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Origins of the crisis: Drawing the big picture

Theme of The projecT

The Great Recession has prompted a variety of 
explanations… 

The financial crisis of 2008 precipitated a glob-
al economic crisis and lengthy periods of re-
cession across the OECD. A number of factors 
led to the crisis. Significant global capital flow 
imbalances added to asset price instability. Es-
pecially the growing funds of institutional in-
vestors contributed global imbalances and the 
shadow banking industry helped to transform 
these flows into a housing bubble. This was 
alleviated by substantial moral hazard on part 
of many actors (such as credit rating agencies, 
risk-taking investment banks and short-term 
investors) and by institutional failures of weak 
regulatory policy. 

…requiring coordinated and comprehensive pol-
icy responses 

Systemic failures, spill-over effects and ram-
pant contagion highlighted the interconnec-
tions that characterise the global financial 
(and economic) system. In learning the lessons 
of the crisis, policy-makers require comprehen-
sive approaches to respond to multiple failures 
and enhanced co-ordination between govern-
ments and regulatory agencies.

resulTs of The work sTream

A long-term decline in inflation… 

The secular decline of inflation in the 1990s 
triggered the structural reduction of policy 
and short term interest rates in major industri-
alised countries. This lowered borrowing costs 
and contributed to excessive leverage ratios 
and a high dependence of many investors on 
wholesale markets. 

…coupled with large inflows of capital into the 
US…

The large inflow of capital from emerging Asia 

to the United States depressed long-term in-
terest rates. As a result European and US inves-
tors increasingly invested in securitised bonds. 
This development amplified risks on the asset 
side of the balance sheet of many financial 
institutions, undermining the assets’ notional 
book value.

…created a high liquidity environment where fi-
nancial risks were often mispriced

The combination of a willingness of interme-
diaries to accept higher risks with the desire 
of many households to increase their lever-
age created the conditions for increased lend-
ing and borrowing. With subdued real income 
growth, cheap credit became a substitute for 
rising incomes. Securitised bonds and the rise 
of the shadow banking industry fuelled the ca-
pacity of the banking system to expand cred-
it. Safe ratings for securitised bonds created a 
false sense of security but these ratings were a 
product of flawed underlying models.

… to be matched by a significant institutional 
failure in these economies

Regulatory institutions failed to recognise the 
tensions that were building up in financial mar-
kets. Many shadow banking instruments were 
not covered by regulatory requirements and 
associated risks were insufficiently understood 
by regulators. Regulatory capture and the lack 
of coordination across jurisdictions led to light-
touch regulation and inadequate supervision 
of financial markets. 

New approaches aNd policy im-
plicaTioNs

The increasingly interconnected nature of the fi-
nancial sector…

Factors such as the increasing interconnected-
ness of the financial sector, the complexity of 
financial products, and the inadequate over-
sight and regulation of the financial system 
were central in triggering the crisis. The shock 
to the world economy fundamentally eroded 

trust in governments and market institutions 
and brought into question the validity of ana-
lytical tools. Against the backdrop of an uncer-
tain economic environment, rebuilding trust 
will be the most important yet the most del-
icate task for policy makers. 

…calls for more coordination and cooperation…

Earlier crisis resolution efforts – such as low 
policy rates – have in all likelihood contribut-
ed to the build-up of tensions that preceded 
the current crisis. Expansionary monetary poli-
cy was initiated following the crisis to prevent 
an excessive reduction of liquidity. In the years 
since, unprecedented actions have been taken 
by central banks, especially through quanti-
tative easing programmes. This is uncharted 
territory as there is no experience on which 
to consider the likely long-run effects of un-
conventional monetary policy. In order to pre-
vent adverse economic effects, particularly in 
emerging markets, when the extraordinary 
post-crisis measures are brought to an end, an 
unprecedented level of coordination and coop-
eration across jurisdictions will be required.

…an urgent need for wide-ranging surveillance 
and monitoring mechanisms

International capital flows have, in many cas-
es, been clearly misguided into unproductive 
investments. The urgent need for large scale 
surveillance and monitoring mechanisms of 
international imbalances, including of gross fi-
nancial flows, is an important lesson from the 
crisis.

A policy regime that focuses on inclusive growth 
is critical… 

Rising inequality was a feature of many econ-
omies in the lead up to the crisis. Of course, 
financial crises can and do occur in more equal 
societies, but diminishing inequality can help 
to reduce some of the major macroeconomic 
tensions that heightened the intensity of the 
recent crisis. A move towards a policy regime 
that focuses on inclusive growth is therefore 
crucial.

Greater policy efforts are required to channel in-
stitutional funds to more productive activities,… 

The rise of institutional investors together with 

their specific investment requirements funda-
mentally changed the structure of demand for 
investable assets. This stimulated the produc-
tion of complicated and ultimately risky finan-
cial products. Greater research efforts should 
investigate how these institutional funds can 
be effectively channelled into productive ac-
tivities.

…regulate the shadow banking sector and pre-
vent excessive risk taking … 

Excessive risk-taking and flawed incentives 
figure prominently in the explanation of the 
crisis, the rise of shadow banking enabled ac-
tors to bypass regulatory requirements, and 
the post-crisis clean-up featured bail-outs of 
financial institutions. Proper incentives must 
be restored by enhancing owners’ stake in their 
businesses, risk taking curbed and public mon-
ey reimbursed by the bailed-out institutions. 

…strengthen regulatory agencies to foster co-
operation and better information-exchange, 
while avoiding regulatory arbitrage 

The high degree of financial interconnected-
ness transformed national crises into a global 
systemic one. Banks in the European periphery 
became too big to save, leading to an unhealthy 
entanglement of sovereign and financial risks. 
An important lesson of the crisis therefore is 
that multinational financial conglomerates 
need multinational supervision and resolution 
mechanisms. A new regulatory landscape that 
requires more cooperation and more informa-
tion-exchange between regulatory agencies is 
required in order to avoid regulatory arbitrage.
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