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The financial crisis in 
the US: key events, 
causes and responses 
 
 

  The current financial crisis started in the US housing 
market in 2007. The crisis spread across the world and 
severely damaged the economies of many countries, 
including the US, and reached a new level in 
September 2008 as a number of prominent US-based 
financial institutions, including AIG and Lehman 
Brothers, collapsed.  
 
This Research Paper first examines the underlying 
causes of the crisis in the US. In particular, it examines 
the emergence and collapse of the housing bubble and 
the significance of the complex financial instruments 
that transformed an asset price correction into a 
significant domestic and global economic downturn. 
 
The main focus is the response of governing 
institutions in the US. Looking at responses before and 
after September 2008 – drawing comparison with the 
UK where relevant – this Paper examines the actions 
of a wide range of institutions including the Federal 
Reserve, US Treasury, Congress, Securities and 
Exchange Commission and Federal Deposit Insurance 
Corporation. 
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Summary of main points 
 
In September and October 2008, the US suffered a severe financial dislocation that saw 
a number of large financial institutions collapse. Although this shock was of particular 
note, it is best understood as the culmination of a credit crunch that had begun in the 
summer of 2006 and continued into 2007. 
 
The US housing market is seen by many as the root cause of the financial crisis. Since 
the late 1990s, house prices grew rapidly in response to a number of contributing factors 
including persistently low interest rates, over-generous lending and speculation. The 
bursting of the housing bubble, in addition to simultaneous crashes in other asset 
bubbles, triggered the credit crisis. However, it was the complex web of financial 
innovations that had purportedly been employed to reduce risk which ensured that the 
crisis spread across the financial markets and into the real economy. In particular, all 
manner of profit-seeking financial institutions used a complex financial process 
characterised by highly leveraged borrowing, inadequate risk analysis and limited 
regulation to bet on one outcome – a bet which proved to be misguided when asset 
prices collapsed. 
 
Prior to September 2008, the response from governing institutions in the US primarily 
sought to address liquidity concerns, stimulate demand and prevent mortgage 
foreclosures. The main policy responses included: 

�x the Federal Reserve (Fed) lowering interest rates as well as a introducing number 
of liquidity-enhancing schemes to abate the emerging credit crisis; 

�x the orderly takeover of failed investment bank Bear Stearns; and 
�x legislation seeking to stimulate demand and mitigate mortgage foreclosure. 

 
After the shocks of September and October 2008, where credit and risk interest rate 
spreads shot up and the systemic nature of the crisis became apparent, a new approach 
was adopted. In addition to the Fed, the US Treasury became a key body in 
administering the Emergency Economic Stabilization Act passed by Congress in October 
2008. The central features of the post-September response included: 

�x the Fed and US Treasury decision not to bail out investment bank Lehman 
Brothers; 

�x Treasury-administered capital injections into troubled financial institutions in 
exchange for preferred stock and common equity stakes; 

�x a sequence of bailouts by the Fed and Treasury for the insurance giant AIG; 
�x continuing efforts from the Fed to lower interest rates and increase liquidity; 
�x the unprecedented purchase of mortgage-backed securities and Treasury bills as 

part of the Fed’s policy of “credit easing”; 
�x the temporary suspension of the short-selling of financial institutions by the 

Securities and Exchange Commission; 
�x the Homeowner Affordability and Stability Plan, which permitted struggling 

homeowners to refinance their mortgages; and 
�x the passage of the $787bn American Recovery and Reinvestment Act designed 

to reinvigorate demand in the US economy. 
 
This paper contains appendices providing a glossary of key concepts and a list of 
acronyms. 

3 



RESEARCH PAPER 09/34 

 

4 








































































































	I Introduction
	II Causes of the financial turmoil
	A. The US housing market
	1. Creation of a housing bubble
	2. The collapse of the bubble

	B. The role of the financial industry
	1. The web of financial instruments
	2. The housing crash and the finance industry


	III Policy responses
	A. Responses before September 2008
	1. The Federal Reserve
	2. Legislation

	B. Responses after September 2008
	1. Troubled Asset Recovery Program and the Economic Stabilization Act of 2008
	a. Construction of the legislation

	2. The Federal Reserve



