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Office Memorandum

s

To: Mr. Fisher February 8, 1998

From:  Alegjandro Santos =~ %—5

Subject: Korea--Gold Purchase Scheme

In early January this year, Bank of Korea (BOK ) invited banks and financial institutions to
participate in a scheme whereby these institutions would be conducting “gold drives” (o
collect gold from the population, melt it and convert it inte ingots, and finally sell them
abroad The foreign exchange proceeds would be sold to BOK. The won equivalent would
be distributed by the institutions among the participant citizens.

In the event, four banks and two (non-bank) financial institutions decided to participate. (1)
Korea Housing Bank (two drives, Jan 5-31 and Feb 5-21); (i) Korea Exchange Bank (Jan 12-
Feb 14); (i) Korea Industrial Bank (Jan 15-Feb 15); (iv) Korea Citizens Bank (Jan 13-Feb
14); (v) National Agriculture Cooperative (Jan 12-Feb 21); and (vi) Community Credit
Cooperative (Jan 13-Feb 14).

The banks and financial institutions would accept gold of 99 percent grade of higher in deposit
for future won payment (including gold 24K) and any other form of gold of a lower grade as a
donation to the Republic (including gold 14K and 18K). Citizens can go to any of the six
participating institutions and surrender the gold in exchange for a certificate that indicate the
weight and grade of the gold but does not include any value or price for the gold.

As of February 6, the institutions had collected 169.8 tons of gold with an estimated market
value of US$1 7 billion. The bulk of the collecuions - have been made by Korea Housing Bank
(117.0 tons or 69 percent of the total). As expected, the majority of the transactions are sales
(169 65 tons) and only a very small fraction are donations (0.15 tons). Thus far, 70 tons of
gold have already been shipped abroad and the remaining 100 tons are either still deposited or
in the process of being converted to ingots. The rale of participation has been impressive,
about 2 million people has been involved in selling their gold or almost 20 percent of the
families in the country

BOK has purchased US$0.60 billion in foreign exchange from this scheme, of which US3%0.22
billion took place in January and the remainder US$0.38 billion during the first week of
kFebruary. Further purchases are expected in the rest of the month and in March when the
scheme is expected to be terminated,

I'o avoid problems of multiple sales of gold abroad at different prices and different sales of
foreign exchange at different exchange rates, it is expected that each mstitution will pay to the
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participating citizens the average price and exchange rate of all transactions at the end of the
scheme. Since it takes about one month to convert the gold mio ingots, to ship it abroad, get
the payment, and convert it to won, it is expected that the population will get paid at thee end
of March.

The scheme is based on good faith and in the spirit of cooperation of all parties as there does
not seem 1o be a supervisory body 10 ensure no wrongdoing is involved. 1 was told that the
banks and financial institutions do not charge fees for their services (other than those related
to hiring gold experts to determine the weight and grade of the gold) and that they make sure
that the companies in charge of melting the gold charge a fair price and also that the export
agency obtains a fair price from abroad. Needless to say that these institutions do profit from
holding the won (and /or dollar) proceeds during several weeks as they can buy short-term
securities.

While the motivation of the population to engage i this scheme is mostly for nationahstic
reasons (I was told), there are certain incentives for the population to participate. It appears
that the gold market at the retail level is rather inefficient and large spreads exists between the
local selling prices and the equivalent world price. A unit of 3.75 grams of fine gold (called
“stone” by the locals) can be sold in the local market for W 58,000 and local traders buy it for
as much as W 48,000 1t is estimated that those participating in this scheme will receive an
average price of W 54,000 per stone, or 12.5 percent more than the price prevailing at the
retail level

BOK has announced that starting last Friday (February 6) they may purchase some of the gold
directly from the banks and financial institutions to prevent undue pressures on the
international gold market. 1 advised them not to purchase gold as liquid foreign exchange is
needed given the low level of reserves at present.

Mr. Neiss (via fax to Bangkok)
Ms. Tseng (via e-mail)

Mr Burton (via ¢-mail)

Mr Dodsworth

Mr. Ishii (via e-mail)

Mr Moser (via e-mail)
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@ Office Memorandum

To Mr Fischer February 6, 1998

|
From  Hubert Neiss and W \ %Tseng

Subject Korea Draft Memorandum on Economic Program

The following provides responses to the comments to the respective paragraphs of
your memorandum of February 5, 1998

1 The understandings on interest rates (that was faxed to you earlier) would be a
verbal understanding with the authonties They are adamantly opposed to any “side” letter,
not because they do not mntend to follow through on the understandings, but because they do
not want to be accused of having “side”” agreements with the Fund that they are not revealing
to the public In the December negotiations, the authorities were heavily criticized for having
made “secret’ agreements with the Fund Korea 1s becoming an open society, and
transparency 1s all in fashion We should go along with this

2 The foreign exchange window at the Bank of Korea (BOK) 1s an emergency feature
Banks needing foreign exchange for whatever purpose should buy 1t i the market We believe
that closing the window as soon as feasible would be a important signal of normalization (The
early unification of the foreign exchange market 1s also a pont emphasized by the Executive
Board) BOK, of course, would maintain 1ts role as lender of last resort

The current repayment period for foreign exchange support (used for purposes
other than debt repayments) 1s presently a maximum of one month, and the agreement now 1s
to shorten 1t to a maximum of two weeks While a further shortening would be desirable, 1t 1s
not practical m the present situation where some weaker banks continue to experience
difficulties 1n arranging new lines of credit In any case, the high penalty nterest is a strong
mncentive for early repayment It should be noted that stronger banks have been repaying the
BOK smce last week

3 The fiscal section has been modified to take account of your comments (attached)
An important breakthrough was achieved this morning with the Tripartite Accord While we
are awarting a translation of this accord, the government would need to provide higher social
expenditure as part of 1ts contribution to the social compact We have indicated to the
authonties that such expenditures should be accommodated through an increase 1n the budget
deficit

4 We have suggested special (temporary) programs to alleviate the burden of high
interest on medium and small enterprises The authorities are now under intense political
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pressure because of increasing bankruptcies and layoffs among SMEs due to high mterest
rates Charging market interest rates under the BOK rediscount facility for SMEs would
defeat 1ts purpose The SME lending funded by the BOK rediscount facility 1s small ( the
stock outstanding amounts to some W4 6 tritlion at end-January, with a planned increase to
W5 6 trillion during 1998) The subsidy element 1n this scheme 1s estimated at about WO 75
triilion for 1998 (0 1 percent of GDP) The small cost 1s needed for the authorities to
maintan the high interest rates

5 The authorities have indicated that there may be some scope to accelerate the
implementation of prudential measures, but the feasibility of doing that can only be decided
after the new Fmancial Supervisory Board 1s set up in April We would therefore mntend to
review this at the second quarterly review

On the spot and forward positions, there 1s at present a rather restrictive combined
himut for forward and spot posttions (15 percent of equity capital) but there 1s i addition a
separate restriction on spot positions (5 percent), which unnecessarily impedes the
development of the forward market The measure would remove the separate restriction on
spot positions

As to the capital adequacy standards, the current timetable gives banks six to 24
months to reach the 8 percent requirement The precise schedule for each bank will be set n
the context of the recapitahization plans that will be approved by the bank restructuring unit 1n
June The authonties are very mndful of avoiding a further credit crunch and have mndicated
their intention to stand ready to also provide some further assistance to banks in meeting their
requirements if that proved necessary

6 The guidelines are mtended to clanfy the Banking Act that was passed in December,
setting transparent conditions under which foreign investment in domestic financial mstitutions
can take place (e g , the foreign banks must meet BIS capital adequacy ratios, etc )

7 It was not possible this time to get more on the adjustment tanffs and the tanff
quotas The authorities insist that they have already done a lot in December, and that these
tanff 1ssues are mamly for bilateral discussions, and that many of the items relate to
agncultural products This program contams the additional conditions of deadlmes for
reviewing import certification procedures and bringing them m line with international practice,
and for rationalizing the subsidy programs We think we got as much as possible (also given
the availability of time and staffing resources) and will try again next time Trade policy, i any
case, 1s not a major focus of this program

8 Please see pomt 2 above on the Tripartite Accord
9 We are, of course, not sure that the corporate governance measures will suffice for

restructuring the chaebols However, the program does, address the most important issues
cited by outside experts, which are essentially to create the laws, mstitutions, and financial
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markets that will impose market disciplne on the behavior of the chaebols so that they will be
profit-oriented These include transparency, ncreasing the commercial orientation of bank
lending, liberalizing the corporate financing market (equity and mergers and acqusitions), and
accountability to shareholders We have prepared a study of the chaebol 1ssues, and 1t will be
circulated as part of the background documentation for the Article IV

10 We would like your reaction before we conclude discussions tomght Agreement
here will in any case, as usual, be ad referendum We will, therefore, call you at 7 00 2 m
your time since the authorities would hke to announce tomight (Seoul time) that
agreement with the mission had been reached

11 The Memorandum (with changes sidelined) 1s attached

Attachment

cc Mr Tanz
Mr Aghevl/Goldsbrough
Mr Leddy
Mr Larsen
Mr Alexander
Mr Adams
Mr Bennett
Ms Meesook
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To Mr Fischer February 6, 1998

{
From.  Hubert Neiss and V\/ %Tseng

Subject Korea Draft Memorandum on Economic Program

The following provides responses to the comments to the respective paragraphs of
your memorandum of February 5, 1998

1 The understandings on nterest rates (that was faxed to you earlier) would be a
verbal understanding with the authonities They are adamantly opposed to any “side” letter,
not because they do not intend to follow through on the understandings, but because they do
not want to be accused of having “side” agreements with the Fund that they are not revealing
to the public In the December negotiations, the authonties were heavily cniticized for having
made “secret’ agreements with the Fund Korea 1s becoming an open society, and
transparency 1s all in fashion We should go along with this

2 The foreign exchange window at the Bank of Korea (BOK) 1s an emergency feature
Banks needing foreign exchange for whatever purpose should buy 1t in the market We believe
that closing the window as soon as feasible would be a important signal of normalization (The
early unification of the foreign exchange market 1s also a pomnt emphasized by the Executive
Board) BOK, of course, would maintarn 1ts role as lender of last resort

The current repayment peniod for foreign exchange support (used for purposes
other than debt repayments) 1s presently a masimum of one month, and the agreement now 1s
to shorten 1t to a maximum of two weeks While a further shortening would be desirable 1t 1s
not practical in the present situation where some weakher banks continue to experience
difficulties in arranging new lines of credit In any case the high penalty interest 1s a strong
incentive for early repayment It should be noted that stronger banks have been repaying the
BOK since last week

3 The fiscal section has been modified to take account of your comments (attached)
An mmportant breakthrough was achieved this morning with the Tripartite Accord While we
are awaiting a translation of this accord, the government would need to provide higher social
expenditure as part of its contribution to the social compact We have indicated to the
authonties that such expenditures should be accommodated through an increase n the budget
deficit

4 We have suggested special (temporary) programs to alleviate the burden of high
interest on medium and small enterpnises The authorities are now under mtense political
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pressure because of increasing bankruptcies and layoffs among SMEs due to high interest
rates Charging market interest rates under the BOK rediscount facility for SMEs would
defeat its purpose The SME lending funded by the BOK rediscount facility 1s small ( the
stock outstanding amounts to some W4 6 trillion at end-January, with a planned increase to
W35 6 trllion duning 1998) The subsidy element 1n this scheme 1s estimated at about WO 75
trillion for 1998 (0 1 percent of GDP) The small cost 1s needed for the authonties to
maintain the high interest rates

5 The authonties have indicated that there may be some scope to accelerate the
implementation of prudential measures, but the feasibility of doing that can only be decided
after the new Fmancial Supervisory Board 1s set up in April  We would therefore mtend to
review this at the second quarterly review

On the spot and forward positions, there 1s at present a rather restrictive combined
limut for forward and spot positions (15 percent of equity capital) but there 1s in addition a
separate restriction on spot positions (5 percent), which unnecessarily impedes the
development of the forward market The measure would remove the separate restriction on
spot positions

As to the caprtal adequacy standards, the current timetable gives banks six to 24
months to reach the 8 percent requirement The precise schedule for each bank will be set in
the context of the recapitahization plans that will be approved by the bank restructuring unit 1n
June The authonties are very mindful of avoiding a further credit crunch and have indicated
their intention to stand ready to also provide some further assistance to banks in meeting their
requirements if that proved necessary

6 The guidelines are intended to clarify the Banking Act that was passed in December,
setting transparent conditions under which foreign investment in domestic financial institutions
can take place (e g , the foreign banks must meet BIS capital adequacy ratios, etc )

7 It was not possible this time to get more on the adjustment taniffs and the tanff
quotas The authonties nsist that they have already done a lot 1n December, and that these
tanff 1ssues are mamly for bilateral discussions, and that many of the items relate to
agncultural products This program contains the additional conditions of deadlines for
reviewing import certification procedures and bringing them 1n line with international practice,
and for rationahzing the subsidy programs We think we got as much as possible (also given
the availability of time and staffing resources) and will try again next time Trade policy, in any
case, 1s not a major focus of this program

8 Please see point 2 above on the Tripartite Accord
9 We are, of course not sure that the corporate gos ernance measures will suffice for

restructuring the chaebols However, the program does, address the most important 1ssues
cited by outside experts, which are essentially to create the laws institutions, and financial
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markets that will impose market discipline on the behavior of the chaebols so that they will be
profit-ontented These include transparency, increasing the commercial orientation of bank
lending, liberalizing the corporate financing market (equity and mergers and acquisitions), and
accountability to shareholders We have prepared a study of the chaebol 1ssues, and 1t will be
ctreulated as part of the background documentation for the Article IV

10 We would like your reaction before we conclude discussions tomght Agreement
here will in any case, as usual, be ad referendum We will, therefore, callyouat7 00 am
your time since the authorities would hke to announce tomght (Seoul time) that
agreement with the mission had been reached

11 The Memorandum (with changes sidelned) 1s attached

Attachment

cc Mr Tanzi
Mr Aghevly/Goldsbrough
Mr Leddy
Mr Larsen
Mr Alexander
Mr Adams
Mr Bennett
Ms Meesook
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‘To: Mr. Neiss February 6, 1998
Ms. Tseng

Mr. Dodsworth
From: Jeanne Gobat

Subject: Corporate Governance Code

At my meeting with Mr.Yong-Beom Kim from the Securities Policy Division at MOFE, I
passed on two excellent reports on corporate governance: one by the Toronto Stock

Exchange (TSE) Committee on Corporate Governance in Canada and the other by the
California Public Employee Retirement System (CalPERs), the world’s fourth largest pension
fund. Both the TSE and CalPERs have formulated a Corporate Governance Code and both
have identified principles of best practices.The code of best practice is used as guideline,
recommendation but is not a requirement. The TSE Committee recommends that listed
members disclose differences between their governance systems and the guidelines
recommended by the TSE. The disclosure approach allows each listed company on the TSE to
develop its own system of governance. Studies have shown that companies that reveal their

corporate governance system and their intentions to improve on it have been rewarded by
markets.

I have suggested to Mr. Kim that the Korean Stock Exchange, similar to the TSE, establish a
committee that would develop a Corporate Governance Best Practice Code for the Korean
Stock Exchange (KSE). The committee would consist of institutional investors, experts from
academia and other foreign stock exchanges, business representatives, and representatives of
the KSE. Mr. Kim passed on privately the two reports and thoughts to the KSE. He told me
today that the KSE is very much interested in the Toronto Stock Exchange approach
and has internally established a study group that will try to develop a corporate
governance code for listed member companies on the KSE.

cc: Mission Team
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WITHDRAWAL NOTICE

/9 THIS DOCUMENT IS IN THE COURSE OF A PUBLIC DISCLOSURE REVIEW PROCESS

Department/Division/
Collection

Series/Subseries

Box number
File number
ADLIB ref number

File title & dates

Doc title & dates

Doc Classification

Asia and Pacific Department Records

Asian and Pacific Department Director's Office Files - Asian Crisis

A8-046
4a
421

Republic of Korea - Subject files Various Memos and Notes, incl Korea Roadshow
speech by HN, January 29 - February 8, 1998 and October 2, 1998 - December 1, 1999

Meeting with Two Partners from Deloitte & Touche, February 6, 1998

Strictly Confidential
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ANATY, INTERNATIONAL MONETARY FUND
: “; WASHINGTON, D C 20431 ~
N /g MESSAGE CENTER
Fax # (202) 6234661 Tel # (202) 623-6262

|

DATE February 6, 1998

- N

PAGE 1 OF 2

TO Mr Hubert Neis/Ms Wanda Tseng

c/o Seoul Hilton, Room 1730
Seoul Korea

82 2317-3532

Hubert/Wanda
T attach PDR’s comments on the performance criteria

Wanda should be prepared to give an informal briefing to the Board early next week

EDs will certamly request it ot
rd j"’ - r"'.-_'_-—-

In 2 lunchtime discussion with EDs on interest rate policy in Asia, Mr;,Pfscher apparently

said that we could see the mmpact on the exchange rate and reserv es/‘day by day and

hour by hour” when the authorities raised terest rates! Of course, EDs &re now

requesting that we urgently provide them with the evidence Idon’t think things were

that stmple, but we will put together a few tllustrative charts Thus 1ssue will undoubtedly

come up again mn future Board discussions on Korea (They asked Byan about 1t at

today’s informal session on Indonewa )

Cheers, X

FROM Dawid Goldsbrough

APD/FO
rooMnNo 4-320 ExTENsION 34735 AGCOUNT CODE 53
T —
auTHoRizEDEY Dawvid Goldsbrough SIGNATURE ‘_’y /W
L 4 _.,

IMF-42

g O e i -
= minp > e -t ' LR D

oY \”N)"Y 1T
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@ Office Memora ndum
To Mr Goldsbrough .- February 6, 1998

d

From  Thomas Leddy / L~

Subject: Korea — Performance Criteria

We have looked at the material sent to us this morning by Ms Coarey, and are sausfied that
the performance cnitena for NDA and NIR are appropriately defined and calibrated We note
that the base money projection (14 percent through the year) appears quitc generous given the
nominal GDP path, and wonder about the realism of the inflation target (7 percent through the
year) especially miven what has happened to the exchange rate Nonetheless, we recognize the
tactical value of an ambitious inflation assumption

On the fiscal target, we have been informed that monitoring difficulties make 1t impractical to
set this as a performance criterion at this stage However we believe that measurement
problems should have been overcome by the time of the next review, and that 1t would then be
appropriate to convert the June mdicative target mto a performance criterton We also note the
absence of the customary performance criterion on exteinal debt Agam, Korea’s special
situation makes us understanding of this ommssion, but we would hope that, once the situation
stabilizes, we can also include the usual structure of performancs criteria on external debt

cc Mr Neiss (o/r)



Statement to the Press
by Deputy Mimster Chung, Mmustry of Finance and Economy
Seoul, February 6, 1998

The teams of the Korean Government and the IMF have successfully concluded their
discussions on the first quarterly review of the Stand-By Arrangement The policy understandings
reached are set down 1n an updated letter of intent with the economic program for 1998 After
approval by IMF management, the program documents will be submutted to the IMF’s Executive
Board for discussion, scheduled to take place on February 17 Upon Board approval, a further
disbursement of IMF funds of about $2 billion will be made

The new letter of intent, which will be published by the Government immmediately after the
Fund’s Board approval, builds upon, and extends, the previous policy agreements The following

are the main elements of the review

¢)) An update of the macroeconomic forecasts for 1998 We now expect GNP to fall
1 the first half of the year, but recover 1n the second half, so that for the year as a whole growth 1s
about flat Inflation 1s expected to accelerate in the first half, followed by a decline thereafter,
resulting m an annual average of shightly below 10% We now expect a much higher current

account deficit, which could be more than $8 billion

2) Because of lower GDP growth, budget revenue will rise less and the overall
budget balance will no longer show a small surplus At the same tume, there will be higher
expenditures to boost unemployment benefits and to provide other forms of social assistance As a

result of these developments, the budget will show a small deficit of less than 1% of GDP

3) With signs of a beginming stabilization of the foreign exchange market, interest
rates have been eased cautiously To prevent a renewed destabilization of the market, further
interest reductions will only be made when confidence has been fully established and the exchange

rate of the won has durably stabilized In the meantime, special programs will mitigate the effects
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of high 1nterest rates on small and medium-size enterprises

“) Measures to strengthen the financial system will continue to be the main focus of
the program Efforts to recapitalize banks, improve standards of banking operations, and

strengthen banking supervision will be accelerated
5) Corporate restructuring will be facilitated through mergers and acquusitions and
takeovers, and a series of measures will be implemented to improve the transparency of

operations, and increase the accountability to shareholders

(6)  Measures to improve labor market flexibility and improve the social safety net will

be taken 1n line with the Tripartite Accord

N Further progress will be made 1n the liberalization of the capital account and trade

We expect that the full implementation of this program will further restore confidence and lay the

groundwork for a durable strengthening of the Korean economy to benefit all the Korean people
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Hreiss

INTERNATIONAL MONETARY FUND

Strictly Confidential
February 5, 1998

To: Mission Team

Subject: Balance of Payments/External Debt Projections

Please find attached a set of updated monthly and
quarterly BOP, external debt, and international reserves tables.

DECLASSIFIED

; Date /Zé}ﬁi

Gary Moser GM

(Room 2028 )




Table 1 Korea Balance of Payments and Financing Requirements 1996 98

(In mulhions of U S dollars)

1996 1997 1998 1998 1998 1998 1998
Est. Q Q2 Q3 Q4 Pro)
Proj Proj Proy Proj
Current account balance 23716 8 850 3994 1834 232 1893 7953
Trade balance 15306 2808 4694 3984 3632 5685 17 995
Exports 128 303 137 567 32446 36 036 35671 38809 142962
(growth rate) 41 72 60 13 28 58 39
Imports 143609 140375 271752 32052 32,039 33124 124967
(growth rate) 122 23 229 116 72 13 110
Services and transfers (net) 8410 -6 041 700 2,150 3 400 3792 10 042
Of which Interest obligations 51719 6110 2,528 2 265 3384 2431 10 608
Capital account balance 23 741 22,394 3638 1230 1286 786 2796
Darect investment 1981 2,932 200 200 0 100 500
Portfolio 1nvestment 11 207 10 679 1 800 1300 900 1000 5000
Net official borrowing 4 500 875 125 125 125 500
Net private medium and long term capital 7000 307 20584 -472 -410 19394
New domestic fin nst borrowing 1/ 1741 23 357 2675 2,326 30 098
Domestic financial inst amortization 1/ 2,048 2773 3147 2,736 10 704
Other net inflows (corporations) 2/ 0 0 0 0 0
Trade credits net 4310 591 1122 1756 900 700 1278
Net prrvate short term capital 9700 5,222 21 000 0 0 26 222
New borrowing 1/ 15715 11 037 11 037 11037 48 826
Amortization 1/ 20937 32,037 11 037 11 037 75048
Other net inflows (corporations) 2/ 0 0 0 0 0
Deposit money banks 3/ 5721 23 963 0 0 0 0 0
Other 3490 582 130 -433 83 -479 959
Errors and omissions 994 -6 806 268 0 ] 0 268
Overall balance 25 31244 355 604 1518 2679 5157
Financing 25 31244 8 886 10 000 5 500 -6 361 30 747
Change 1n reserves ( increase) 4/ 25 20 344 10 907 10 000 5500 3593 30 000
IMF purchases/repurchases 0 10 900 2021 0 0 2768 747
Financmg gap 0 0 8531 9396 3982 3682 25590
Possible additional IMF funding 0 0 2031 1 896 982 982 5 890
Possible addstronal World Bank/ADB funding 0 0 2000 0 0 2 700 4700
Possible bilateral /mark et financing 0 0 4500 7500 3000 0 15 000
Support from official bilateral creditors 0 0 2500 5500 0 0 8000
Market borrowing by government 0 0 2000 2000 3000 0 7000
Remarning financing gap 0 0 0 0 0 0 0
Memorandum items
Current account balance
(as a percent of GDP) 49 20 25
Usable gross reserves 29437 9093 20000 30 000 35500 39093 39093
Usable reserve cover (months of imports
of goods and nonfactor serices) 20 06 15 22 26 29 29
Stock of external debt 5/ 160 700 154360 161 425 170 725 174 625 175417 175417
of which short term 5/ 100 000 68 400 64 065 43113 43113 43113 43113
Stock of external debt (in percent of GDP) 5/ 331 345 507 537 549 551 551
Short term debt/usable resertes 5/ 34 75 32 14 12 11 11
1/ Dy fi 1 A rollover rate of 85/90/95 percent m Jan Mar., 1998 Assumes $21 bilhon of financial mstitutions short ferm
debt 15 comverted to medium term loans as of April 1 1998 A rate of 85 p on medium and fong term debt falling due m 1998

2/ Assumng 100 p lover for 1998 (the year as a whole)
3/ Ad d upward to mclude the impact of forergn cumrency hquidity supp by the BOK to overseas branches of DMBs 1 1995 97
4 Adyusted to exclude the smpact of forexgn currency liquidity support bv the BOK to overseas branches of DMBs m 1995 97

5/ Includmg offshore borrowing of d

fin 1

fi ) and debt d by b

ofd




Table 2 Korea International Reserves
(In bilhions of US dollars)

Dec-97 Mar-98 Jun98  Sep-98 Dec 98

est Projections
A TUsable reserves (Gross International Reserves 21 200 300 355§ 391
less overseas branch deposits)
B Gross foreign habilities 121 162 181 190 173

C NIR reserves floor 30 38 119 165§ 218




Table 3 Korea Foreign Exchange Cash Flow 1998
(In billions of U S Dollars)

1998 1998 1998 1998 1998

Q1 Q2 Q3 Q4 Pro)

(A) Beginning of peniod usable reserves 91 200 300 355 91
(B) Inflows 364 466 206 222 1259
Current account surplus 40 18 02 19 80
IMF purchases 41 19 10 10 79
IBRD/AsDB 30 00 00 27 57
Balateral financing 25 55 00 00 80
Market borrowing 20 20 30 00 70
MLT capital 1/ 17 234 27 23 301
Foreign mvestment (net) 20 15 09 11 55
Short-term capital 157 110 110 110 488
Other 14 06 18 22 49

(C) Outflows 255 366 151 186 959
IMF repurchases/charges 00 00 00 28 28

MLT public sector capital 01 01 01 01 05

MLT capatal 20 28 31 27 107
Short-term capital 1/ 2/ 209 320 110 110 750

Net repayment of forwards 23 12 09 15 59
Other 01 04 01 05 10

(D) Inflows less outflows 109 100 55 36 300
(E) End of peniod usable reserves 200 300 355 391 391

1/ Assumes debt restructuring implemented Apnil 1 1997 converting $21 billion of short term
debt to medium term
2/ Assume rollover rate for financial mstitutions short term debt of 85 percent 1n January 90 percent
m February 95 percent in March and 100 percent subsequently



Table I Korea Bal of Pay and F g Req 1996 98
(Inmlhons of US dollars)
1996 1997 1998 1998 1998 1998 1998 1998 1998 1998 1998 1998 1998 1998 1998 1998 1998 1998 1998
Eat Jan-98 Feb 98 Mar 98 Ql  Apr98 May 98 Jun-98 Q2 M98 Aug$s Sep 98 Q3 Oct98 Nov98 Dec 98 Q4 Proj
Proy Proy Proj Pro
Current account balance 23716 8850 1565 1165 1265 3994 788 638 408 1834 955 755 1478 232 1,337 1005 449 1893 7953
Trade balance 15 306 2808 1565 1565 1565 4694 1388 1388 1208 3984 1,555 1555 522 3632 2,337 2005 1,343 5685 17 995
Exports 128303 137 567 10815 10815 10815 32446 12072 12072 11892 36036 12128 12128 11415 35671 12936 12,936 12936 38809 142,962
(growth rate) 41 72 60 13 28 58 39
Imports 143609 140375 9251 9251 9251 27752 10 684 10 684 10 684 32052 10573 10573 10893 32039 10 600 10931 11594 33124 124967
(growth rate) 122 23 29 116 72 13 110
Services and transfers (net) 8410 6041 0 400 300 700 600 750 800 2150 -600 800 2000 3400 1000 1000 1792 3792 10042
Of which Interest obligations 5719 6110 809 947 772 2,528 664 934 667 21265 698 996 1690 3,384 698 1020 3 2431 10 608
Capltal account balance 23741 22394 178 1196 2264 3638 112 1134 208 1230 445 163 678 1286 163 195 428 786 2796
Direct nvestment 1981 2932 200 0 0 200 200 0 0 200 0 0 0 100 0 0 100 500
Portfolio mnvestment 11207 10679 800 600 400 1800 600 300 400 1300 300 300 300 900 300 300 400 1000 5000
Net official borrowing 4 500 1000 0 125 875 0 0 125 125 0 0 125 125 0 0 125 125 500
Net private medium and long term capital 7000 78 26 203 307 20909 123 202 20584 176 165 131 472 103 86 221 410 19,394
New domestc fin st borrowing 1/ 444 145 1152 1741 21517 694 1146 232357 999 936 740 2675 584 488 1,254 2,326 30098
Domestic financial mst amortization 1/ 522 171 1355 2048 608 817 1,348 2773 1175 1101 87 3147 687 574 1475 2736 10704
Other net nflows (corporations) 2/ 0 0 0 0 0 0 0 0 ] (4] 0 (1] 0 0 0 0 0
Trade credits net 4310 591 Q 122 1000 1122 600 856 300 1756 400 100 400 900 300 0 400 700 1,278
Net pnivate short tertn capital 9700 2,368 1858 996 5222 21000 0 0 21 000 0 0 0 0 0 0 0 0 26222
New borrowing 1/ 13419 16719 18934 15715 3679 3679 3679 11037 3679 3679 3679 11037 3679 3679 3679 11037 48 826
Amortization 1/ 15787 18577 19930 20937 24679 3679 3679 32037 3679 3679 3679 11037 3679 3679 3679 11037 75048
Other net mflows (corporations) 2/ 0 0 ] 0 0 0 0 ] 0 1] ] 0 0 ] 0 0 0
Deposit money banks 3/ 5721 23963 0 0 0 0 0 0 L] 0 0 0 0 0 0 0 0 0 0
Other 3490 582 0 210 340 130 3 455 19 433 79 72 234 83 434 19 26 479 959
Errors and ommssions 994 6 806 268 0 0 268 0 0 0 0 0 0 0 0 0 0 0 0 268
Overall balance 25 31244 1386 3 1000 355 900 495 200 6504 1 400 918 800 1518 1,500 1,200 21 2679 5157
Financing 25 31244 11386 4000 3500 8886 -6 400 3400 200 10000 4 400 1900 800 5 500 1,500 1200 3661 6361 30747
Change mieserves ( increase) 4/ 25 20344 3407 4 000 3500 10907 -6 400 3 400 200 10 000 -4 400 1300 800 5,500 1,500 1200 893 3593 30000
IMF purchases/repurchases 0 10 900 2021 0 0 2021 0 0 0 0 0 0 0 0 0 0 2768 2768 747
Flnancing gap 0 0 0 4031 4 500 8531 5500 3895 0 9396 3000 982 0 3982 0 0 3681 3682 25,590
Possible additional IMF fundmg 0 0 0 2031 0 2031 0 1896 0 1896 0 982 0 982 0 0 982 982 5890
Possible addiional World Bank/ADB funding 0 0 0 2000 0 2000 0 0 0 0 0 0 0 0 0 0 2700 2700 4700
Possible bilateral /market financing 0 0 0 0 4500 4500 5500 2000 0 7,500 3000 o 0 3000 0 0 0 0 15 000
Support from offictal bilateral creditors 0 0 0 0 2500 2500 5500 0 0 5500 0 0 1] 1] 0 0 0 0 8000
Market borrowing by government 0 0 0 0 2000 2000 0 2000 0 2000 3000 0 ] 3000 0 0 0 0 7000
Remaiung financing gap 0 0 0 0 0 0 0 0 [} 0 0 0 0 0 0 [} 0 0 0
Memorandum items
Current account balance
(as a percent of GDP) 49 20 25
Usable gross reserves 29437 9093 12 500 16 500 20000 20000 26 400 29 800 30000 30000 34 400 36,300 35500 35 500 37000 38200 39093 39093 39093
Usable reserve cover (months of imports
of goods and nonfactor services) 20 06 15 22 26 29 29
Stock of external debt 5/ 160700 154 360 161 425 170 725 174 625 175417 175417
of which short term 5/ 100 000 68 400 64 065 43113 43113 43113 43113
Stock of external debt (in percent of GDP) 5/ 331 345 507 537 549 551 551
Short term debt/usable reserves 5/ 34 75 32 14 12 11 11

1/ Domest financial mstitutions  Assurnes rollover rate of 85/90/95 percant m Jan Mar 1998 Assumes $21 talhon of financial mstitultons shart term

debt s omverted to medrum tenm | ans as of Apnl 1 1998 Assumes rollover rate of 8 percent on medm md long tenm debt fallmg due m 1998
2/ Assummg 100 percent rollover for 1998 (the year as a wh le)

Y Adust dupwardt m lud the mip ct of foreign currency hiqudhily support by the BOK to averseas branches of DMBs m 1995 97

4/ Adjusted to excl1de the mmpact of foreign curency hiquidity support by the BOK to overs as branches of DMBs m 1995 97

5/ includwg off hore t g of d financial

and debt

dby

hes of d

financial



Table 3 Korea. Foreign Exchange Cash Flow 1998
(In billions of U S Dollars)

1998 1998 1998 1998 1998 1998 1998 1998 1998 1998 1998 1998 1998 1998 1998 1998 1998
Jan 98 Feb 98  Mar 98 Ql  Apr98 May 98 Jun 98 Q2 Jul98  Aug 98 Sep-98 Q3 Oct98 Nov98 Dec98 Q4 Proy
(A) Beginning of period usable reserves 91 125 165 91 200 264 298 200 300 344 363 300 355 370 382 355 91
i (B) Inflows 208 231 259 364 328 84 54 466 96 69 41 206 71 62 90 222 1259
Current account surplus 16 12 13 40 08 06 04 18 10 08 15 02 13 10 04 19 80
IMF purchases 20 20 00 41 00 19 00 19 00 10 00 10 00 00 10 10 79
IBRD/AsDB 10 20 00 30 00 00 00 00 00 00 00 00 00 00 27 27 57
Bilateral financing 00 00 25 25 55 00 00 55 00 00 00 00 00 00 00 00 80
=4 Market borrowing 00 00 20 20 00 20 00 20 30 00 00 30 00 00 00 a0 70
. MLT capatal 1/ 04 0l 12 17 215 07 11 234 10 09 07 27 06 05 13 23 301
Foreign mvestment (net) 10 06 04 20 08 03 04 15 03 03 03 09 04 03 04 11 55
o Short term capital 134 167 189 157 37 37 37 110 37 37 37 110 37 37 37 10 488
- Other 14 05 -04 14 05 09 02 06 07 02 09 18 11 07 04 22 49
o
- S
;- . (C) Outflows 174 191 224 255 264 50 52 366 52 50 49 151 56 50 81 186 959
f] * IMF repurchases/charges 00 00 00 00 00 00 00 00 00 00 00 00 oo 00 28 28 28
N MLT public sector capital 00 00 01 01 00 00 01 0l 00 00 01 01 00 00 01 01 05
> - MLT capital 05 02 14 20 06 08 13 28 12 11 09 31 07 06 15 27 107
N Short term capital 1/ 2/ 158 186 199 209 247 37 37 320 37 37 37 1o 37 37 37 110 750
Net repayment of forwards 11 06 06 23 11 00 01 12 03 01 05 09 08 07 00 15 59
[ Other 00 02 03 01 Q0 05 00 04 01 01 02 01 04 0o 00 05 10
Y
Y (D) Inflows less outflows 34 40 35 109 64 34 02 100 44 19 08 55 15 12 09 36 300
- (E) End of peniod usable reserves 125 165 200 200 264 298 300 300 344 363 355 355 370 382 391 391 391
\Q“‘)
N
a.; 3 f
:‘{W“ 1/ Assumes debt restructuning implerncnted Apnl 1 1997 converiing $21 bithon of short term
S debt to medium term
-l 2/ Assume rollover rate for financial mshitutions short term debt of 85 percent i January 90 percent
\'“@ m February 95 percent m March, and 100 percent subsequently
- .



lable 4 Korea Stock of External Debt

(In bitlions of US dollars)
Debt Stock
1998
End 1996 Lnd 1997 Jan 98  Fcb-98 Mar 98 Apr 98 May 98  Jun 98  Jul98  Aug 98  Scp98 Oct98 Nov 98 Do 98
Short term debt 1000 684 641 641 641 431 431 4431 431 4431 41 431 431 431
Financial mstitutions 780 438 394 394 394 185 185 185 185 185 185 185§ 185 185
Domestic financial institutions 1/ 652 289 246 246 246 36 36 36 36 36 36 36 36 36
Resident domestic financial institutions 262 117 99 99 99 15 15 15 15 15 15 15 15 15
OfF shore banking of domestic financtal institutions 127 87 74 74 74 11 11 11 11 11 11 11 11 11
Foreign branches of domestic finarucal institutions 26 4 85 72 72 72 10 10 10 10 10 10 10 10 10
Branches of foreign banks 128 149 149 149 149 149 149 149 149 149 149 149 149 149
Domestic corporations 220 247 247 247 247 247 247 247 247 247 247 247 247 247
Long term debt 60 7 860 890 930 974 1238 1277 1276 130 6 1316 1315 13158 13258 1323
Financial mstitutions 47 S04 504 504 504 714 714 714 714 714 714 714 714 714
Domestic financial institutions 1/ 415 46 4 464 46 4 464 674 674 674 674 674 674 674 674 674
Restdent domestic fi | institut 2717 299 299 299 299 384 384 384 384 384 384 384 384 384
Off shore banking of d tic fil 1 institutions 85 92 92 92 92 155 155 155 155 155 155 155 155 155
Foreign branches of domestic finanical institutions 53 73 73 73 73 135 135 135 135 135 135 135 135 135
Branches of foreign banks 32 40 40 40 40 40 40 40 40 40 40 40 40 40
Domestic corporations 136 176 176 176 176 176 176 176 176 176 176 176 176 176
Public Sector 24 180 210 250 294 349 338 387 417 427 426 426 436 434
IMI 00 109 130 150 150 150 169 169 169 179 179 179 189 162
World Bankh 00 29 29 49 49 49 49 49 49 49 49 49 49 69
Asian Development Bank 00 20 30 30 30 30 30 30 30 30 30 30 30 37
Market financing/other donors 00 00 00 00 45 100 120 120 150 150 150 150 150 150
Other 24 20 20 20 19 19 19 18 18 18 17 17 17 16
Total External Liabilities 160 7 154 4 1530 1570 161 4 166 9 1708 1707 1737 174.7 1746 1746 1756 1754

Source Bank of Korca and Fund stafl estimates and projections

1/ Assumcs short term debt restructuning as of Apnl 1 1998 with $21 billion conversion of short term Gnanctal nstitution debt mto MLT debt



Table 5 Korca External Intercst Obligations 1998
(In tithions of US dollars)

Jan98  Fcb-98 Mar98 Apr98 May 98 Jun 98] Jul98 Aug98 Sep-98 Oct98 Nov98 Dec 98 Total

Year
Short term debt
Financial institutions
Domestic financial institutions 1/
Resident domestic financial institutions 008 008 007 001 001 001 001 001 001 001 001 001 03
Off shore banking, of domestic financial nstitutions 006 006 006 001 001 001 001 001 001 001 001 001 02
Foreign branches of domestic finanical institutions 006 006 006 001 001 001 001 001 001 001 001 001 02
Branches of foreign banks 009 009 009 009 009 009 009 009 009 009 009 009 11
Domestic corporations 020 020 018 018 018 018 018 018 018 018 018 018 2.2
Long term debt
Financial institutions
Domestic financial nstitutions 1/
Resident domestic financial mstitutions 024 024 020 012 012 012 012 012 111 012 012 012 2.7
OIf shore banking of domestic financial institutions 007 007 007 010 010 010 010 010 010 010 010 010 12
Foreign branches of domestic fi | institutions 006 006 006 009 009 009 009 009 009 009 009 009 10
Branches of foreign banks 003 003 003 003 003 003 003 003 003 003 003 003 03
Domestic corporations 013 013 013 013 013 013 013 013 013 013 013 013 15
Public Sector
IMF 000 012 000 000 026 000 000 030 000 000 032 000 10
World Bank 002 004 003 003 003 003 003 003 003 003 003 004 04
Astan Development Bank 002 002 002 002 002 002 002 002 002 002 002 002 02
Market financing/other donors 000 000 003 007 008 008 010 010 010 010 010 010 09
Other 001 001 001 001 001 001 001 001 001 001 001 001 01
Total 106 120 102 087 114 089 091 121 190 091 123 092 13263
Total (cxcluding, nonresidents) 0809 0947 0772 0 664 0934 0677 0698 0996 1 690 0 698 1020 0713 10618

Source Bank of Korca and I und staff estimates and projections

1/ Assumcs short ferm debt restructunng as of April 1 1998 wath $21 billion conversion of short term financial institution debt into MLT debt



Table __ Korea Stock of Short-Term External Liabilities, December 1996-January 1998

(In billions of U S dollars)

1996 1997 1998

End-Dec End-Jun  End-Sep End-Nov  End-Dec End-Jan

Est Est Pro

1 Inancial mstitutions 780 777 783 631 438 401
A Domestic financial institutions 1/ 652 635 620 459 289 247
Resident domestic financial institutions 2/ 262 285 236 187 117 94
Offshore banking of domestic financial nstitutions 3/ 127 130 131 113 87 81
Overseas branches and subsidiaries of domestic financial mnstitution 263 220 253 160 85 72

B Branches of foreign banks 5/ 12 8 142 163 172 149 154

2 Domestic corporations 6/ 7/ 220 251 258 258 247 247
Total short-term external liabilitics 1000 1028 104 1 889 684 648

Sources Bank of Korca, Mimistry of I inance and Economy and I'und staff cstimates

1/ Includes commercial banks specialized banks merchant banks and development institutions

2/ Includes commercial paper call money refinance and term loans

3/ Domestic financial institutions short-term offshore borrowings excluding nteroffice account borrowings

4/ Domestic tinancral institutions’ overseas branches and subsidiaries short term borrowings (including call money and term loans) excluding mteroffice acc
borrowings from other Korcan dverseas branches and deposits According to mternational standards nonrestdent mstitutions would normally not be mcludes
in external debt statistics which are based on residency The data m the table exclude the nonresident deposits 1n the overseas branches and subsidiaries of
domestie hinancial institutions These deposits are measured through a sample survey the last of which was at end September 1997 when they were unofficia
cstimated at US$11 8 billion

5/ Includes nonresidents deposits call money refinance term-loan and interoffice account borrowings

6/ Includes trade credit loans for o1l imports and advance receipts of export

7/ In linc with international standards these data exclude nonresident subsidiaries of Korean corporations Based on a biannual survey of Korean corporatior
the obligations of these subsidiares at end-Junc 1997 werc unofficially estimated at US$23 7 billion (excluding borrowing from domestic financial institutior
overseas branches and subsidiarics) ?
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Seoul, Korea
February --, 1998

Mr Michel Camdessus

Managing Director

International Monetary Fund

Washington, D C 20431

Dear Mr Camdessus

The government’s steadfast implementation of 1ts strengthened economic program supported
by the Fund has begun to yield encouraging results the official international financial
community 1s accelerating financial support, agreement was reached with iternational
creditor banks on the voluntary extension of maturities of Korea’s short-term debt, and the
external current account 1s improving rapidly These positive developments have set the stage
for Korea to decisively overcome 1ts external financing crisis The government will build on

this solid beginning, and continue to further advance 1ts far-reaching structural reform

program

The attached Memorandum on the Economuc Program sets out the policies the government
intends to pursue as well as a revised macroeconomic framework for 1998 Macroeconomic
policies will aim to maintamn stability in the foreign exchange market, sustain the restoration of
confidence, and support economic recovery The government will also push ahead to achieve
further progress with structural reforms 1n the areas of financial sector restructuring, capital

account liberalization, and trade liberalization In addition, the attached Memorandum details

A\LETTER1 WPD February 5, 1998 (9 19am)



the government’s policies to reform labor marks, restructure the corporate sector, and

1mprove corporate governance

In the transitional phase of adjustment, those segments of society most adversely affected will
be protected Toward that objective, fiscal expenditure on the social safety net, including
unemployment insurance, will be increased within a framework of continued fiscal discipline
Moreover, the government 1s strongly commuitted to maintain an open dialogue with labor and
business to achieve social consensus on sharing the burden of adjustment The government
will make every effort to achieve a new social compact that has broad popular support as that
would be essential to the successful implementation of reforms, regain mvestor confidence,

and return the economy to a path of sustained growth that will benefit all the Korean people

Yours sincerely,

/s/ /s/
Kyung-shik Lee Chang-Yuel Lim
Governor Deputy Prime Minister and
Bank of Korea Minuster of Finance and Economy

Attachment
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@ Office Memorandum
To: Mr. Goldsbrough o~ February 5, 1998

From: Thomas Leddy /}’ L ’

Subject: Korea--MEP Matrix

The matrix mainly covers structural reform, and does not, for example, include quantitative
performance criteria for 1998. We assume that we will get a chance to review the
performance criteria, supported by a quantitative macroeconomic framework, once they have
been prepared.

Specific comments

1 8 On monetary policy, in the second bullet, replace “will be cautiously allowed to
case” with “have been cautiously allowed to ease, ...” This is in light of likely date of signature
and to avoid conflict with “further” in the next bullet.

2. On exchange rate policy, in the first bullet, add “to smoothing operations and to
replenish the foreign exchange window.” We believe there should be firmer discipline on
intervention, while leaving open the door for them to purchase dollars to replenish reserves if
the drain through the foreign exchange window to banks should accelerate.

3. On the second bullet, we are not convinced that the BOK support window should be
closed as soon as the debt deal has been finalized and when usable reserves have reached 2
more comfortable level. The need for the support window reflects a combination of difficulties
associated with banks' liabilities and the fliquidity of their assets. Also, the offshore branches
and subsidiaries, which are open when the on-shore market is closed, will continue to nced a
lender of last resort. The level of the BoK's official reserves is not relevant. We therefore
recommend that the window be kept open for access on an exceptional basis, with a clear
understanding that resources obtained through the window would be repaid within, say, two
days, and that frequent recourse to the window would trigger intensified supervision.

4, On reserve management, the last item seems to lack teeth. Would it be appropriate
now to put an expected time frame for repayment to the BOK (say, six months or one year?).

L Omn financial sector restructuring (middle of page 5), the presentation is confusing:
shouldn’t the bullets after the first one go with “Banks to submit recapitalization plans” below.
If we read this correctly, February 28 is only the date on which the authorities put out the hst
of banks that need to submit recapitalization plans. Specifics of plans are relevant for Apnl 30,
when banks must respond.
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6. On corporate borrowing, the matrix could usefully clarify what the remaining
restrictions are to be reviewed and announced by December 31, 1998. We understand that
they only relate to borrowing of 0-1 year maturities.

& On foreign borrowing, we would suggest adding an item setting out the authorities’
plans for improved debt management and debt information collection.

8. On trade, we are disappointed that the MEP includes significantly less and weaker
commitments on trade reform than what the brief had set out. For example, it does not include
anything on the elimination of tariff exemptions, and the adjustment tariff system will be
reduced rather than eliminated. We would prefer that these be reinstated but understand that
the revised commitments may have been approved by management. If that is the case, we
should return to these points at a later stage. On subsidies, the MEP should at least refer to
the objective of sharply curtailing and eventually eliminating these subsidies. Also, the date of
the review should preferably be brought forward.

9. The matrix is vague about the timing of the reforms related to labor market and
carporate governance. We assume it 1s because these are areas where the World Bank is
taking the lead. At some point, perhaps in the staff report, the timetable that the authorities
agree with the Bank in these areas should be presented.

cc: The Managing Director
The Deputy Managing Director
Mr. Boorman
FAD
LEG
MAE
RES
Mr. Cross



To:  Mr. Fischer February 5, 1998
From: Mr. Neiss
Korea— further update.

(1) Muin issue of interest herc arc the tripartite negotiations which arc going on day and night, as
Kim Dae Jung has set a deadline. We met the presidents of the major unions and had involved
discussions, with some marginal impact, I hope. They are basically willing to settle, but are afraid
(o lose influence on the rank and file. If the outcome is positive, it would be a welcome boost to
confidence in the market.

(2) The Bank stafl stll argue lor lower unemployment payments, lower duration, and lower
coverage (they are fiscally responsible people). Our view is that improved compensation is
desirable per sc, but may also be cssential to reach a tripartite agreement. I may have a chanceto__
talk to Mr. Wolfensohn about this.

(3) On intcrest rates, they have accepted to be patient, and the call rate should remain firm in the
near future. (The exchange market, in any case, was weak, probably because of anxiety over the
outcome of the tripartite discussions). At the same time, we have shown that we are not rigid and
not oblivious to the side effects. I have explained in a TV interview today that interest rate
movements will be related to what happens in the exchange market, in a symmetrical way, 1 will
repeat this in a Reuters’ intervicw tomorrow morning.

(4) We had a long meeting on the LOI tonight, with the less important issue of trade policy taking
most of the time. Wanda will send the preliminary text for comments, and we want to finalize with
them tomorrow afternoon. [ hope you can spare some time.,

(5) [ have agreed to meet with some Seoul University faculty and students, something the MD
wanted to do but in the end could not becausc there was not enough time.
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Ta: The Managing Director
From: Kadhim Al-Eyd '\("" e

Subject: Mr. Wolfensohn’s Visit to Indonesia

[ was invited to attend a meeting today between Mr. Wolfensohn and Indonesian officials on
bank reforms. The meeting was attended by officials from the Ministry of Finance, Bank
Indonesia, and World Bank and IEC staff. During the discussions, Mr. Wolfensohn indicated
serious concern about the impact of high interest rates on the real sector. He made the

following points:

. IMEF’s prescription of high interest rates have failed to stabilize the currency-

. High interest rates have adversely affected the real sector.

. This strategy needs to be revied and he will discuss it with the Managing Director

upon his return 10 Washington.
. He assured me that be has so far refrained from airing his views in public.
. He requested that I convey his views “diplomatically™.
I promised to do so. I concured that 2 prolonged high interest rate regime will not be

custainable and explained that we have been working very hard to stabilize the currency in
order to pave the way for lower interest Tates.
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5 INTERNATIONAL MONETARY FUND
@é WASHINGTON D C 20431
€T‘4n1
February 5’ 1998 CABLE ADDRESS

INTERFUND

Mr Chang-Yuel Lim
Deputy Prime Mimister and

Mimster of Finance
Korea

Dear Minister
Last week’s favorable developments m the foreign exchange market have been reversed mn the

first three days of this week, with the exchange rate depreciating about 6 percent At the same
time, there was a significant drop 1n the call rate by 2 5 percentage points

Exchange rate Call rate
won/$ percent change percent
Friday, 1/30 1,525 265
Monday, 2/2 1,555 -2 251
Tuesday, 2/3 1,585 -2 249
Wednesday, 2/4 1,608 -2 241

We had earlier agreed that i the near future, interest rate policy should be linked to exchange
market developments, and that a cautious easing of the call rate would be warranted, as the
exchange market firms Symmetrically, as the exchange market weakens, the call rate should be
tightened

At this crucial stage, we should not risk a renewed loss of market confidence, but make sure that
the benefits from the earlier efforts and sacrifices are not lost As we discussed this morning, I
would, therefore, suggest that the drop 1n the call rate be reversed so as not to give a
contradictionary signal to the market

Sincerely yours,

Mo (lNers)

Hubert Neiss

cc Governor Lee
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Easing Rates |
Intargst rate on South Korea's three-year |
carporate bonds with governmam guaranize

1897
Soutce: Dalastesirn :

rise, sparking additional social CONCETTS.
The IMF apparently has agreed o
softer terms. “Once the IMF board is noti-
fied and approves on Feb. 17, we will make
efforts to gradually stabilize interest rates
to lower levels,” Mr, Lim told reporters af-
ter meeting with Mr, Neiss, head of tha
IMF 'z Asia Department, .
“The governmen! and the IMF had
agreed to ease high interest rates onge for-
eign-exchange markets improved,” said
Hur Kyung Wook, a director 11 charge of
IMF matiers at the finance ministry, and
“with faithful implementation of IMF mea-
sures and the New York deot deal |t re-
structure Korea's debt] in place, we felr
that environment had been setup.”
The IMF's Mr. Neiss praised the gov-
ernme nt's reform efforts and agreed that
“the stage is now being set for an easing of
interest rates,” according to a statement.
But he warned that *'a premature tull-scale
:n‘cerﬁat-*aw reduction Lo precrisis levels
would risk a return io exchange-rate insta-
sility, which would alse hurt banks and ep-

Attempt to Ease Rates

rerprises and delay recovery,
b thing should be done 1o mitigate .
the sffect of high interest rates on chlep-
pr1aes, in p,xrtu.nl_u expolters and o smail
and medium-size enterprises, 30 as not w
interrupt production and trade,” he added.
{Citibank's Mr. Rhodes, who has been
burtonholing bankers at the Werld Ecue
nomic Foruim 1 Davoes, Switzerland, to seli
the desi-restructuring pien. challenged us-
sertions that the South Koreans got the Bel-
er nf the banks inihe talks,
“We came gut with a very fuir and real-
istic deal for both parties, ™ he said.
Korea's major bank creditors, whuch
have been getting four pareentage poinls
ahove the henchmark London inter hank
offering rate on short-term igans o Korew.
agreed 10 reflingnce the now sovernmernt-
guaranteed joans at between 2,25 and 2.7%
percentage points sbove LIBOR, or be-
tween 7,785 and 8.375% at current rates,
Yields on Kerean Development Bank bonds
maturing in 2001 are now at around 9.257.
Bankers who negotiated the p and
now have to parsiane other hanks te accept
the terms, were annoyed at comments last
week by IMF Managing Director Miche!
Camdessus that the banks were takin:
hit™ becuuse they &f’cl‘p”"“‘ A Tate sy
cantly lower’ than the market rate. i
No. 2 Stanley Fischer said wo:thenTl‘,
that the ‘rate ‘'seemed ': & |.ﬂ. pl‘lt(’
pivan the ongning tum worea.
Earlier this weer, rating
IBCA upgraded South Kores
foreign currency rating 1o BE ¢
minug, one notch below inv esrr“
It cited *‘the swift and successtul suteome
to the short-tarn debt negotiations, which
the agetey helieves will suberantially it
Sputh Korea's short-term 2l !
aint and allow the counir,

slong-

ity constr
term external credit fundams= - 0 TE-
aszert rhemsaives,” P



STATEMENT BY MR HUBERT NEISS
DIRECTOR, ASIA AND PACIFIC DEPARTMENT
International Monetary Fund

Seoul, February 3, 1998 -- The question of when 1nterest rates should come down from their
current high levels 1s one that rightly concerns the Korean public Since my own views have been
quoted 1n the media only partially, I think 1t muight be useful for me to summarize them as clearly
as I can for everybody to judge However, I recogmze that 1n the current circumstances there 1s
no simple answer to this question, and different people may have different views Here are my

VIEWS

° Korea has suffered a serious foreign exchange crisis, and high 1nterest rates are inevitable
to restore market confidence, discourage speculation, and stabilize the exchange rate
Everybody agrees this 1s the first priority, but 1t 1s an 1llusion to think that this could be
achieved with low interest rates It would also be an 1llusion to think that there are no

side-effects of high interest rates So we are faced with a temporary dilemma

. High 1nterest rates do have a cost, as they hurt banks and enterprises, but this cost has to
be accepted until the foreign exchange market 1s durably stabilized Let’s keep 1n mind that
we have high nterest rates not because of the IMF, but because of a foreign exchange
crists that must be overcome as quickly as possible so that the economy can start

recoverimg

° There are good news 1n this respect the government 1s steadfastly immplementing a
strengthened economic program, the official international communty 1s accelerating
financial support, and a favorable agreement with creditor banks to roll-over Korea’s
short-term debt has been concluded As Korea’s foreign exchange crisis has started to
ease and the won has strengthened from 1ts overdepreciated level, the stage 1s now being

set for an easing of interest rates



. However, we must be cautious and be sure that exchange rate stability 1s durably 1n place
The foreign exchange market 1s still moving towards normalization It has yet to supply
foreign exchange for debt service by banks which 1s presently allocated by BOK, and 1t has
yet to fully benefit from the repatriation of capital and export earmngs Some patience may
be needed This 1s not yet the time for a full-scale mnterest rate reduction to pre-crisis

levels

. Premature cuts 1n nterest rates would only risk a return to exchange rate instability, which
would also hurt banks and enterprises Thus, in deciding the right timing of mnterest rate
reductions, a balance has to be struck very carefully between the damage to enterprises of

continued high interest rates and the damage of renewed exchange rate mstability

. Also, everything should be done to mitigate the effect of high interest rates on enterprises,
In particular on exporters and on small and medium-size enterprises, so as not to mnterrupt
production and trade Several measures have already been taken, and we should make sure
that they work effectively without delay Other measures, including interest rate subsidies
(transparently provided for in the budget) to enterprises most hurt by high mterest rates,

should be open for discussion

Nobody likes high interest rates, but 1n a ime of crisis we unfortunately cannot do without them
The IMF team will, 1n the comuing days, discuss with the government how best to strike a balance
1n mterest rate policy that mimmizes the risks of either choking the economy or relapsing nto
renewed exchange rate instability Confidence building measures are vital to compliment such a
policy, 1n particular accelerated structural reforms The sooner confidence of the Korean people

and of the international community strengthens, the sooner our dilemma will be resolved
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Mr NEss
NI,

Meeting with Banks and Corporations

Feb. 2 (Monday)

© 1000 am

(1) Korea Federation of Small Business
~ A car 1s wating 1 Hilton at 900 am.(T 011-720-3600)

0 1100 am
(1) LG Corp
0 200 pm

(1) Chohung Bank (Tel 739-0537)
- A car 1s waiting at 1345, Hitlton Hotel

(2) Hana Bank (Tel 757-6694)
— A car 1s waiting at 1345, Hilton Hotel

O 500 pm

(1) Ssangyong Corp (Tel 270-5489)
- A car 15 waiting at 16 30, Hilton Hotel



Revised, February 1, 1998
Macroeconomic Projections

Growth GDP growth and domestic demand are expected to fall sharply in 1998 (Table 1
attached) At the time of the January 8 review, we projected growth of 1-2 percent, but the
brief was less sangume (-2 percent) We are now projecting growth of 1 percent, the same as
the authortties, on the grounds that markets might not understand the Fund marking down
growth when the economic news since the last Board meeting has been generally good Our
projectton s almost 1 percentage poimnt higher than the consensus (table below) Each element
of domestic demand 1s expected to show negative growth Table 1b compares our current
macroeconomic projections with those presented to the Board on January 8

Consensus forecast for growth in 1998

(in percent)
Forecast made in November 1997 | December 1997 | January 1998
Average 54 18 01
High 40 30
Low 20 -30

There 1s, of course, considerable uncertainty about the projection actual growth will
obwviously depend on how quickly confidence returns and interest rates can be brought down
One of the private sector forecasters we spoke to had a scenario where interest rates remain at
27 percent all year, resulting in growth of -3 percent

Growth projections for 1998 are made difficult by the paucity of data available so far to
mdicate what has happened to activity since the crisis struck The latest observation on
industrial output shows growth of 2% percent in December (year-on-year), compared to 9
percent in October, and 7 percent for 1997 as a whole The authorities are estimating that
Q4 1997 GDP growth was 5 4 percent, only a percentage point below the level in the
preceding two quarters

A good mndicator of declining activity 1s recent import data, which suggest a dramatic slowing
n domestic demand However, imports have also been affected by the reluctance of banks to
discount import bills, which hopefully will be temporary Year-on-year growth in retail sales
fell by 4 percent in December, compared to growth of 5 percent 1n October, suggesting very
weak consumption

It 1s also difficult to predict the extent to which growth will decline 1n the first part of 1998
KD, for example, assume that quarterly growth will display the following pattern

-



KDI growth projections for 1998

(in percent)

Ql Q2 Q3 Q4 Year
Year-on-year -26 01 24 26 08
Annualized Q-on-Q s a -309 249 177 92

The KDI projections assume that output (seasonally adjusted) will fall at an annualized rate of
30 percent m the first quarter and then recover from the second quarter, with annuahzed
growth converging toward the growth of potential output n the second half of the year Our
projection (Table 2), which 1s closer to the authonties’ view (Table 2b), shows a somewhat
shallower downtumn

Growth projections for 1998

(1n percent)
Q1 Q2 Q3 Q4| Year
Year-on-year 00 08 15 17 10
Annualized Q-on-Q s a 233 156 105 92

Unemployment

In hght of our discussions with the authorties, our earher estimate that unemployment would

rise to 4 percent appears too optimustic (the consensus forecast is 6 percent) Unemployment

rose to 3 1 percent in December--the average for 1997 was 2 6 percent--and we have adopted
the consensus forecast

External sector

As discussed in Gary Moser’s BOP note, we are projecting export volumes to grow at 16
percent 1 1998, compared to the assumption of 10 percent when the program was first put
together This assumed export elasticity of 0 5 may seem rather small, on the other hand,
forecasters have been marking export demand down as a result of the Asian crisis and the
depreciation may represent a much-needed opportunity for Korean exporters to restore profit
margmns It should also be noted that KDI are less sanguine about export growth than we are

Import volumes are currently projected to fall by 6" percent--this primanly reflects the
collapse of facility investment (down by almost 30 percent) With consumption projected to
decline, and domestic frugality campaigns renewed, imports of consumer goods will also fall
sharply, although they represent only about a tenth of imports

oy ]



These assumptions imply an enormous contribution to growth from the net foreign balance (9
percent of GDP)--a little above that estimated for 1997--although not sufficiently large to
completely offset the decline m domestic demand

Our projections show the current account balance switching to a surplus of $8 billion in 1998
This would be considerably larger, where 1t not for an assumed 6 percent dechine in the terms
of trade The latter 1s pnmanly carryover from the decline experienced in 1997 (for example,
the export umt value index which averaged 87 percent in 1997, fell from 76 to 67 between
January and November 1997) ' Our projections allow for a substantial deterioration in the
mvestment mcome balance 1n hight of the recent increase in interest rates faced by Koreans
borrowing overseas

The following table shows the consensus forecast for the current account balance There s a
considerable range in the forecasts being made We will be better informed in early February
when the estimate for January becomes available, although preliminary indications suggest
another sigmficant surplus (on top of the December surplus of $3 6 billion)

Consensus forecast for current account balance i 1998
(in bilhons of US dollars)

Forecast made m | November 1997 December 1997 January 1998
Average -4 6 11
High 171
Low 90

Saving-Investment balance

Investment comes down by S percentage pomts of GDP mn our projections The counterpart s
pnmanly reduced use of foreign saving (with the resource transfer changing direction)

! The decline m export umit values can be seen as to some extent self-inflicted, its counterpart
1s the rapid growth of export volumes over the last few years In particular, increased supply
of semiconductors by new producers such as Korea led to a collapse of world prices in 1996,
by Q3 1997, Korean electrical goods export volumes were 238 percent higher than in 1995,
whereas unit values had fallen by 70 percent over the same period This can be interpreted as a
move down a umtary elastic demand curve, although presumably with sharply lower profits



Inflation

Our current projection for average inflation 1s 9 5 percent (Tables 3 and 4), a hittle above the
consensus

Consensus forecast for inflation in 1998

(1n percent)
Forecast made in November 1997 | December 1997 January 1998
Average 46 51 89
High 70 120
Low 38 45

The assumed quarterly pattern 1s as follows

Quarterly Inflation Projections for 1998

(in percent)
Q1 Q2 Q3 Q4| Year
End of period, year-on-year 106 106 95 74 95
Annualized Q-on-Q, s a 190 21 33 61
Exchange rate (W/$) 1,500 1,450 1,350 | 1300 | 1440

We have a flash estimate for January inflation of 8% percent and our projections show the
flation rate nsing stifl further in the coming months, with the pass through complete by June
The nflation rate edges down in the second half of the year as the won appreciates, falling to
7' percent by year end (compared to the pre-crisis level of about 4 percent)

For the year as a whole, the won per dollar rate depreciates by 50 percent, and average
mnflation increases by 5 percentage points, implying a pass through coefficient of about 0 01
Thus 1s a httle lower than some of the estimates we have heard (0 12-0 15), on the other hand,
there will be a large resource gap in 1998 and there are already signs of moderation in wage
demands



Table I Korea Real GDP by Expenditure, 1994-98

1996 Estinate Projection Authorities
Tnlhons  Percent 1994 1995 1996 1997 1998 1998

of won of GDP

(current prices) (Percent change over the previous at 1990 prices)
GDP by expenditure
Final consumption 2527 64 8 70 72 69 30 -23 18
Private consumption 2112 542 76 83 69 26 21 15
Public consumption 415 106 42 10 71 53 37 37
Fixed mvestment 143 4 368 120 117 71 55 211 176
Construction 930 239 46 98 63 05 160 93
Equipment 504 129 235 162 82 -130 -285 =297
Fmal domestic demand 396 1 1016 88 88 70 02 90 73
Stockbuilding 1/ 56 14 14 05 09 27 05 05
Foreign balance 1/ 157 40 17 05 03 88 90 72
Exports (goods and non factor 1262 324 16 5 240 141 220 142 120
services)
Imports (goods and non-factor 1419 364 217 220 148 20 41 -25
services)
Gross domestic product 3900 1000 86 89 71 59 10 10

Memorandum 1items
Savings and investment (as percent of GDP)

Gross national savings 346 351 333 334 327 320

Gross domestic investment 358 370 382 354 301

Current account balance 12 20 49 20 25 23
Employment (in millions) 198 204 208 210 207

Source Bank of Korea Monthly Statistical Bulletin and staff estimates and projections
1/ Contribution to GDP growth

Q \DATAKOR\ARTIVOT\GDPEP2 XLS GDPEP CMD
1/31/98 4 31 AM



Table 1a Korea Projections 1997-98

1996 1997 1998
8-Jan 31-Jan 8-Jan 31-Jan

Consumption 69 45 30 03 -23
Fixed investment 71 40 55 -162 211
Final domestic demand 70 13 02 -63 90
Stockbwilding 1/ 09 217 27 10 05
Net exports 1/ -03 72 88 59 90
GDP 71 59 59 15 10
Memorandum items
Current account balance

Bilhons of dollars 237 90 90 36 79

Percent of GDP 49 20 20 08 25
Export volume 189 250 248 100 160
Import volume 126 50 27 50 65
Terms of trade -117 -89 98 36 59
Inflation average 50 45 45 85 95
Inflatione o p 49 66 66 66 74
GDP deflator 34 21 18 56

1/ Contribution to growth
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Table2 Korea Quarterly Real and External Sector Developments

1996 1997 1998 1/
Annual Ql Q Q3 Q4 Amnual Qi Q2 Q3 Q4 Annual

(Year on year growth in percent, unless otherwise ndicated)

GDP 71 55 64 63 54 591/ 00 09 15 17 10
(Annuahzed quarter on quarter growth) 2/ 53 19 75 83 233 160 100 92

Industrial production 3/ 83 83 120 101 24

Unemployment 2/ 3/ 20 29 25 24 31 60

(Year on year growth m percent unless otherwise stated)

Exports (billions of U S dollars) 128 3 306 356 346 368 1375 325 360 357 388 1430
Export volumes 198 173 241 358 235 242 250 170 150 68 160
Imports (billtons of U S dollars) 1436 360 363 346 335 1403 278 320 320 331 1250
Import volumes 127 55 62 01 18 31 175 60 50 12 65
Current account balance (bilions of U S dollars) 237 74 28 23 36 89 40 18 02 19 80

Sources Data provided by the Korean authonties and staff estimates

1/ Staff projections
2/ Seasonally adjusted
3/ End-of perrod



Table 2a. Korea — 1998 Quarterly GDP Projections

1 Feb-98 IMF -Jan. 8 KDI MOFE IMF—Feb. 1
NSA Y-onY SA Annual Y-onY SA Annual Y-onY SA Annual YonY SA Annual

Q-onQ Q-on-Q Q-on-Q Q-on-Q

1998 1 08 70953 208 26 68560 309 0s 70742 217 00 70390 233

1998 2 10 73128 128 01 72477 249 04 72694 115 08 72984 156

1998 3 20 75191 18 24 75486 177 12 74601 109 15 74823 105

1998 4 20 76714 83 26 77165 92 17 76488 105 17 76488 92

1996 68955 68955 68955 68955

1997 72930 58 72930 58 72930 58 72930 58

1998 73997 15 73422 07 73631 10 73671 10

2/1/98 404 AM gdpq xls



Table 3 Korea Quarterly Prices and Exchange Rates
1996 1997 I/ 1998 2/
Annual Q1 Q2 Q3 Q4 Annual Q1 Q2 Q3 Q4 Annual
Prices (1990=100) 1418 146 4 147 4 1495 1533 1481 1619 1631 163 6 164 7 1624
(Year-on year growth in percent) 49 45 40 42 66 45 106 106 95 74 97
(Annualized quarter-on quarter) 3/ 28 18 78 144 190 21 33 61
WonperUS dollar 4/ 804 5 896 2 8894 9095 14841 9513 15000 14500 13500 13000 14395
(Year-on year growth in percent) 43 147 115 107 769 180 674 630 484 124 513
(Annualized quarter on-quarter) 3/ 302 30 94 6090
Nonunal Effecttve Exchange Rate (1990=100) 5/ 822 784 776 779 501 55 500 506 550 56 5 530
(Year-on year growth in percent) 01 64 66 33 373 81 362 348 294 127 297
(Annualized quarter-on-quarter) 3/ 77 40 16 829 10 49 398 113
Real Effective Exchange Rate (1990=100) 5/ 987 957 950 962 638 2 924 2% 654 66 4 720 763 689
(Year-on year growth 1n percent) 36 37 -47 13 344 60 317 300 252 196 254
(Annuahzed quarter-on-quarter) 3/ 62 32 52 806 104 66 375 264

Sources Data provided by the Korean authonties and staff estamates

1/ Al quarterly figures are for the last month 1n the quarter

2/ Projected

3/ Seasonally adjusted

4/ Increase 15 depreciation
5/Increase 1s appreciation



1
Table 4 korea Monthly CPI and Exchange Rates

Pnices 1/ Won per U S dollar Nomunal Effechive Exchange Rate Real Effective Exchange Rate

Level YronYr Monthly Level Yr-on Yr Monthly Level Yr-on Yr Monthly Level Yronyr Monthly

(1990=1) Growth Growith Growth  Growth (1990=1) Growth  Growth (1990=1) Growth Growth

1997M1 1450 47 08 8499 80 13 805 31 06 98 0 06 08
1997M2 1458 49 06 866 8 111 20 808 37 04 98 7 09 07
1997M3 146 4 45 04 896 2 147 34 78 4 64 30 957 37 30
1997M4 1470 43 05 8936 145 03 793 61 11 96 6 39 09
1997M5 1472 38 01 8920 143 02 780 77 15 951 60 15
1997M6 147 4 40 02 8895 115 -03 776 66 06 950 47 02
1997M7 147 7 37 02 8905 96 01 782 38 08 958 22 08
1997M8 148 8 40 07 8959 97 06 791 -16 11 973 03 16
1997M9 1495 42 05 909 5 107 15 779 33 15 96 2 12 12
1997M10 149 5 42 00 9218 114 14 76 6 50 16 949 28 13
1997M11 1496 43 01 1025 6 238 113 69 8 130 90 858 119 96
1997M12 1533 65 25 1484 1 769 47 501 373 282 638 344 256
1998M1 1570 83 24 1694 0 993 141 44 4 -44 8 115 602 385 56
1998M2 1583 85 08 15500 788 85 487 397 99 66 0 331 96
1998M3 1618 106 22 1500 0 674 32 500 362 26 693 2717 49
1998M4 164 5 119 16 15150 695 10 500 369 00 705 270 18
1998M$S 1643 117 01 14750 653 26 503 356 06 705 259 00
1998M6 1631 106 07 1450 0 630 17 506 348 06 701 262 05
1998M7 1627 10 2 02 14250 600 17 518 338 24 712 256 16
1998M8 1636 99 05 13750 535 35 543 314 48 745 234 46
1998M9 163 6 95 00 13500 484 18 550 294 13 751 219 08
1998M10 1628 89 05 13250 437 19 5517 274 12 755 204 06
1998M11 1621 84 04 13150 282 08 559 198 05 743 134 16
1998M12 1647 74 16 13000 12 4 11 56 5 127 10 754 182 15

Sources Data provided by the Korean authonties and staff estimates
1/ Passthrough = 0 12*(percentage change i the Won per US dollar rate) evenly dismbuted over 4 months



The Monetary Program and Monetary Policy mm 1998
The 1998 Monetary Program

The monetary program for 1998 1s based on a projection of average inflation of about
9 Y percent (7 % percent end-of-period basis) and real GDP growth of 1 percent Money
demand 1s expected to dechine from trend growth i the first two quarters and to pick
up during the second half of the year As confidence returns following completion of the
external debt restructuring deal, the demand for won assets—both money and bonds—would
increase resulting 1n an appreciation of the nominal exchange rate and a decline 1n nominal
interest rates The program assumes that the nominal exchange rate would decline to about
W1500 per U S dollar at the end of the first quarter, W1450 per U S dollar at the end of the
second quarter and to W1300 per U S dollar by the end of the year ! For 1998 as a whole,
both broad money and reserve money are projected to grow faster than nominal activity
reflecting a modest increase m money demand, albeit considerably below trend growth

In terms of the balance sheet of the Bank of Korea, the program projects a
substantial increase 1 net international reserves of US$8 5 billion 1n the first quarter and
almost US$23 billion by end-year This reserve build-up exceeds the increase n reserve
money, so that net domestic assets would decline during the year Most of this decline 1n
NDA corresponds to an increase 1n hiabilities to government from depositing the World Bank/
ADB loans and donor/market financing m the BOK The rest reflects sterihzation of foreign
exchange intervention 2

Rusks to the Monetary Program

There are both downside and upside risks to the monetary program If the real
demand for won assets—ncluding money— turns out to be lower than projected, the
programmed increase 1n the monetary aggregates would be consistent with a more depreciated
nomimnal exchange rate, higher nomnal interest rates, and higher inflation relative to the
program The programmed purchases of foreign exchange by the Bank of Korea would
prevent the nominal exchange rate from appreciating as projected while the corresponding
increase in reserve money would result in a higher-than-projected inflation rate (Thus, 1n an
operational sense, the program does not target erther the nominal exchange rate or inflation)
In order to adhere to the program mflation rate, the BOK would have to tighten credit and

! The nominal exchange rate projection 1s an assumption rather than a target

2 With sterthized mtervention, the BOK purchases foreign exchange 1n the market and sells
bonds The increased supply of bonds drives up imterest rates which means nominal mterest
rates would be higher than with unsterilized intervention This 1s consistent with the
conservative nflation projection n the program



overperform on NDA (1 e, come n lower than the performance criterion) and reserve money

If real money demand turns out to be higher than projected, the programmed
increase in the monetary aggregates would result 1n a more appreciated exchange rate, lower
nominal interest rates, and lower inflation relative to program The BOK could take advantage
of these favorable conditions and purchase higher-than-programmed amounts of foreign
exchange from the market and overperform on NIR With unsterilized intervention, reserve
money growth would exceed the indicative limit on reserve money, and the nominal exchange
rate and inflation would move back up to their programmed paths

Interest Rate and Exchange Rate Policy

However, quarterly performance criterta on NIR and NDA are blunt mstruments with
which to achieve the program’s inflation and interest rates objectives, given the uncertain
conditions 1n money markets and the lengthy time interval within the quarter In practice, the
day-to-day conduct of monetary policy will have to be guided by developments 1n interest
rates and exchange rates which can be used as short-term indicators of money demand
conditions Thus, the monetary program would need to be supplemented by
understandings on interest rate and exchange rate policy In particular, there 1s a risk in
the near term, that the authorities may prematurely lower interest rates as the won strengthens
against the U S dollar following the expected completion of the debt restructuring agreements
with foreign banks However, there 1s also a clear need to reduce interest rates as soon as
permutted by external financing conditions (Officials at both the MOFE and BOK have
indicated that their concerns about the apparent iquidity squeeze stem mainly from problems
companies face because of high interest rates, rather than from the quantity rationing of credit
per se)

It 1s impossible to come up with any rigorous rule or guideline with regard to
understandings on interest rate and exchange rate policy As a first suggestion, we could say
that 1f the won stayed below W1550 per U S dollar for a week, the call money rate could be
brought down to about 25 percent If the rate declined below W1500 per U S dollar after
that, the call money rate could be lowered gradually another couple of percentage points If
after four weeks, the won stays below W1450 per U S dollar, the call money rate could be
brought down to a range of about 18-20 percent In order to avoid an overly-precipitous
decline 1n interest rates, the call rate should not fall below 18 percent n the next two months
(a maximum decline of about 10 percentage pomnts, which 1s significant), even 1f the won
appreciated sharply to below W1450 per U S dollar Exchange markets are volatile and a
premature easing of mterest rates could risk reversing the hard won strengthening of the
currency At the same time, 1f the won shows signs of weakemng, going above W1550 per
U S dollar, the call rate would have to be increased as needed to prevent further depreciation

Sharmmi Coorey
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Mr. Calamitsis
Mt. Deppler
Mz. Guitian
Mr, Neiss
Mr. Tanzi

From: /s/ A.D. Ouattara

Subject: Meeting of the Committee on the Budget

During the Executive Board meeting on January 14, 1998 to discuss the Managing Director’s
Statement on the Budgetary Outlook in the Medium Term, a number of Executive Directors
noted concern about the extremely heavy work program of the Fund during the next three
years and particularly during the next several months. With this in mind, some Executive
Directors suggested that it would be helpful to obtain the views of some department directors
on the current and prospective work pressures o the staff, Management suggested that the
most appropriate forum for these discussions would be in the Committee on the Budget and
this was supported by the Board.

After discussion with the members of the Committee, a meeting of the Committee has been
scheduled for 10:00 a.m. on Thursday, February 19 in the Board Committee Room (12-120).
Tt was agreed that the Directors of six departments (PDR, AFR, EU1, MAE, APD and FAD)
would provide an oral presentation of some 10 minutes duration addressing the following six
questions:

. Discuss the work pressures that are currently faced by the Director and senior staff
of the department, including the level of excess travel and unpaid overtime reported
in the Budget Reporting System (BRS). The accuracy of the level of unpaid
overtime as reported in the BRS will be an issue.

. Are there any significant risks to the Fund of operating at your existing resource
level?
. Are there any important activities not being undertaken by the department at present

for want of resources?

What ideas can you bring forward to improve the efficiency of the operations of the
department, and what changes or assistance do you need to implement them?
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If you needed to reduce the leve) of work pressure (or if you had to reduce your
resources), what activities would you teduce/eliminate?

What intermal redeployment has been undertaken, or will need to be undertaken, in
your department to meet the current work pressures?

As background information for the meeting, I have asked the Office of Budget and Planning
to prepare a short paper providing information on available data on work pressure indicators.
As to the meeting’s format, [ would plan to ask each Director to make an oral presentation at
the beginning of the meeting and then open the floor to questions from Committee members
initially and then non-Committee members. The meeting will conclude with a short briefing

by OBP on the FY 1999 staffing requests by departments, bureaus and offices.

ce: The Managing Director

* Mr. Fischer (o/r)
Mr. Sugisaki (o/r)
Heads of Departments, Bureaus and Offices
Mr. Evans
Ms. Christensen
Mr. Clement
Mr, Cross
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Subject

Sri-ram Aiyer

MLH3S POO5 (HNEISS)

1/29/98 1 18pm
Korea-Structural Reform Issues

Mr Neiss,

You may recall that we had met in your office on January 7

I would like to share with you some concerns that I have on some
of the structural issues that we are all looking into

The first relates to accounting While we would like to

have all Korean listed companies adopt US Generally Accerted
Accounting Principles (GAAP) among the differences between
currently followed Korean GAAP and US three are more
salient-asset classification and provisioning loss recognition
and income accrual On asset classification, for example, a loan
1s considered non performing when i1t 1s delingquent for 6 months
or more, whereas in the US the period is 3 months Unless this 1is
changed the much talked about (in Korea) BIS capital adequacy
ratio of 8~ 1s not really 8- but less since additional provisions
would have to be taken This in turn could affect the ability of
institutions to attract foreign investment, since the financial
statements are not comparable

We have arranged for an accounting specialist to be in

Seoul next week along with the partner in one of the big
accounting firms in New York who has analysed the differences
between the two systems in order to identify the key areas that
we could propose be revised quickly I hope that we can all press
this point Ideally I would like to see this revision done before
we send our SAL to our Board

Secondly, on KAMC purchases of assets from banks, as of now

1t seems that the banks' shareholders are not asked for any quid
pro quo If this 1s correct, 1t 1s troubling to say the least
especially now that the Government has bailed out the banks for
their short term loans Can the shareholders not be asked to put
in new capital in proprotion to the assets removed? I would have
liked to have seen each bank subject to an intense inspection as
we had arranged in Mexico We did that with the help of several
supervisors from the US who assisted the Mexican supervisors
Without such an examination, given the systemic distress, how can
the banks' statements about their financial condition be taken at
face value® I say this as I hear that the Korean authorities are
not willing to ask for rehabilitation plans from healthy
banks-why not have the supervisors conduct an examination to
verify this first® We know well that in times of difficulty the
banks always unerstate their portfolio problems

Then there i1s the problem of how KAMC will manage the
disposition of 1its acquired assets To maximise quick disposal
and optimal recovery, this will need private firms waith
experience to manage the process

I will be at the Shilla Hotel from the evening of Monday
February 2 and hope that we can hear how you and your colleagues
see these 1issues Thank you



M. E. Sharpe News

Announcing a major work.....

Korean Dynasty
Hyundai and Chung Ju Yung
Authored by: Donald Kirk

Veteran correspondent Donald Kirk has written a trail-blazing book in this, the first major study of the inner
workings of a Korean chaebol or conglomerate. Kirk, over the course of six years, probed deep into the inner
fabric of the Hyundai group in pursuit of the story of the Korean economic "miracle" since the end of World
War II and the end of Japanese rule over the Korean peninsula. On the basis of scores of interviews with
members of the Hyundai family, from founders Chung Ju Yung to vice presidents, managers, clerks and
assembly-line workers, Kirk traces the rise of Chung, his family, and Hyundai from a sidestreet garage to
international giant in more than 40 areas of industry and finance. The story ranges from wartime construction,
to the factories and labor strife of "Hyundai City," Ulsan, to the scene of controversial new Hyundai enterprises
in electronics and motor vehicles in California, to Chung's attempt to win a political position commensurate
with his economic power in the 1992 presidential elections.

“Recommended for executives, scholars, and students of business and the social sciences.”--Library Journal

“Mr. Kirk's thorough and well researched account plots Hyundai's astonishing trajectory, and how it leapt
boldly into new products and markets wherever there was business to be had. ... Anyone with an interest in
Korean business should read Mr. Kirk's book.”—~The Asian Wall Street Journal

“Full of fascinating anecdotes related in a lively style”--Choice
“A wealth of detail and ancedote.”--South China Morning Post

“Although the so-called South Korean miracle has attracted much attention, there have not been many
books that deal with this subject, certainly nowhere near as many as those on Japan's business structure and
practices. That alone makes this book a valuable contribution toward redressing the imbalance.”--Asiaweek

Hardcover Information 1-56324-425-X $74.95

Paperback Information 1-56324-426-8 $27.95

Available only in U.S., Canada, South Korea, and Europe, including the U.K.
384 pp. Photographs, map, bibliography, index.

Publication Date: December 1994

M. E. Sharpe, Inc., 80 Business Park Drive, Armonk, New York 10504 914-273-1800 800-541-6563 Fax 914-273-2106
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Tell It to the Dead
Croz8)

Stories of a War

New Edition
Authored by: Donald Kirk

Foreign Affairs called the first edition of Tell It to the Dead "a searing, skeptical look at the Viemam war as seen by the Gl in the
jungles" and this edition enlarges on that theme with reparts on current attitudes, views from Saigon, Hanoi and Phnom Penh, and
various locales in the countryside.

“[A] factor that makes Kirk's accounts authentic is that he reports something that was lost in later reporting on Vietnam—the fact
that the Army sent into Vietnam in 1965 and 1966 and 1967 was probably the finest Army the U.S. had ever put into the field. “—
Kansas City Star

Hardcover Information 1-56324-717-8 $55.00
Paperback Information 1-56324-718-6 $19.95
506 pp. Map, photographs, glossary, index.
Publication Date: March 1996

M.E. Sharpe, Inc.

80 Business Park Drive, Armonk, New York 10504  800-341-6365  914-273-1800
Exam Copy Represenaative: Albert Vieira 800-541-6563

FAX:914-273-2106

Name: Examination copirs.
B ; Course Tile & Number:
Ciny: Number of students:
State: Course length: [J Quarter ([ Semester (] Year
Zip code: Probability of text change: (] High (] Medium (J Low
Country: Decision date:
UNIT
QTY ISBN AUTHOR TITLE PRICE TOTAL
| i
|
|
&
l
(J For US. and Canadian surface mail, add UsS3.50 for the first book SUBTOTAL
and us$1.50 for each additional book. 20% DISCOUNT™
O For UPS in the U.S.. add $5.00 for the first book and $1.00 for SALESTAX®® ______
each additional book. SHIFPINGEANDLING
TOTAL
T For surface mail outside the U.S. and Canada, add us$5.00 for the *With orders of three or more titles.
first book and US$3.00 for each additional book. (Estimated No ciassroom orders, please.
*sNew York State residents add tax.

delivery time, 9-12 weeks)

CJ For the following methods of shipment, we will bill you additional
postage (please indicate preference) ad ar printed mater
(0 registered foreign book rate [ other:

Payments should be made by check or mooey order in USS. funds
drawn on a U.S. bank or by credit card.

Prices subject to change without notice.

Thank you for your order.

Credit card: American Express [ Mastercard [1 Visa (J

EEEENEE I AN ENEDE
Expiration date: Tel#:
Name on card:
(Please PRINT)
Signanmre:

Library, bookstore, wholesaler, distributor, and institution
ocders with an authorized signanire and a purchase order number
will be balled. All other orders must be prepaid before shipment.
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FROM: TMF SR3-3932 TO: +22

Perspectives of the Asian Crisis

+he Asian crisis has now been with us for more than one year, The governm

countries have made substaniial progress to overcome the inifial shoek and inli

However, the recession which followed, is deeper than we had expected, and

remain difficult. We have learnsd a lot in this crisis and still have a lot to fearn

present an assessment at this point, 1t has to be done with great

Oripins of the cnsis

The first question we ask ourselves is - why has the world in Asia changed so

fundamentally, We cannot explain this by one single reason, but rather b
factors:
. the deterioranion in the banking system over the preceding years, caus

lendings on doubiful investment projects.

2 TyesEls
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ents of the crisis
tiale reforms.

the second vear will
Questioning o

abruptly and so

y p combination of

¢d by imprudent

o the rapid inerease in short-term foreign borrowing
. inadequate macro-policies in the wake of a collapsing boom in real estate
When these weaknesses were recognized by the markets and the public, a sudflen loss of

confidence set in, leading to withdrawals of hank

withdrawals of short-tevrn loans by foreigners. The disruption in the markets

country to the other. and capital tlight and sharp exchange rate depre

hife.

he options

Palicy Response: 1
The second question was: how should
was not only a traditiona! BOP cnisis, but at the same timie a crisis

thut stabibization measures as well as restructuring measures were needed

Dwill now go through the different policy proposals th

¢ deposits by the peonle and

e “ 1
of the firangial sy

at have been made --- w

massive
ioread from one

alysed economic

governments respond to the crisis. 1t Was clear that this

rstent, and

hich are
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sometimges inconsistent. None of these Option is request and the policy Tive tha
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Exchange rate stabilizarion

P

¢

a
¢
Option | &4 keep the ER stable whatever happens. This may require high i

3

ket intervention, leading to g depletion of FX reserve s. Option 2 is the ¢

1/

-restrates and let the ER fall wharever it f 2 aVet

alis. This risks a disruptive

LR and outbreak of hyperinflation.

© IMF took a position between these extremes: et the ER depreciate 1o sto

eserves, but limit the depreciation through hi gher interest rates to siabilize th

onton outburst of inflation. While this soluticn tries to Tinimize pain, it

:rrais has broken out, there is no painless cure,

financial sector reform

spaon 1 keep ailing

maitain the confidence in the public. However, this tisks a large

Option 2: withdraw a!l public support from weak banks and close them. This

1

a panic,

IMF programs contain elements of both proposals: close some bank. which arg

rehabilitation, merge other weak banks and provide new capital,

huriks through a program of recapiralization. by setting high

strengthening banks supervision,

banks alive through liguidity suppaort form the central by

credit exparisi

nierest rates and FYX

posite: lower

deprec

iation of the

F the drain on FX
£ market and

cannot eliminats it

1 and inflacon,

Will, however, risk

1

deyaond

1 the rest of the

agemant, and by




[hx]

14: 35

MM FROM: IMF SRD-3E

govermnments have to carefully weigh the choices to be made. and that we have to be patient to

these policies work. Itis your duty to criti cally asses these pelicies in IMF program. But it s

also your duty to carefully consider the programs and

Phases of the crisis

o usses where we are now and where we will be going. it may be useful w distinoy

3 phases i this crisis

Stabilization phase

fuish between

Reguired a tightening of manetary and fiscal policy to stabilize markets, emefgency measures o

stabihized the banking system. and a renegotiation of the external debt

The ER has stabilized, FX reserves have been replenished, the BGP is strong, and inflar

under control. This phiase has been successfully completed. monerary and fistal polici=s tave

negn relaxed to counteract the recession

Bestructunng phase

47

[he current phase. Efforts have to concentrate to create a strong tinancial system and an efficient

corporare sector --- these are important conditions for sustaining high erowth |n the future, .

the same tme, fiscal policy is made more expansionary to support domestic demand and 1o

unemployed and on the poor.

Recovery phase

aimy. 1t wall be reached if policies are implemented stzadfastly. and

luie - ational environment is suppoertive.

finance social programs which are urgently needed 1o mitigate the impact of the crisis on the

FRGE:



Director Neiss Donates Lecture Fees to Charity Orgamzation
Hubert Neiss, Director of the Asia Pacific Department of the International Monetary Fund,
donated his fees for delivering the keynote speech at the Asia Press Forum on the 14th of last
month to”help children 1n need ” In line with this request, Mr Tae-Jung Kwon, of the Joong-
Ang Daily, handed Sister Yung-Ja Cha, of the Sung-Mo Ja-Ae Orphanage in Sang-Gae Dong,

{

Seoul, US$2,000 (about W2,820,000)



Perspective of the Asian Crisis
A. Origins of the Crisis
1. Remaining gaps, in the explanation beyond that
No single cause explanation satisfactory

Combination of several factors

2 Deterioration in the banking system caused by intruder lending on doubtful

investment projects, fostered by sympathetic relationship between bank

enterprises and government

Rapid increase in short term external borrowing following capital account

liberalization

Inadequate macroeconomic management in some cases

3. Imagines of the difficulties lead to panic and loss of confidence

Manifested by banking crisis and the balance of payment crisis

B. Policy Response

1. Keep exchange rate stable

2, Keep interest rates low and let exchange rate drop



3 IMF solution between one and two

4 Close ailing banks

5 Keep banks alive through liquidity support

6 IMF solution between one and two

7 Mantain open capital account, IMF solution
8 Introduce exchange controls

9 External debt renegotiation, IMF solution

10 Unilateral default

Stabilization Phase

Monetary policy
Fiscal policy
Debt rescheduling

Fmancial sector measures



Restructurmmg Phase

1 Financial sector restructuring
2 Corporate debt restructuring
Starting the Recovery

1 Demand support

Expansionary fiscal policy

Gradual reduction m monetary policy

Measures to ease credit crunch

2 Ensure durability of recovery through continuing restructural process

Lessons

1 Maintain soundness of the banking system

2 Prevent distortion 1n resource allocations

3 Introduce safeguards to short-term capital inflows



Maintain flexibility in exchange rate management

Damp €n macro€conomic €xpansion
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Office Memorandum

To Mr Fischer
From Hubert Neiss

Subject Korea--Roadshow Speech

Attached for your information 1s the speech I gave m Tokyo

cc  Deputy Managing Directors

PDR A

October 2, 1998



Korea Roadshow
Tokyo
September 29, 1998

Statement by Hubert Ness, IMF Representative

Ladies and Gentlemen

I am happy to be present at this event and to say a few words about Korea It 1s less than a
year that the crisis broke out m Korea, but the situation in the country 1s already quite
different Impressive progress has been made m stabilizing the financial and external situation,

although the difficulties are not yet over

I would like to present a quick review of how 1t all began, where we are now, and where to go

from here

. At the outbreak of the crists ,last December, the Government had to make a number of
crucial decisions on how to react, what to do and what not to do Let me mention
just four
(1) not to default on external obligations, mstead, debt service payments were

fully met, and agreements with creditors were concluded later,
(2)  notto resort to exchange controls, on the contrary, the caprtal account was
rapidly liberalized, opemng the way for direct mvestment and other long-term

inflows,

R\DOC\ANEIN\929KORSP  October 2 1998 (11 2lam)



(3)  to tighten fiscal and monetary policy m order to stabilize the exchange
market,
(4)  toimmediately start rehabilitating the financial sector which was on the
verge of a breakdown
These measures were supported by the largest lending operation of the IMF--over
$21 billion--and their determined implementation gradually restored confidence By
February 1t had become evident that the first phase of the crisis--the stabilization
phase--had been successfully overcome the external current account had turned
around rapidly, the exchange rate had stabilized and appreciated, Korea had regamed
access to the international capital market, and Korea’s reserves--which had fallen close
to zero 1n December--were bemng replemshed (they are now at $43 5 billion)
However, the economy suffered the consequences of the crisis the large withdrawals
of capital in the later part of 1997, the sharp dechne in real estate and stock prices,
the tightening of financial policies, and the general loss of confidence had led to
a severe recession Again, the Government took a number of decisions, in three areas
(1) A shift iIn macroeconomic policy to counteract the recession
- nterest rates were gradually reduced (they are now below pre-crisis

levels m nominal terms and at around pre-crists levels in real terms)

fiscal policy was switched toward expansion (a deficit of 5 percent of

GDP 1s now planned for this year and for 1999)



(2)  An acceleration of restructuring to create a basis for a durable recovery

- Bank restructuring proceeded through closures, mergers, and
recapitalization, together with strengthened supervision and higher
performance standards (loan classification, provisioning, disclosure)

- corporate restructuring, was started, comprnising debt restructuring to
clean up balance sheets so ne/w bank lending can take place, as well as
plant restructuring (trimmung of affiliates, elimnation of duplications to
cut excess capacity) to mcrease efficiency and competitiveness

(3) A strengthening of the social safety net, i particular unemployment
insurance, health msurance, and job tramnmng This 15 essential to preserve social
peace during a period of unemployment above historical levels and great
economuc hardship to the people

We are still in the second phase--the restructuring phase While substantial progress

has already been made 1in rehabilitating the financial system, corporate restructuring
has still a long way to go The positive sign 1s that 1t has started, and that this process

15 irreversible, as markets exert increasing pressure of the corporations to change, and

the government 1s no longer sheltering them from this pressure

Let me conclude with the third phase--the recovery phase -- which 1s not yet there,

but which 1s bound to come 1f policies continue to be implemented steadfastly We
expect that the economy will hit bottom by the end of thus year and will return to

positive growth by mid-1999 Thus timing wall depend, of course, also on the evolution

of global economic conditions, about which there are still some question marks



. Once recovery 1s underway, economic pohicy will agamn have to be reorientated
(1) the budget deficit should gradually be elimmated to ensure financial
stability over the medium term,
(2)  Monetary policy should be kept sufficiently firm to keep inflation
down,
(3) Banking and corporate restructuring should be completed
. This opens the prospect of a resumption of durable growth that will put Korea
firmly mto the group of mdustrialized countries
Ladies and gentlemen
I'tried to show m this overview that Korea responded resolutely to the crisis, and that the
strategy adopted has been sound If 1t 1s continued consistently, further progress will be
made, leading to a recovery
In concluding, let me emphasize one pomnt In many respects, Korea’s case 1s unique Its
situation and economuc policies should, therefore, be Judged by the markets on 1ts own

mer1ts In my own view, such a judgement should--on balance-- be overwhelmingly positive
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