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Abstract

The 2008 financial crisis exposed significant vulnerabilities arising from the interaction of cheap credit,
excessive mortgage lending, securitisation, institutional incentives, leverage and financial interconnect-
edness. This paper examines whether policymakers learned the right lessons from the crisis by evaluating
its underlying causes and the effectiveness of subsequent regulatory reforms. Drawing on academic lit-
erature, historical financial data and regulatory documents, the analysis explores how risks accumulated
within the US housing market and spread throughout the wider financial system. It then evaluates how
Basel III and the Dodd-Frank Act addressed weaknesses in capital adequacy, liquidity, leverage and reg-
ulatory oversight. Although these reforms aimed to strengthen financial institutions, systemic vulnerabil-
ities remain, particularly as risks can migrate towards less regulated areas of finance. Building on Dani
Rodrik’s argument concerning excessive confidence in particular economic models and Nassim Nicholas
Taleb’s analysis of extreme financial events, the paper argues that the crisis exposed the limitations of
relying on historical relationships and assumptions that may fail under changing conditions. While the
available evidence cannot establish the independent causal effects of individual reforms, it highlights the
importance of recognising uncertainty in financial modelling. The paper concludes that policymakers
addressed many weaknesses revealed by the crisis, but the broader lesson remains incomplete: financial
institutions must remain resilient when economic models and historical assumptions fail.
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1. Introduction

The 2008 Financial Crisis is among the most extensively studied financial crises in modern financial
history. However, the key lesson from the crisis remains debated: whether it represented a failure of
regulation, institutional incentives, or the assumptions underlying financial models themselves, rather
than simply an inability of models to identify risk.

After the crisis, policymakers introduced major reforms aimed at reducing systemic risk. In the
United States, the Dodd-Frank Act created the Financial Stability Oversight Council, while Basel III
introduced stricter capital and liquidity requirements for banks (Labonte 2021, 1–2). However, greater
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resilience does not eliminate the possibility of systemic risk, as financial shocks can still spread through
interconnected markets. Gorton and Metrick (2012, 425) show how the crisis spread from subprime
housing-related assets into other financial markets, emphasizing the role of short-term funding through
the repo market.

This paper argues that the reforms introduced after 2008 addressed many of the weaknesses revealed
by the crisis, but they did not fully address the more fundamental problem: financial systems can still
become vulnerable when the assumptions underlying models and historical relationships no longer hold.

2. Causes and Transmission of the Crisis

The 2008 Financial Crisis did not arise from a single cause; rather, it resulted from the interaction of
macroeconomics, institutional incentives and financial vulnerabilities that accumulated over time. One
of the primary macroeconomic factors that contributed to the crisis was the low interest rates adopted by
the Federal Reserve, following the collapse of the dot-com bubble. The Federal Reserve maintained an
expansionary monetary policy, and substantial capital inflows from Asia increased the supply of credit.
These two factors contributed to the creation of an environment of abundant liquidity and cheap credit,
which encouraged mortgage lending, leading to the housing boom (Brunnermeier 2009, 77–78). Mian
and Sufi (2009, 1449) demonstrate that mortgage credit substantially expanded in areas with high propor-
tions of subprime borrowers between 2002 and 2005, despite declining relative income growth in those
areas. Furthermore, expansion of mortgage credit was closely correlated with increased securitisation
of subprime mortgages. The housing boom evolved into a speculative bubble as expectations that resi-
dential property prices would continue rising encouraged risk-taking and speculation across housing and
financial markets (Financial Crisis Inquiry Commission 2011, 5–6). The rapid increase in housing prices
before 2007 shows the scale of the housing boom that laid the foundations for the financial crisis (Figure
1).

Figure 1. S&P Case-Shiller U.S. National Home Price Index (2000–2009)

Source: Constructed by the author from S&P Dow Jones Indices LLC data, retrieved from Federal Reserve Bank of St. Louis
FRED database (2026).
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As confidence in rising property prices increased, lenders extended mortgage loans beyond traditional
borrowers. These loans, known as subprime mortgages, targeted borrowers with poor or limited credit
histories (Financial Crisis Inquiry Commission 2011, 67, 104). However, some subprime mortgages
included adjustable-rate mortgages (ARMs) with introductory “teaser” periods that reduced borrowers’
initial repayment costs, which increased borrowers’ vulnerability when interest rates reset and refinancing
became difficult (Financial Crisis Inquiry Commission 2011, 104–106).

However, risky mortgages alone are not a complete explanation for how the decline in the housing
market developed into a global financial crisis. The crisis was amplified by the transformation of banking
models. Under the originate-and-distribute banking model, mortgages were pooled and sold to investors
through mortgage-backed securities. These securities could be divided into tranches carrying different
levels of risk, while some mortgage-backed securities were subsequently repackaged into collateralised
debt obligations (CDOs), spreading mortgage-related risks beyond traditional lenders (Brunnermeier
2009, 78). The growth of residential mortgage-backed securities (RMBS) before the crisis demonstrates
how securitisation expanded mortgage-related risks beyond traditional lenders into wider financial mar-
kets (Figure 2).

Figure 2. Growth of U.S. Residential Mortgage-Backed Securities Outstanding (2002–2008)

Source: Constructed by the author from data provided by Securities Industry and Financial Markets Association (SIFMA)
(2026).

Although securitisation distributed risks beyond lenders, it did not eliminate underlying risks. In-
stead, it increased financial complexity and interconnectedness, as banks remained among the main buy-
ers of structured products, while regulatory and rating arbitrage encouraged the expansion of these assets
(Brunnermeier 2009, 80–81).

As credit risk could be transferred through securitised products, banks had weaker incentives to
evaluate borrowers carefully. Keys et al. (2010, 307) provide empirical evidence of this problem, finding
that securitised subprime loans which were easier to securitise had higher default rates than comparable
loans with similar risk profiles that were harder to securitise. Consequently, lending standards fell and
credit quality deteriorated. These mortgages relied on the assumption that borrowers could refinance
loans as house values increased. The combination of poor lending standards and cheap credit contributed
significantly to the housing bubble, which laid the foundations of the financial crisis (Brunnermeier 2009,
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82).
Moreover, credit-rating models relied heavily on historical data that failed to capture emerging finan-

cial risks. For instance, Moody’s used historical trends from the previous 20 years, a period of rising
housing prices and low mortgage delinquency rates, to estimate default correlations between mortgage-
backed securities (Financial Crisis Inquiry Commission 2011, 147). However, when housing prices de-
clined and mortgage defaults increased, the performance of these securities proved more highly correlated
than rating agencies had estimated (Financial Crisis Inquiry Commission 2011, 148). This demonstrates
that when historical assumptions do not capture extreme systemic events, risk models can fail. In addi-
tion, credit-rating agencies earned substantial revenues from structured products, while their dependence
on fees paid by securities issuers created pressure to provide favourable ratings (Financial Crisis Inquiry
Commission 2011, 149–150).

3. Regulatory Responses: Basel III and Dodd-Frank

After the crisis, policymakers introduced major changes, aiming to strengthen capital requirements, liq-
uidity, supervision, and resilience to reduce the possibility of another systemic financial collapse. How-
ever, whether these changes reflect the right lessons from the crisis remains unclear. The crisis revealed
weaknesses in leverage, capital quality, liquidity and interconnectedness, leading policymakers to in-
troduce Basel III reforms aimed at strengthening banking resilience and reducing systemic risk (Basel
Committee on Banking Supervision 2011, 1–2).

One critical lesson from the crisis was that banks required a higher-quality capital base to absorb
unexpected losses. Losses from asset write-downs and credit losses weakened banks’ retained earnings,
revealing many weaknesses in capital quality. Furthermore, differences in how capital was measured
across the globe and limited disclosure made it difficult for investors to accurately evaluate banks’ finan-
cial position. Therefore, Basel III placed greater emphasis on Tier 1 capital and eliminated Tier 3 capital
instruments (Basel Committee on Banking Supervision 2011, 2–3).

The crisis also revealed weaknesses in existing financial frameworks, which failed to capture ma-
jor on- and off-balance sheet risks and derivative exposures. Basel III therefore expanded risk cov-
erage through stricter requirements for securitisation exposures, derivative risks, trading activities and
improved disclosure standards (Basel Committee on Banking Supervision 2011, 3–4).

Excessive leverage through on- and off-balance sheet exposures represented another vulnerability.
During the crisis, deleveraging amplified asset price declines through a negative feedback loop between
losses, falling capital levels and reduced credit availability. Therefore, Basel III introduced a leverage
ratio to constrain leverage and reduce model risk (Basel Committee on Banking Supervision 2011, 4).

Basel III also introduced conservation and countercyclical buffers to reduce the amplification of ex-
cessive credit growth (Basel Committee on Banking Supervision 2011, 5–7).

Beyond procyclicality, the crisis also revealed how interconnected institutions allowed shocks to
spread throughout the financial system. Basel III addressed these risks through strengthened requirements
for structured exposures, interconnected activities and reliance on short-term funding (Basel Committee
on Banking Supervision 2011, 7–8).

Further Basel III reforms recognised that capital requirements alone were insufficient, as banks re-
mained vulnerable to liquidity stress. Before the crisis, funding was widely available at low cost, but
the reversal in market conditions demonstrated how quickly liquidity could disappear, as stress on mar-
ket and financial institutions occurred. Therefore, Basel III introduced the Liquidity Coverage Ratio
(LCR), requiring banks to hold sufficient high-quality liquid assets to withstand 30 days of stress, and
the Net Stable Funding Ratio (NSFR) to encourage more stable funding (Basel Committee on Banking
Supervision 2011, 8–9).

However, although Basel III introduced measures to address both bank-level and systemic risks, vul-
nerabilities could still arise in less regulated areas of finance, particularly shadow banking. The Financial
Stability Board (2013, 3) notes that shadow banking activities can create bank-like risks through lever-
age, maturity/liquidity transformation and credit transfer outside traditional banking. Therefore, Basel
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III addressed an important part of the crisis by introducing measures intended to improve the resilience
of individual institutions; however, it did not fully address the wider financial system vulnerabilities that
allowed systemic risks to develop.

Beyond Basel III, policymakers introduced the Dodd-Frank Wall Street Reform and Consumer Pro-
tection Act of 2010, which attempted to address weaknesses that extended beyond individual banks,
securitisation failures and the “too big to fail” phenomenon (Congressional Research Service 2017, 4).

A key component of Dodd-Frank was the creation of the Financial Stability Oversight Council
(FSOC), which was designed to identify and monitor systemic risks throughout the financial system
(Congressional Research Service 2017, 4–5). In addition, the Act introduced the Orderly Liquidation
Authority, which provided a special resolution process for failing financial firms whose collapse could
potentially threaten financial stability, aiming to reduce reliance on taxpayer-funded bailouts and limit
moral hazard (Congressional Research Service 2017, 8–9).

The Act also targeted weaknesses and gaps revealed by securitisation and derivatives markets by
introducing risk-retention requirements, improving disclosure of underlying assets (Congressional Re-
search Service 2017, 10), while increasing transparency in regulation of over-the-counter derivatives
markets (Congressional Research Service 2017, 19–20). Nonetheless, these reforms suggest that poli-
cymakers learned significant lessons from the crisis regarding capital, systemic and liquidity oversight.
However, the continuation of risks outside traditional banking demonstrates that although vulnerabilities
were reduced, they were not completely eliminated.

4. Economic Models and the Lessons of 2008

This raises a bigger question: did policymakers learn the right lessons from the crisis, or take the wrong
lessons from the crisis? Rodrik (2015, 156) argues that economists did not lack models that were capable
of explaining financial risks. On the contrary, the problem was that too much confidence was placed
in specific models. His description of models as “fables” is relevant here, as models simplify reality
in order to isolate specific mechanisms, which means that their conclusions are useful only when their
assumptions are appropriate to the financial context (Rodrik 2015, 17–18). The risk arises when a model
is treated as universal rather than a conditional one, which helps explain the pre-crisis failure, where
models existed to explain price bubbles, leverage and financial instability, but greater confidence was
placed in the self-correcting nature of financial markets. As Rodrik (2015, 159) states, there was “too
much Fama, too little Shiller”. The problem, therefore, was that policymakers and financial institutions
placed too much confidence in specific assumptions and models, rather than recognising the limitations
of these models.

Taleb (2010, 40–41) offers a related perspective on this limitation, arguing that repeated historical ob-
servations can create a false sense of confidence about future events. This is relevant to financial models
that estimate the probability of rare but extreme events, as these estimations depend on the assump-
tions and historical data on which the models are based. The weaknesses in mortgage-backed securities’
default correlation assumptions, as discussed earlier in the paper, demonstrate how historical financial
trends may fail to capture emerging risks when financial market conditions change (Financial Crisis In-
quiry Commission 2011, 147–149). The main point is not that extreme events are impossible to model,
but that significant risks arise when historical relationships no longer hold.

Together, Rodrik and Taleb suggest that one of the deepest lessons learned from the crisis was not just
that financial products needed greater oversight or banks needed stronger regulation. It was that financial
stability cannot be assessed through a single historical model or system. The crisis evolved through the
interaction of housing prices, securitisation, incentives, leverage and interconnectedness of institutions,
meaning that if one part of the system had a weakness, it could spread and amplify problems elsewhere.
This also explains why greater sophistication in financial products does not necessarily produce better
outcomes, as adding more variables to a model cannot guarantee that it will explain how the financial
mechanism moves during a crisis. A better approach is to recognise that different models can evaluate
different parts of the same financial system.
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These lessons provide a way to evaluate whether the post-crisis reforms addressed the causes of the
collapse. Dodd-Frank and Basel III introduced measures aimed at reducing vulnerabilities related to
leverage, capital adequacy and systemic oversight, particularly within financial institutions (Basel Com-
mittee on Banking Supervision 2011, 1–4; Congressional Research Service 2017, 4–5). However, these
reforms must be evaluated against developing financial vulnerabilities, rather than viewed as permanent
solutions to systemic risk. While Basel III aimed to strengthen the resilience of banks, systemic risks
can still migrate towards less regulated parts of finance, especially through shadow banking activities
(Financial Stability Board 2013, 3). This is consistent with Rodrik’s argument that no single economic
model is appropriate in every context, as various models emphasize different economic mechanisms and
must be selected according to the circumstances being evaluated (Rodrik 2015, 17–18).

This paper uses historical evidence, policy documents and descriptive financial data to evaluate the
vulnerabilities exposed by the crisis and the reforms introduced by policymakers in response. However,
this analysis cannot isolate the independent causal effects of individual factors contributing to the crisis,
nor can it determine what would have occurred without the reforms. The absence of another crisis
identical to 2008 does not by itself demonstrate that systemic risk has been eliminated.

5. Conclusion

Therefore, policymakers and institutions learned many of the correct lessons from the crisis, but the
broader lesson remains incomplete. The reforms addressed specific weaknesses that contributed to the
2008 crisis; however, they cannot remove the uncertainty that lies within financial decision-making or
guarantee that future crises will resemble past events. The most important lesson of the crisis is there-
fore not that economists can create perfect models capable of predicting every crisis, but that economic
institutions must design systems that remain resilient when those models fail.

Funding Sources
The author received no external funding for this research.
Conflicts of Interest
The author declares no conflicts of interest.
Acknowledgements
None.

DOI: 10.67521/sjbe.2026.026 191



Student Journal of Business and Economics Vol. 1, No. 3 (2026)

Works Cited

Basel Committee on Banking Supervision. 2011. Basel III: A Global Regulatory Framework for More
Resilient Banks and Banking Systems. https://www.bis.org/publ/bcbs189.htm.

Brunnermeier, M. K. 2009. “Deciphering the Liquidity and Credit Crunch 2007–2008.” Journal of
Economic Perspectives 23 (1): 77–100.

Congressional Research Service. 2017. The Dodd-Frank Wall Street Reform and Consumer Protection
Act: Background and Summary. R41350. https://www.congress.gov/crs-product/R41350.

Federal Reserve Bank of St. Louis. 2026. “S&P CoreLogic Case-Shiller U.S. National Home Price In-
dex [CSUSHPINSA].” FRED. https://fred.stlouisfed.org/series/CSUSHPINSA. Accessed
October 12, 2026.

Financial Crisis Inquiry Commission. 2011. The Financial Crisis Inquiry Report: Final Report of the
National Commission on the Causes of the Financial and Economic Crisis in the United States.
Washington, DC: U.S. Government Printing Office. https://www.govinfo.gov/app/details/
GPO-FCIC.

Financial Stability Board. 2013. Policy Framework for Strengthening Oversight and Regulation of
Shadow Banking Entities. https://www.fsb.org/2013/08/r_130829c/.

Gorton, Gary, and Andrew Metrick. 2012. “Securitized Banking and the Run on Repo.” Journal of
Financial Economics 104 (3): 425–451. https://doi.org/10.1016/j.jfineco.2011.03.016.

Keys, Benjamin J., Tanmoy Mukherjee, Amit Seru, and Vikrant Vig. 2010. “Did Securitization Lead
to Lax Screening? Evidence from Subprime Loans.” The Quarterly Journal of Economics 125 (1):
307–362. https://doi.org/10.1162/qjec.2010.125.1.307.

Labonte, Marc. 2021. “Introduction to Financial Services: Systemic Risk.” IF10700. Congressional
Research Service. https://www.congress.gov/crs_external_products/IF/PDF/IF10700/
IF10700.4.pdf.

Mian, Atif, and Amir Sufi. 2009. “The Consequences of Mortgage Credit Expansion: Evidence from the
U.S. Mortgage Default Crisis.” The Quarterly Journal of Economics 124 (4): 1449–1496. https:
//doi.org/10.1162/qjec.2009.124.4.1449.

Rodrik, D. 2015. Economics Rules: The Rights and Wrongs of the Dismal Science. New York: W. W.
Norton & Company.

Securities Industry and Financial Markets Association. 2026. “U.S. Mortgage-Backed Securities Statis-
tics.” https://www.sifma.org/research/statistics/us-mortgage-backed-securities-
statistics. Accessed August 5, 2026.

Taleb, N. N. 2010. The Black Swan: The Impact of the Highly Improbable. New York: Random House.

DOI: 10.67521/sjbe.2026.026 192

https://www.bis.org/publ/bcbs189.htm
https://www.congress.gov/crs-product/R41350
https://fred.stlouisfed.org/series/CSUSHPINSA
https://www.govinfo.gov/app/details/GPO-FCIC
https://www.govinfo.gov/app/details/GPO-FCIC
https://www.fsb.org/2013/08/r_130829c/
https://doi.org/10.1016/j.jfineco.2011.03.016
https://doi.org/10.1162/qjec.2010.125.1.307
https://www.congress.gov/crs_external_products/IF/PDF/IF10700/IF10700.4.pdf
https://www.congress.gov/crs_external_products/IF/PDF/IF10700/IF10700.4.pdf
https://doi.org/10.1162/qjec.2009.124.4.1449
https://doi.org/10.1162/qjec.2009.124.4.1449
https://www.sifma.org/research/statistics/us-mortgage-backed-securities-statistics
https://www.sifma.org/research/statistics/us-mortgage-backed-securities-statistics

	Introduction
	Causes and Transmission of the Crisis
	Regulatory Responses: Basel III and Dodd-Frank
	Economic Models and the Lessons of 2008
	Conclusion

