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ABSTRACT 

 

This research paper delves into the influence of behavioral finance biases on investment 

decisions during the 2008 Global Financial Crisis (GFC). The GFC was a monumental event that 

not only revealed the shortcomings of traditional economic models but also underscored the 

importance of behavioral finance in understanding financial markets.  

The study examines key behavioral biases—such as overconfidence, herding, anchoring, and loss 

aversion—that played a significant role in shaping investor behavior during the crisis. 

Additionally, the concept of cognitive dissonance, which refers to the psychological discomfort 

experienced when one’s actions or beliefs conflict with their self-perception, further intensified 

the challenges faced during this period. 

Behavioral finance provides a valuable lens for understanding how emotions, biases, and 

psychological factors impact financial decision-making. By acknowledging the role of these 

biases, we can work toward developing more resilient financial models and strategies, aiming to 

mitigate the risk of future financial crises. 
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INTRODUCTION 

 

Biases in Behavioral Finance 

Behavioral finance is an interdisciplinary field that combines psychology and economics to 

explore how emotions, biases, and other psychological factors influence financial decision-

making. At its core, it examines the impact of behavioral biases—systematic errors in judgment 

that often lead to irrational or suboptimal choices. These biases stem from a range of 

psychological influences, including cognitive limitations, emotional reactions, and social 

pressures. They can skew our perception of risk and reward, causing investment decisions to 

deviate from the predictions of traditional economic models, which assume rational behavior. By 

recognizing and understanding common behavioral biases, both investors and financial 

professionals can gain deeper insights into their own decision-making processes as well as the 

behavior of others in the market. This awareness not only helps to minimize the negative effects 

of these biases but also empowers individuals to make more thoughtful and informed investment 

decisions. 

 

Information about the 2008 Global Financial Crisis 

The 2008 financial crisis, widely known as the Global Financial Crisis (GFC), was a profound 

economic downturn that began in the U.S. housing market and quickly escalated into a global 

economic contraction, causing widespread bank failures and economic hardship. It was fueled by 

a combination of risky lending practices, regulatory shortcomings, and the proliferation of 

complex financial instruments. 

In the early 2000s, the U.S. Federal Reserve lowered interest rates to stimulate the economy 

following the dot-com bubble burst and the 9/11 attacks. This made mortgages more accessible, 

encouraging lenders to loosen their standards. Loans were increasingly extended to subprime 

borrowers—those with poor credit—often without verifying income or assets. The repeal of the 

Glass-Steagall Act in 1999 also enabled commercial banks to engage in high-risk investment 

banking activities, further compounding vulnerabilities.  

Fueled by speculation that housing prices would continue to rise indefinitely, a housing bubble 

formed. Subprime lending practices exacerbated the issue, as lenders issued adjustable-rate 

mortgages (ARMs) with low initial rates that later reset to much higher levels, leaving many 

borrowers unable to make their payments. This marked a shift away from traditional lending 

practices that prioritized borrowers with strong credit histories. 

Securitization added another layer of risk. Banks pooled mortgages, including subprime loans, 

into mortgage-backed securities (MBS) and sold them to investors, dispersing risk throughout 

the financial system. Misleadingly high credit ratings, often AAA, obscured the true risks of 

these securities, leading to widespread investment. Further compounding the issue were 

collateralized debt obligations (CDOs), which repackaged MBS into complex products divided 

into tranches based on risk levels. Many investors believed they were purchasing safe assets, but 

when defaults surged, even the highest-rated tranches became toxic. 
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To hedge against potential losses, financial institutions turned to credit default swaps (CDS), a 

type of insurance against defaults. Companies like AIG sold vast quantities of CDS, 

underestimating the associated risks. When defaults skyrocketed, AIG faced collapse and 

required a $182 billion government bailout. By 2006-2007, rising defaults and a cooling housing 

market caused the value of MBS and CDOs to plummet, sparking widespread financial panic. 

Major institutions like Bear Stearns and Lehman Brothers collapsed, forcing governments to 

intervene with measures like the Troubled Asset Relief Program (TARP) and aggressive actions 

by the Federal Reserve. 

The crisis plunged the global economy into a severe recession, causing high unemployment and 

eroding public trust in financial institutions. It also highlighted the dangers of unchecked risk-

taking and inadequate oversight, prompting significant regulatory reforms aimed at preventing 

future crises. Ultimately, the GFC serves as a stark reminder of the critical need for responsible 

financial practices and robust regulatory frameworks. 

 

LITERATURE REVIEW 

Shefrin, H., & Statman, M. (2011) highlights how aspirations and emotions drove irrational 

decision-making among investors and institutions. By referencing Keynes' views on 

psychology's role in economic cycles and Minsky's theories on financial instability, the authors 

suggest that understanding these biases is crucial for preventing future crises. In his article, 

Barberis (2011) investigates how psychological mechanisms contributed to the financial crisis 

and focused on two primary biases: over-extrapolation of past price trends and belief 

manipulation among financial agents. 

Sahi, S., & Kaur, P. (2024) highlights that traditional finance theories assume rationality; 

however, their findings reveal that cognitive biases significantly influence investors. The 

research identifies key biases such as overconfidence and loss aversion that led to poor 

investment choices during the financial crisis. Timmermans, T. (2020) critiques traditional 

economic models for their reliance on rationality and highlights how cognitive biases such as 

hindsight bias affected decision-making among economists and policymakers during the crisis. 

Jaiswal, M., Ganesh, K.S., & Tiwari, A. (2020) in their article utilize psychological factors to 

analyze the causes of the 2008 financial crisis. They discuss various finance concepts such as 

mental accounting and loss aversion, illustrating how these biases contributed to irrational 

investment decisions among financial institutions. 

Kim, K., Lee, S. T., & Kauffman, R. J. (2023) study highlights how social media reshapes 

financial markets by enabling collective action and disrupting established norms. Robert J. 

Shiller (2008) argues that all biases played a significant role in the subprime mortgage crisis of 

2008. Andrei Shleifer and Robert Vishny (2008) examined the role of all biases in the subprime 

mortgage crisis, emphasizing the importance of agency problems and information asymmetry.  

Johnny Campbell and John H. Cochrane (2009) provides a critical review of the literature on 

finance and the 2008 financial crisis. They argued that while all biases played a role, it is 

important to consider other factors, such as financial innovation and regulatory failures. 

Bikhchandani, S., & Sharma, S. (2000) reviewed and examined the phenomenon of herd 

behavior in financial markets, where individuals tend to follow the actions of others rather than 

relying on their own information or analysis. Rizzi, J. V. (2008) work serves as a foundation for 
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understanding these dynamics, highlighting the need for a comprehensive approach that 

integrates insights from psychology, economics, and public policy. Siegel, Jeremy (2000) 

through his article in The Wall Street Journal offers a contrarian perspective on the valuation of 

big-cap tech stocks, cautioning investors against the allure of seemingly high-growth 

opportunities.  

Akerlof, G. A., & Shiller, R. J. (2009) explores how psychological factors, termed "animal 

spirits," influence economic decision-making and market outcomes. Shiller, Robert (2008) 

drawing on his expertise in behavioral finance, critiques the excessive risk-taking and lack of 

oversight that characterized the mortgage market leading up to the crisis. Lo, A. W. (2005) 

argues that financial markets are influenced by the evolutionary principles of human behavior, 

where investors adapt to changing market conditions over time. He discussed the implications of 

this perspective for understanding market dynamics and financial crises. 

Kahneman, D., & Tversky, A. (1979) presents Prospect Theory, which describes how individuals 

evaluate potential losses and gains. Vasile, D., Sebastian, T. C., & Radu, T. (2011) analyzes the 

2008 global financial crisis through a behavioral finance lens. Benartzi, S., & Thaler, R. H. 

(1995) explores the concept of myopic loss aversion, which combines loss aversion and mental 

accounting to explain why investors may demand a higher return for holding risky assets.  

Petroff, Eric (2011) delves into the multifaceted causes of the subprime mortgage crisis, 

challenging readers to consider a broader spectrum of responsibility. Malkiel, B. G. (2003) 

discussed how cognitive biases and investor behavior can lead to market inefficiencies and 

anomalies, challenging the notion that markets always reflect all available information. 

 

RESEARCH GAP 

The 2008 financial crisis has been extensively studied, yet a significant gap remains in 

understanding its causes through the lens of behavioral finance. Traditional economic theories 

often focus on rational decision-making and market efficiency, neglecting the profound impact 

of psychological factors on financial behavior. While some research has explored the role of 

cognitive biases and emotional responses, a comprehensive analysis that integrates these insights 

with the specific mechanisms of the financial crisis is lacking. 

Existing literature does not highlight individual biases, such as overconfidence and herd 

behavior, and often fails to connect these biases to systemic failures within financial institutions 

and markets. Furthermore, the interplay between behavioral factors and structural elements, such 

as regulatory failures and financial innovation, remains underexplored. This oversight limits our 

understanding of how behavioral finance can elucidate the decisions made by financial 

institutions that contributed to the crisis. 

Additionally, most studies focus on specific aspects of the crisis, such as mortgage-backed 

securities or credit rating agencies, without considering a holistic view that includes multiple 

actors in the financial ecosystem. By examining the collective impact of behavioral biases across 

various financial institutions, this research can illuminate the root causes of the crisis more 

effectively. 

This study aims to fill this gap by conducting a qualitative analysis of how behavioral finance 

concepts manifested in the decision-making processes of key financial institutions before the 

crisis. It will explore how these psychological factors influenced risk assessment, investment 
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strategies, and regulatory compliance, ultimately leading to the crisis. By bridging the gap 

between behavioral finance and crisis analysis, this research seeks to provide insights that can 

inform future regulatory policies and financial practices, ensuring more resilient financial 

systems. 

 

RESEARCH OBJECTIVES 

1. To identify and analyze the specific behavioral biases that significantly contributed to the 

2008 financial crisis. 

2. To examine the manifestations of these identified behavioral biases within various 

financial institutions during the lead-up to and during the crisis. 

  

HYPOTHESIS 

H0 (Null Hypothesis): Signs of behavioral biases were not exhibited by financial institutions and 

henceforth, are not a cause for the 2008 financial crisis. 

 

RESEARCH METHODOLOGY 

The research methodology for this qualitative paper will employ a case study design to explore 

how behavioral finance influenced financial institutions during the 2008 financial crisis. The 

study will utilize secondary data analysis, focusing on existing literature, financial reports, and 

case studies of key institutions such as Lehman Brothers, AIG, and Merrill Lynch. 

Data will be gathered from peer-reviewed journals, books, and credible sources like regulatory 

filings and post-crisis analyses as well as reports from various authors, economists and 

universities. The analysis will focus on identifying signs of behavioral biases such as 

overconfidence, herd behavior, and risk neglect. By examining these case studies, the research 

will identify common patterns of behavioral finance that contributed to the financial crisis, such 

as excessive risk-taking and irrational market behavior. The study will use triangulation methods 

from multiple sources to ensure credibility and rich insights, while thematic analysis will be 

employed to interpret findings and relate them to behavioral finance theories. 

This methodology provides an in-depth understanding of how psychological biases manifested 

across institutions, using real-world data to offer insights for mitigating similar crises in the 

future. 

  

DATA ANALYSIS AND FINDINGS 

 

Credit Rating Agencies and the Biases that clouded them during the 2008 Crisis 

Credit rating agencies had a pivotal role to play in the buildup to the financial crisis of 2008. The 

biggest reason behind the success in selling of bonds that were securitized 

from subprime residential mortgages and other debt obligations were the favorable rating which 

major credit rating firms had provided. The heavy selling of these bonds kept building the self-

enforcing housing prices bubble from 1998- 2006.  

When U.S. house prices stopped rising in mid-2006 and started to decline, many mortgage 

borrowers, who had been depending on continued price increases, were unable to repay their 

loans and began defaulting. The initial predictions by rating agencies turned out to be overly 
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optimistic, particularly for bonds tied to mortgages issued in 2005 and 2006. As a result, the 

value of these mortgage-backed bonds plummeted, leading to widespread downgrades by the 

rating agencies. This caused severe losses for financial institutions that had invested in these 

bonds, triggering a broader crisis that affected both the U.S. financial system and those of many 

other countries. 

This indicated that clearly there existed a problem in the way credit rating agencies functioned 

during the whole debacle. There did exist certain conflicts of interests and lack of regulatory 

frameworks which contributed heavily towards the credit rating agencies not being right in their 

ratings of bonds, but these issues came to surface only after the crisis when most investors had 

already suffered heavy losses. 

This case also displays a fantastic example of how various behavioral biases can cloud the 

judgment of not just individual investors but also major financial institutions, but the difference 

is that when an investor is biased, he suffers but when a financial institution is biased, the whole 

market suffers. 

Following were few of the biases displayed by these agencies. These biases influenced their 

decisions and contributed to the mispricing of risk. 

Confirmation Bias: Credit rating agencies tended to favor information that confirmed their 

existing models and assumptions. They failed to properly account for the increasing risk in 

subprime mortgages, continuing to issue high ratings based on historical data rather than re-

evaluating the current economic situation. 

Overconfidence Bias: Rating agencies showed overconfidence in their financial models and the 

precision of their ratings. They believed their quantitative models were sophisticated enough to 

assess complex securities, like CDOs, without properly considering the limitations of these 

models in predicting unprecedented market conditions. 

Herding Bias: There was a tendency for credit rating agencies to follow the actions of their 

peers. If one agency rated a security highly, others were inclined to follow suit to avoid standing 

out or losing business. This collective action amplified the systemic misjudgment of risk. 

Anchoring Bias: Agencies anchored their ratings on past data and historical averages, assuming 

that housing markets and credit behavior would remain stable, despite signs of increasing risk in 

the subprime mortgage market. This caused them to hold on to overly optimistic assessments of 

complex securities. 

 

Following is how the existence of these biases was displayed: 

In 2006, 93% of subprime mortgage-backed securities issued were rated AAA by the CRAs. 

However, by 2008, approximately 90% of those AAA-rated subprime mortgage-backed 

securities were downgraded to junk status (S&P Global Ratings). 

The U.S. subprime delinquency rate had reached 14% by mid-2007 (according to the Mortgage 

Bankers Association), but credit ratings for securities backed by subprime loans were slow to be 

downgraded. In the first quarter of 2007, New Century Financial Corporation, a major subprime 

mortgage lender, declared bankruptcy, but CRAs did not immediately adjust their ratings to 

reflect the growing systemic risks. 

A 2011 report by the Financial Crisis Inquiry Commission (FCIC) found that 73% of all AAA-

rated CDO securities issued in 2006 and 2007 were eventually downgraded to junk status. This 
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dramatic reversal in ratings underscored the initial overconfidence and delayed response by 

CRAs to deteriorating mortgage quality. 

The FCIC revealed that CRAs generated billions of dollars in revenue from rating structured 

financial products, with Moody’s reporting $3 billion in revenue from such ratings between 2002 

and 2007. The confirmation bias here came from the agencies' tendency to favor the issuers’ 

narrative of low risk, ignoring signs of growing instability. 

 

Emails between employees at S&P showed internal recognition of flaws in their models. One 

infamous email read, “We rate every deal. It could be structured by cows and we would rate it.” 

This demonstrates how CRA employees were aware of the pressure to rate even dubious 

products positively, confirming the issuer's bias rather than addressing potential risks. 

The infamous email, “We rate every deal. It could be structured by cows and we would rate it,” 

is sourced from internal emails at Standard & Poor’s (S&P), which were revealed during 

investigations into the credit rating agencies' role in the 2008 financial crisis. 

 

The result of these biases was the collapse of the following bonds: 

• AAA-Rated Subprime Mortgage Bonds: Many MBS, which were pools of home loans 

packaged together, were given top credit ratings despite being tied to subprime (high-risk) 

mortgages. These high-rated bonds collapsed when homeowners started defaulting on their 

loans, causing widespread losses for banks, investors, and pension funds that held these 

securities. 

• AAA-Rated CDO Tranches: CDOs were a major part of the crisis. Banks bundled 

together various loans, including subprime mortgages, into CDOs and sold them as securities. 

Even the riskiest loans in CDOs were given AAA ratings. These bonds collapsed when 

borrowers defaulted on their payments, leading to massive losses. 

• Lehman Brothers' Debt: Lehman Brothers, the fourth-largest U.S. investment bank, 

held high-rated bonds that quickly lost value when the firm declared bankruptcy in September 

2008. Lehman had heavily invested in MBS and CDOs, and its collapse was a key moment in the 

crisis. 

• AIG-Backed Securities: American International Group (AIG) insured many of these 

AAA-rated CDOs through credit default swaps. When the bonds collapsed, AIG had to pay out 

billions to cover the losses, leading to its own near collapse. The U.S. government bailed out 

AIG to prevent a total financial system breakdown. 

• Agency Bonds: Fannie Mae and Freddie Mac, government-sponsored enterprises 

(GSEs), issued highly rated bonds that were backed by mortgages. When the housing bubble 

burst, the value of these bonds plummeted, contributing to the collapse of the two institutions, 

which were then taken over by the U.S. government. 

These examples highlight how bonds that were given high credit ratings collapsed, triggering a 

massive global financial meltdown. The crisis exposed significant flaws in the ratings process, 

leading to reforms in the aftermath. 
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The graph provided was created based on historical trends and illustrative data. It represents the 

general decline of bond prices like Lehman Brothers bonds, the ABX index (tracking mortgage-

backed securities), and AAA-rated CDOs during the 2008 financial crisis. 

Biases that led Financial Institutions to give high-risk loans during the 2008 Global 

Financial Crisis 

 
In the years leading to the Global Financial Crisis, economic conditions in the United States and 

other countries were very favorable. Economic growth was strong, rate of inflation, 

unemployment and interest very relatively low. In the early 2000s, the U.S. housing market 

experienced a housing boom - a prolonged period of growth and increasing home prices. 

Expectations that these prices would continue increasing encouraged people to borrow more 

money to buy real estate. The crisis began in the U.S. housing market, where mortgage lenders 

increasingly issued loans to subprime borrowers (high-risk loans to borrowers with poor credit 

histories and low income). Mortgage-Backed Securities (MBS) involves pooling various 

mortgage loans and selling them as securities. This allows banks to recycle capital and issue 

more loans, often leading to an increase in subprime lending. Many of the mortgage loans, 

especially in the United States, were for amounts close to (or even above) the purchase price of a 

house. 
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Once mortgage lenders issued these risky subprime loans, financial institutions bundled together 

thousands of individual mortgages (including subprime loans) into pools. These pools were then 

sold as MBS to investors such as pension funds, hedge funds, and insurance companies. This 

process, known as securitization, was a key innovation that allowed financial institutions to 

spread the risk of subprime loans but also obscured the real risk involved. Subprime mortgages 

were disguised within highly-rated securities, masking the danger of widespread defaults. Major 

investment banks like Lehman Brothers, Bear Stearns, and Goldman Sachs were heavily 

involved in the securitization process. Investment banks further complicated the situation by 

creating Collateralized Debt Obligations (CDOs), which were bundles of MBS and other types 

of loans, bought from lenders. By repackaging risky mortgages into CDOs and giving higher 

tranches good credit ratings, financial institutions created an illusion of safety. 

Credit rating agencies (e.g., Moody’s, Standard & Poor’s, Fitch), which were responsible for 

evaluating the risk of MBS and CDOs, were paid by the financial institutions that issued MBS 

and CDOs. As agencies were incentivized to give favorable ratings (often AAA) to products in 

order to retain business, many MBS and CDOs containing subprime loans were given high 

ratings, making them seem like safe investments. Many institutional investors, including foreign 

banks, did not fully understand the risks associated with the securities they were purchasing. 

They relied heavily on the inflated ratings from credit rating agencies and the assumption that 

U.S. housing prices would continue to rise. 

Another financial product that played a central role in the crisis was the credit default swap 

(CDS), a type of insurance contract. If an MBS or CDO defaulted, the seller of the CDS (often 

large insurance companies like AIG) would compensate the buyer for the loss. Investors and 

financial institutions bought CDS contracts to protect against potential defaults. Banks were not 

only issuing mortgages and securitizing them, but they were also heavily invested in MBS, 

CDOs, and other related products. 

The excessive lending to individuals created a housing bubble. Because of the MBS, the 

demand for housing properties and real estate increased which caused more lending. The growth 

in the real estate sector was completely manipulated and was not because of economic growth. 

This growth led to speculative buying, where people bought real estate not to live but to resell at 

profits. When the economy began to slow down, many borrowers with subprime loans failed to 
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make their mortgage payments and there was a huge wave of defaults. As the quantity of these 

defaults increased, the value of these securities collapsed, and many banks faced severe liquidity 

issues, as they couldn’t sell these assets at anything close to their original value. Banks had 

become so interconnected through these complex financial products that when one bank failed, it 

threatened the entire financial system. The U.S. financial crisis quickly spread globally due to the 

interconnected nature of international finance. Stock markets around the world plummeted, 

credit markets froze, and economic activity slowed dramatically. As financial institutions 

teetered on the brink of collapse, governments around the world were forced to intervene to 

prevent a complete meltdown of the global financial system. 

 

Key Behavioral Biases Displayed by Financial Institutions: 

1. Overconfidence Bias 

Financial institutions, mortgage lenders, and rating agencies exhibited overconfidence in their 

risk assessment capabilities and market predictions. They believed that housing prices would 

continue to rise indefinitely, which led them to underestimate the likelihood of defaults among 

high-risk mortgage lending (e.g., subprime loans) given to subprime borrowers. 

Banks and investors also overestimated their ability to manage and mitigate risks associated with 

complex financial products like MBS and collateralized debt obligations (CDOs). 

2. Herding 

Many financial institutions and investors followed the trend of issuing and investing in subprime 

mortgage-backed securities, without adequately assessing the real risks. This herd mentality was 

driven by competitive pressures and the fear of missing out on profits from a booming housing 

market. 

3. Confirmation Bias 

Financial institutions and investors selectively focused on information that supported their belief 

that the housing market was stable and growing. Positive indicators, such as low default rates 

before 2006 and high short-term returns on MBS, reinforced the belief in continued housing 

market growth. Warning signs, like increasing household debt, stagnating wages, and the 

complexity of mortgage-backed securities, were downplayed or ignored. 

4. Anchoring 

Financial institutions may have anchored on the historical performance of the housing market, 

assuming that it would continue to rise indefinitely. This led them to overlook the potential for a 

housing market downturn. 

Results or Consequences of these biases: 

1. Collapse of the Housing Market 

As financial institutions continued to issue high-risk loans to borrowers with poor credit 

histories, a housing bubble was created. When borrowers began to default on their mortgages, 

housing prices fell sharply, triggering widespread mortgage defaults. 

2. Mass Defaults 

The overconfidence in continued housing market growth led to a significant underestimation of 

the risks of default on subprime loans. As housing prices began to decline, many subprime 

borrowers defaulted on their loans, leading to a surge in mortgage delinquencies. By mid-2008, 

over 20% of subprime mortgages were delinquent. 
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3. Financial Institution Failures 

The widespread issuance of risky loans and investment in toxic assets led to the systemic 

vulnerability of financial institutions. When defaults began, the entire system was at risk of 

collapse because almost all major players were exposed to the same high-risk instruments. The 

interconnectedness of these institutions, including banks and investment firms, exacerbated the 

crisis as confidence declined. 

Major financial institutions like Lehman Brothers declared bankruptcy, and others, such as AIG, 

required government bailouts to prevent further collapse. 

Case Example: Lehman Brothers 

Lehman Brothers was one of the largest investment banks in the US. The firm's executives 

exhibited extreme overconfidence in their risk assessment capabilities. Lehman’s management 

underestimated the risks associated with subprime loans and believed their sophisticated 

financial models could mitigate potential losses. When housing prices began to decline in 2007, 

it faced massive losses due to its high concentration of subprime mortgages. The firm declared 

bankruptcy in September 2008, marking the largest bankruptcy filing in U.S. history. This event 

triggered a global financial panic and highlighted how overconfidence can lead to catastrophic 

failures in risk management. 

 

Case Example: AIG 

The insurance giant AIG, which had issued billions in CDS, was bailed out by the U.S. 

government with $182 billion in financial assistance after it became clear that AIG could not 

cover its CDS obligations. 

4. Subprime Mortgage Crisis 

The widespread issuance of subprime mortgages led to a housing market bubble, as subprime 

borrowers were unable to keep up with their payments. Financial institutions overlooked crucial 

risks and failed to account for early warning signs of a housing bubble. As a result, institutions 

did not take precautionary measures to mitigate the potential fallout.  

High-risk loans were issued in massive quantities, bundled into MBS, and sold to unsuspecting 

investors. When defaults surged, the entire financial system was impacted as the real risk of 

these loans was much higher than anticipated. 

5. Global Economic Recession 

The collapse of the housing market and the subsequent financial crisis triggered a global 

economic recession, with millions losing jobs and homes. The U.S. government intervened with 

significant regulatory reforms, such as the Dodd-Frank Act in the U.S.; substantial bailouts and 

stimulus packages to stabilize the economy, including the Troubled Asset Relief Program 

(TARP), which allocated $700 billion to support struggling banks; etc. 
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In summary, the 2008 financial crisis was a complex interplay of high-risk lending practices 

driven by behavioral biases within financial institutions, compounded by favorable government 

conditions and flawed securitization processes. The aftermath reshaped both the financial 

landscape and regulatory frameworks worldwide. 

 

CONCLUSION 

The 2008 Global Financial Crisis (GFC) was a catastrophic event that exposed the limitations 

of traditional economic models and highlighted the critical role of behavioral finance in 

understanding financial markets. This research has delved into the specific behavioral biases that 

contributed to the crisis, including overconfidence, herding, anchoring, and loss aversion. 

Cognitive dissonance, the psychological discomfort that arises when beliefs or actions conflict 

with self-perception, further exacerbated the situation. Investors, lenders, and regulators may 

have experienced cognitive dissonance as they justified risky lending practices and ignored 

warning signs of a housing bubble. 

Behavioral finance offers a valuable framework for understanding how emotions, biases, and 

other psychological factors influence financial decision-making. By recognizing the influence of 

these biases, we can develop more robust financial models and strategies to prevent future crises. 

The GFC serves as a stark reminder of the dangers of unchecked financial innovation and the 

importance of effective regulation. It also underscores the need for a more nuanced 

understanding of human behavior in financial markets. The exploration of behavioral biases 

within this research framework contributes to a more nuanced understanding of the 2008 Global 

Financial Crisis. By recognizing the demonstrable influence of these biases on financial 

decision-making, policymakers, regulators, and financial institutions can work collaboratively to 

develop robust strategies that build a more resilient and stable financial system for the future, one 

that is less susceptible to the pitfalls of irrational exuberance and flawed judgment. Hence, we 

accept the alternate hypothesis (H1). 

 

LIMITATIONS  

1. Subjectivity in behavioral insights: 
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Behavioral finance often relies on psychological theories and human behavior, which are 

inherently subjective. 

2. Measurement of Psychological Factors: 

Psychological biases are difficult to quantify and measure accurately. The lack of standardized 

methods for assessing emotions, cognitive biases, and decision-making processes can lead to 

inconsistent or imprecise results. 

3. Bias in Researcher's Interpretation: 

As researchers we may inadvertently bring our own biases into the analysis.  

 

FUTURE SCOPE 

1. Cultural and Regional Differences: 

Future research could explore how behavioral biases differ across cultures and regions. 

Investigating how cultural norms and societal factors influence financial decision-making could 

lead to a more nuanced understanding of behavioral finance across global markets. 

2. Emerging Markets: 

Studying the unique behavioral characteristics in emerging markets, where financial systems are 

less developed, could reveal new insights into how investors in these regions respond to 

economic volatility and market imperfections. 
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