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Abstract

The �nancial crisis that began in 2007 was triggered by over-leveraged homeowners
and a severe downturn in US housing markets. However, a reasonably well-supervised
�nancial system would have been much more resilient to this and other types of
severe shocks. Instead, the core of the �nancial system became a key channel of
propagation and magni�cation of losses su�ered in the housing market. Critical
�nancial intermediaries failed, or were bailed out, or dramatically reduced their
provision of liquidity and credit to the economy. In short, the core �nancial system
ceased to perform its intended functions for the real economy at a reasonable level of
e�ectiveness. As a result, the impact of the housing-market shock on the rest of the
economy was much larger than necessary. In this essay, I will review the key sources of
fragility in the core �nancial system. I discuss the weakly supervised balance sheets of
the largest banks and investment banks; the run-prone designs and weak regulation of
the markets for securities �nancing and over-the-counter derivatives; the undue
reliance of regulators on market discipline; and the interplay of too-big-to-fail and the
failure of market discipline. Finally, I point to some signi�cant positive strides that
have been made since the crisis: improvements in the capitalization of the largest
�nancial institutions, a reduction of unsafe practices and infrastructure in the
markets for securities �nancing and derivatives, and a signi�cantly reduced
presumption that the largest �nancial �rms will be bailed out by taxpayer money in
the future. But I will also mention some remaining challenges to �nancial stability that
could be addressed with better regulation and market infrastructure.
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