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The Question 
• What was the policy advice provided to 

Asian countries in crisis, 1997-98, 
particularly with regard to the financial 
sector? 

• By the IMF and by the US Treasury 
• How should we think about this advice, in 

retrospect? 
• How does it compare with what the US 

actually did in 2007-09? 
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Framework For Thinking About 
(Some) Crises 

• Underlying cause of crisis is similar, for Asia 
1997-98 and US 2007-09 

• Rapid expansion of private sector credit, based on 
the view that fundamentals would support this 

• Big increase in leverage for large companies (e.g., 
chaebol, investment banks) 

• Some parts of the “elite” central to over-borrowing 
• Larger development dynamic: Acemoglu-Robinson, Why 

Nations Fail 
• Need constraints on excessive build-up of de facto 

economic and political power 
• See “failure of regulation” as a form of cultural capture: 

believing what is good for the elite is good for the country 
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Assessment of Policy Advice in 
the Asian Financial Crisis 

• Initial US and IMF advice on fiscal policy 
was not ideal 

• But adjusted quickly in some cases 
• Monetary policy is more debatable, but 

options are limited when not a reserve 
currency 

• Financial sector policy made sense 
• E.g., closing Thai Finance Houses and weaker 

Indonesian banks 
• Political implications, e.g., Suharto family 
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What about the United States 
• In early 2000s, there was no awareness that 

a major financial crisis could hit the US 
• Belief that our financial institutions had plenty 

of capital and were well supervised 
• Greenspan/Bernanke doctrine: cannot prevent 

bubbles, just clean up afterwards 
• Arguably, even in early/mid-2008, US 

Treasury and Federal Reserve did not heed 
warnings regarding increasing vulnerability 
of the financial sector 

• Link from fragile “shadows” to core banking, 
just like in Asia and other crises 
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Did US apply Best Practice? 
• Lehman Brothers was allowed to fail, with 

resulting negative consequences for 
confidence and the pricing of risk 

• “saving” AIG was not initially advantageous to 
senior debt 

• Wholesale run on money market funds 
• Liquidity support and guarantees provided to 

financial sector 
• Conversion to bank holding companies 
• By early October, equity capital through TARP 
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Important Decision Points 
• How was Citigroup treated? 

• Losses for shareholders, from market price 
• But from October/November, support 

provided by taxpayer 
• Could resolution-type powers have been 

applied to Citigroup or other large 
troubled financial institutions? 

• How would this have affected confidence in 
the US and globally? 
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What is a Bailout? 
• By early 2009, determination not to 

impose further losses on shareholders or 
creditors 

• See joint statement of February 23, 2009 
• Backed-up by results of “stress tests” 

• US put government balance sheet behind 
troubled banks, rather than resorting to 
resolution 

• Not exactly the same policies as were 
recommended for Asia, 1997-98 
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Relative Financial Sector Wage and 
Financial Deregulation, 1909-2006 
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Figure 5.2: Relative Financial Wage and Financial Deregulation 

Financial Deregulation 
Index (right scale) 

Relative Wage in 
Finance (left scale) 

Source: Thomas Philippon and Ariel Reshef, "Wages and Human Capital in the U.S. Financial Industry: 1909-
2006," Figure 6 



Six Big Banks Getting Bigger 
(through end of Q3 2010) 
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Market Analysis in October 2008 



The Trajectory of Reform 
• Dodd-Frank aims to “end too big to fail” 

• Recognizing that this problem was exacerbated by 
measures taken 2008-09 

• New resolution powers exist, as a failsafe 
• But are they credible, given that something similar could 

have been done in the crisis 
• At least, that’s what we tell other countries to do 

• Watch implementation of the “living wills” provision 
• Have regulators really learned the hard lessons 
• Or is the political power of very large banks greater than 

ever? 
• The US largely avoided the financial “clean-up” 

recommended to Asia 
• In future situations, will the US apply bankruptcy/bank 

resolution methods, or will we resort to various kinds of 
rescues? 
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