but repayment does not resolve whether the rescue
created unfair protection for counterparties or encouraged future risk-taking. (Federal Reserve
History, 2013b)

Was the Different Treatment Justified?
The different outcomes were not based simply on the relative size of the two companies. Timing, legal
authority, collateral, organizational structure, buyer availability, and perceived systemic
consequences mattered. Allowing Lehman to fail made officials more aware of how quickly contagion
could spread, which influenced the AIG response. Critics argue that rescuing AIG one day after
Lehman displayed improvisation and that a planned resolution framework should have existed before
the crisis. Supporters argue that refusing help to AIG after observing the initial market reaction would



Copyright © 2026 Academic Master. | 5

have multiplied the damage. The stronger conclusion is that authorities lacked a credible mechanism
for resolving large nonbank financial companies without either chaotic bankruptcy or extraordinary
support.

Loss of Confidence and Self-Fulfilling Dynamics
Confidence is not merely a psychological mood detached from financial fundamentals. Banks and
markets depend on expectations about repayment, liquidity, and the behavior of other participants. If
depositors or short-term creditors believe an institution will fail, they may withdraw funds, forcing
asset sales that cause the failure they feared. If banks expect other banks to conserve cash, they may
stop lending, reducing market liquidity for everyone. During the crisis, uncertainty about mortgage
exposures made institutions distrust one another’s balance sheets. Households reduced consumption
as wealth and employment declined, and firms postponed investment. These actions were individually
defensive but collectively contractionary.

The Money-Market and Commercial-Paper Shock
After Lehman failed, the Reserve Primary Fund, a money-market mutual fund holding Lehman
commercial paper, “broke the buck.” Investors withdrew from money-market funds, which were major
purchasers of commercial paper used by businesses for payroll, inventory, and short-term finance.
The Federal Reserve and Treasury created facilities and guarantees to stabilize these markets. This
episode shows how the failure of one investment bank affected ordinary companies and households
through funding networks. The crisis was not confined to Wall Street trading losses.

How the Crisis Became Global
European and other international institutions held U.S. mortgage securities, operated in dollar funding
markets, and maintained exposures to American banks. When dollar liquidity disappeared, foreign
banks faced severe pressure. International trade also contracted because demand fell and trade
finance became difficult. Countries dependent on exports, commodities, remittances, or foreign
capital experienced recession even when their domestic banks had issued few subprime mortgages.
Financial globalization transmitted losses rapidly, while coordinated central-bank swap lines and fiscal
responses became necessary to limit collapse.

The Great Recession
The financial panic intensified an economic downturn that had begun in December 2007. U.S. real
gross domestic product fell substantially from peak to trough, unemployment reached 10 percent,
housing construction collapsed, foreclosures displaced households, and state and local budgets
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weakened. The burdens were distributed unequally. Families with less wealth, communities targeted
by predatory lending, and workers in construction and manufacturing experienced severe damage.
Because housing was a major source of wealth for many Black and Hispanic households, the crash
widened racial wealth disparities. A crisis analysis should therefore include social outcomes rather
than focusing only on bank balance sheets. (Federal Reserve History, 2013a)

Policy Responses
The Federal Reserve reduced interest rates, expanded emergency lending, supported specific
institutions, provided dollar liquidity abroad, and purchased long-term securities. Congress authorized
the Troubled Asset Relief Program, initially designed for troubled assets but used largely for capital
injections and other stabilization measures. The federal government placed Fannie Mae and Freddie
Mac into conservatorship. Fiscal stimulus, deposit guarantees, auto-industry assistance, and housing
programs followed. These measures were controversial because they protected the financial system
after years of private profit. Policymakers argued that allowing collapse would punish the entire
economy rather than only executives and investors. The design of crisis support should therefore
include accountability, limits on compensation, loss allocation, and reforms that reduce the need for
rescue.

Regulatory Reforms and Remaining Debate
The Dodd–Frank Act of 2010 created a framework for systemic oversight, derivatives clearing, stress
testing, consumer financial protection, higher prudential standards, and orderly liquidation of certain
firms. International Basel reforms increased capital and liquidity requirements. These measures made
parts of the system more resilient, but risks migrate. Nonbank lending, private credit, cyber threats,
stablecoins, leveraged funds, and concentrated market infrastructure create new concerns.
Regulation must adapt without assuming that the previous crisis will repeat in identical form.

Climate Risk and a Future Financial Crisis
The original essay asks whether climate change could contribute to another financial crisis. That
concern is legitimate but should not be described as a direct replay of 2008. Physical risks include
fires, floods, heat, storms, crop loss, and infrastructure damage. Transition risks arise when policy,
technology, or consumer behavior changes the value of carbon-intensive assets. Housing markets and
insurers may be affected if premiums rise, coverage is withdrawn, or property values fail to reflect
hazard. Banks can face concentrated mortgage losses in vulnerable regions. A systemic event would
depend on scale, correlation, leverage, insurance capacity, government response, and whether risks
were mispriced. Transparent climate exposure, insurance regulation, land-use policy, stress testing,
and resilient infrastructure can reduce vulnerability.
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Lessons for Future Crisis Prevention
The crisis demonstrates that individually rational transactions can create collective fragility. Risk
transfer does not eliminate risk; complexity can hide it. Liquidity can disappear even when markets
appear deep in normal times. Compensation tied to short-term volume encourages poor underwriting.
Capital and liquidity buffers must be built before stress. Regulators need information across
institutions and markets, while resolution plans must allow large firms to fail without destroying
essential functions. Consumer protection is also financial-stability policy because unsustainable
household debt can be securitized throughout the system.

Conclusion
The 2008 crisis resulted from the interaction of housing speculation, weak mortgage standards,
securitization incentives, rating failures, leverage, short-term funding, derivatives, fragmented
regulation, and poor governance. Lehman Brothers failed because it could no longer finance or
credibly value a leveraged portfolio, while AIG received support because collateral calls on its
interconnected obligations threatened a wider collapse. The distinction between the two responses
remains controversial, but it reveals the absence of an orderly system for resolving major nonbank
institutions. Confidence then amplified fundamental losses through runs, asset sales, and contraction.
Preventing another crisis requires more than watching mortgages. It requires attention to leverage,
liquidity, interconnectedness, incentives, consumer protection, new technologies, and emerging risks
such as climate-related property and insurance stress.
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