
AS lA/ PACU' .LC ... 

9 Office Memorandum 
~49,I~ · 

To: Mr. Boorman 

From: David Burton~ 

Subject: Briefing for Senior ~taff on S.E. Asia and Korea 

STRICTLY 
C.ONFIDENTlAL r 

fi4j 1-0 I 'UJ( q ~ 

December 8, 1997 

Mr. Fajgenbaum mentioned that missions are being asked by country authorities about what 
has been happening in Asia and the role the Fund has been playing. However, the staff is not 
sufficiently well informed to provide much of a response, and he suggested that a briefing for 
senior staff on developments in Asia and the programs with Indonesia, Korea, Philippines, and 
Thailand would be useful. This struck me as a good idea. 

9 DEC 97 t 1: tB cc: Mr. Leddy 
Mr. Ferran 

DECLASSIFIED 



01:23 09 DEC '97 

Office Memorandum 

To: Mr. Neiss 

Fn,m: Sharmini ci;ey and Gal)'~ 

Subject: Korea: Revised Call Rate Series 

P.01 

DS1fffitt[~:n 
CONFIDENTtl2.L 
iuj 'U)( lf:)/ 1 ~ 

Following a meeting wilh the authorities today, we decided to change the call rate 
series monitored under the program to one with a broader coverage of transactiorui brokered 
through the Korea Money Trade Corporation (KMTC) and in the inter .. bank market 
( excluding investment trust companies) .. The previous series covered only transactionll 
brokered through the KMTC. 

You will notice that the rate of24.9 percent for Friday, December 5 reported to you 
earlier is now recorded at 23.6 percent (see attached table). The previous rate wu baled on 
trw1sactiom1 brokered by the KMfC through the late afternoon. (It is common practice for the 
Bank of Korea to release early di:&ta to the press for publication). The weighted average of all 
transactions for that day in the new se1ies is reported at 23. 6 percent-after also having 
reached 25 percent during the afternoon-because rates settled back. in the final hour of 
trading. (The call rate covered by the previous series recorded an average of 24 percent for 
tht: day). 

Attachment 

cc: Ms. Tseng 

DECLASSif !ED 

By~Date/1}1' 
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Cc:-; 

Office Memorandum 

To: Mr. Neiss December 8, 1997 

From: OkyuKwon~ 

Subject: Publication of the Staff Report on Korea 

STRICTLY 
CONFIDENTIAL 
P';J ~ VJ{/'{ if°: 

I~ The staff report on the stand-by arrangement for Korea was leaked to the Chosun 
Ilbo, one of the leading Korean newspapers. Obviously this means the contents of the report 
are no longer confidential. 

2. I came to understand, after a discussion with you over the phone last night, that in 
such a case, my Government could make the report public without any prior approval from 
the IMF. Would you please confirm this in writing as soon as possible? 

DECLAS.Sif IED 

By'4-Date~ 



Office Memorandum 

To: Mr.Kwon 

From: Hubert Neiss 

Subject: Korea--Publication of Staff Repor 

ftr.afYI /J.Jj,J{ 
{i 

December 8, 1997 

I consulted with the Legal Department on the issue we discusse night. The legal 
situation is that, despite the publication of the report by Cho sun Il65t Board agreement to 
publish the report by the Government is still needed before the Government itself makes the 
report public. 

You could make this request to the Board today under "other business." 

cc: Mr. Gianviti 
Mr. Munzberg 

DEC 

STRICTLY 
CONFIDENTIAL 
foj ,o

1 
fit er if. 

SSIFIED 
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Of /ice Memorandum 

Mr. Neiss December 9. 1997 

~N\ 
Ww11.la T~c11g lJll I. 

bjecl: Korn: Call Rate 

'e are now reporting 2 call rates. 

1c 1lrsl 1.:iil.l flilc shuwn In Lile 1.ablc: refers LO Ll1c a vcr11~c uwly nm; lmcrcm;u.h11tXI 1.Jy Ll1c 

MTC (Korea Money Trade Corporation) and tlle Interbank market at the close of the day. 
e do not get this rate usually until the next day because the markt:t closes late (al Vl:II)'i.ng 

m:s) in ll1c cvc1t.iug w1u il Lak.cs scvcnil huurs Lo 1.:i1kuh1Le the dally average. 

c 5econd call rate is the rate at 4:30. Thi5 rate excludes the interbank market and is often 
t.cd in the Korean ncw:'lpapcr:'I. 

lso we learned that there is a ceiling on all interest rates--25 percent since 1983. 1ne ceiling 
be raised to 40 percent by presidential decree. Further increases in the ceiling requirell 

gislative approval. 

STRICTLY 
CONFIDENTIAL 
~ 'U)( 2,ol q if"'. 
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~ ~ ~ 

MINISTRY OF FINANCE AND ECONOMY 
THE REPUBLIC OF KOREA 

Mr. Huhert Neiss 
Director, Asia Padfic Department 
International MonetAry Fund 
Washington, D. C. 

Dear Mr. Neiss: 

8 December l 997 

STRICTLY 
CONFIDENTll1: 
.~ '2P1 ?-OLC( 

l am writing in regard to the recent leakage of the confidenti:d IMF staff report prepared by 
your mission for a standby loan to Kori.:ii. Chosun Ilbo, one of KnrP.a' s leading daily 
newspapers, published the full tc>..1 of the sta!Tu:port today. This leak i~ :.tdversely affecting 
financial mi1rket sentiments and the credibility of the Korean government. 

We understand distrihurion. of staff papers is required to be strictly limited. In this context .. lhP. 

Mini1>lry requests the IMF- launch an official investigation into this mallc1. Ph:ase contact us 
\vith the results of this investigation as soon as they are a.vnilable. 

Sincerely. 

-~\!>,~__, 
Woo-Suk Kim 
Direr;;tor 01m~ralfor 
International Fi11ur,c:,: and Securilies 

DECLASSIFIED 

By ~ Date'lf4 

-rt::: ' I _:;y • 

2.l.26-£13,;-20 ti3::JD)1-3.:l01,l: 1,10?:l.:l NO!,I tt,: T.T. 80-2T. 
20:3~!,d 



From: 
To: 
Date: 
Subject: 

Sylvie Durand-Jansiac 
oed-fd 
12/8/97 4:51pm 
Other Business--Public of Staff Report on Korea 

Please bring the following message from the Secretary to the attention of your 
Executive Director: 

At the end of today's (Monday, December 8) Board meeting, Mr. Kwon will ask 
the Board to consider his request to permit the publication of the staff 
report for Korea's request for a Stand-By Arrangement (EBS/97/222, 12/3/97). 

CC: OMD, ATTENDAN, SECAI, SECDO, SECEB 
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Dc::puLy Director/Directeur Adjoint 

Date: 

To: 
Fax number: 

Frum: 
Phone number: 
Fax number: 

Number of pages: 

TELEFAX STRICTLY 
CONFIDENTIAL 

8 December 1997 

Mr Rijan AGHEVLI 
2026234795 

ValKOROMZAY 
(33·1) 45 24 88 05 
(33-1) 45 24 16 49 

2 

~ lo1 i.o LC( ~--

Df ClASSf f If D 
By/ ___ 
~ _Date-Y% 

Jj transmission is nm well re.r:P.ivP.ti. plP.au, r:nntt1rt the opt'rt1ror or ( 33-1) 45 24 88 61 

Dear Bijan, 

Tt1c1nks for your reply. and the accompanying documents whic:h give us as ~le::ir :.:i 

picture aa we will need to be getting on with the work. 

On the macro-settings -· yn11 are right that the fiscal adjustment is rather less stark 
than we had gallu.m:lu rrorn the early press reports. The monetary policy does look very tiaht, 
but its formulation obviously allows rates to come down, perhaps rc1.irly quickly, once 
confidence i. restored; and immediate tightneso mo.y be a good think if it speeds that 
restoration. On the other hfln<1, getting 12-monthly inflation down to 5.5 per cent by 
December may t.,1;: uirric:;ult depending on pass-through of exchange-rate depreciation. WA will 
ho.vc to hope that the experience of the 1992 devaluations in t11e EMS -- wilh very low pass­
through repeats itself. We'll keep our fingort croGGcd that the policy settings prove 
consistent with the growth torecAst. There are strong downside risks in our view. 

On the structure.I side, the measures to 5trengthen the banki11y 8ystsm are well­
directQd even if some of them are likGly to prove very divi$ivo in Korea. We can only hope 
that the government has the capacity to hr;1nnle the politics, and the likely social discord. We 
note that there is no ell' a11lt: ~tiilir1~ on the support the government can provide to strength1:in 
the system. This is appropriate, aa one really cannot judge how much will bt: needed. Our 
viAw is to get the restructuring over with quickly rather than le.::tving im.titutions twisting in the 
breeze with half measures. The hard part may hA t::ic:-:ing down the existing shareholders ... it 

:2, 1 UC Auure Pw;cil.l Jj77' PARIS CIIDEX 16 'l'el. : 4:1 ;.!4 112 00 
TeLBORAMMES DEVELOPECONOM!E. I TELEX 6:1004.R I "l"P.T .l=:F4 Y 



is just so unclARr tn whi:it extent they were relying on implicit govQrnment guarantoos o.nd to 
what extent the government can walk away from these. 

ThG programme makee cloo.r that there is still work to be done on the corporate 
govermrncA ii::1=:111=1. A question for us at this point is whether consolidated accounting io even 
possible for the conglomerates as presently structured because they Rpr,:::irently have no legal 
identity. We will be looking at this and other issues lt1is week? Could you let me know who at 
thG World Bank will bo working on corporate governance issues so we can establisl1 a 
tril:::itl=!ral framework? 

I look forward to hearing from W,md1:1 Tsan~ ... we were colleagues once (19 years 
ago) st the Council of Economic Advisors. 

Lets keep In touch. 

2 

TDTnL PnGECS) 02 
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STRICTLY 
CONFIDENTIAL 

S, Office Memorandum 
~ ... ..;,-

~wr w(f 1)12 

To: The Managing Director 
The Deputy Managing Directors 

i 

From: Hubert Neiss.~f\.i 

Subject: Korea: Further Work 

December 7, 1997 

I would like to suggest to form interdepartmental working groups to prepare Fund positions 
in the following two areas: 

• An exit strategy from the blanket guarantee given by the government in August. 
This strategy must aim at reducing the scope of the guarantee without underovning 
market confidence and government credibility. This is a tricky area, and we could 
consider hiring an outside advisor to assist us. 

• Trade liberalization measures to be taken unilaterally. We must go beyond "more 
should be done, and faster," and specify concrete and timebound actions, which 
would be commitments for the first review. This can be quite complicated, and 
possibly we should also think of getting the benefit of an outside expert. 

cc: Mr. Mussa 
Mr. Boorman 
Mr. Guitian 
Mr. Cross 

DECLASSIFIED 

Bv7'fJ.--nate~ 

O:\DOC\AN-IN\71206KR1.MEM December 7, 1997 (3:13pm) 



From: 
To: 
Date: 
Subject: 

Pihuan Cormier 
ogoodger 
12/7/97 9:49pm 
Pls see attached memo which Mr. Neiss ... 

may make some changes to. 
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INTERNATIONAL MONETARY FUND 

:MSG. NO. I DA I t: Uecember '.s, 1997 PAGE 1 OF3 

TO Charlei; Ado.ms 

Fax no. 621-4432 

Pl.ia.se 9Cc o.ttached .. I hav~ also attached tJ:te closing C'.aU rates in won and 
dnll~rs for the two ba.nb in the Dloontoi,r1,1 ovemlghl rate. The can rates in 
won show the 600 h1u.ds points decline nnd a sharp incre.&.'i~ dose of business 
ThursJay. 

Saludl 

'·· 

Alex HotTmaistcr 

STRICTLY 
CONFIDENTIAL 
fi;J la; 2-o(</ ~ 

DECLASSIFIED 

B~Date-f¥t 

c;. IA,l\a.D .. " 
{ P.S. Uow arc you doi11is? Mure imponant--how are my plants domg'l'l 

\.. . . ft"".,,..) 
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12/4/97 6:59 PM 

Kore.a: Interbank loan interest anes, 11/25-12/4 
Thanksgiving 1/ 

Mon Tues Wed Thu Fri Sat Mon Tues Wed Thu 
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8.50 
5.78 

Hong Kong, Shadlai 
Banking corpoJtion (Won caJI) 13.90 13.90 13.90 13.70 11.00 10.00 8.50 

($ call) S.56 5.56 S.S9 S.81 S.69 
Source: Bank of~ Banque lndosuez-Seom; and HK.BC. 
I/ These foreign bank subsidiaries were closed during the Thanksgiving holiday. 
2/ On Monday and Tuesday November 24th and 25, the Banque lndosuez-Seoul did not enter into the 

interbank loan market 

7.00 
5.65 

7.00 
5.63 

7.00 
5.6S 

7.00 
5.63 

13.00 
S.40 

Ll.00 

·ll' 

ISi 
?., 
m 
N 

Q 
Ul 

tJ 
fTl 
(l 

"'{) 

Q 
N 



) 

T.!Me K.an:4: Dlli.ly f"lmnc:i.11 Indi::aun, I W7. .. ~ 
~foll Tue,; Wed 11tul'll Fri Mm Tue, 

17-'.lll)V "!!-NO\' ;9-Sdl.· 20.Nl.'V 21.:,-;..,v 24-~ 25-~o·,· 

Malbt hderelll lhlm 
Calllta I.' 15.0 IU 147 14., 14 . .5 IS.4 IS.i 
ti D&yCD 14 I 14.:: 14., 14.7 14.9 1'.:! IS.l 
1y ... co IH u:: IUl 'A.l 14.j l(U J"7.6 

lllidrnl~lil.mll 
Wmf!Cl'S 990.60 1012.10 IOJS.5() 113\l.0) 114'.00 IOU.00 I 112.00 
1--d.Pge,:+~) -2..62 -2.19 .1..19 ~.09 -G.,2 S.53 .).3(1 

Yai per S 125.40 1:n.:i;et 126.05 126.7il l26.IIO U7.7'J 
Pc:ffi:111 ..... ( + appn,ci,uim) {l.00 (l(I() 0.00 0.00 0.01 

!'llealall ~ E1.c:1iauate 88..':0 88.JO 116.60 M.40 71.10 78.,0 80.1<1 

Sklck~Wa 49&.98 494.66 .5lr2.~ 418.41 '6607 4.J0.60 419.S\l 

Paoudaip 5.6 .,tt.5 1.6 -U 3.6 -1 Ut -1.4 .........,_...._ 
Olfii:ial 11.ocm:a l6.0 2S.J 24.9 '.:-1.-) 2l.8 14.2 24.2 
Uabl.: Ra.en• •'l 16.S 16.1 14.4 IJ.4 13.0 12.1 lO.B 

Sallrcc· Baa of:Jeura; 1111d staff estimata. 

l' W~ a~ aftllo clul),· call r.a&e brdfaral by 1he Kaea Moacy Tflldc Ccq,G,,diao. 

2• C&kulsW • ta, peNll'l1t ~ of Qllllllinal ~ nu in fanign l!U.ll'e!Qo.")' tllna hm the pm.'DS c,o&umn. 

3• Dclmcll e Offit:illl RCllel'\l'C!I I.II.UillS depolili Ill_... ~ 

\\'ed ·'llms Fri Mon 

J!',.Nov 2i8ov 28-Nov l-0= 

n., "·' ll.9 12.4 
I:".•) 16 . .S 15.5 ~H 
IU au lS.6 1'.S 

111·).00 1119.S() 1170.00 1117..00 
1.0& -0.11.5 .... :n -l.4l 

127.10 117.00 127.00 I28.2j 
!).(JO G..00 0.00 C.01 

19.00 7'J.JO 19 . .JO 16.10 

438.?I 433.10 411.91 J9l.16 

-0.2 -1.3 -U -3..6 

24.2 24.4 24.4 
9.6 1., u 

Tll:O Wed 

l-Dec 3-Dec 

12.6 11.8 
J 5 • .5 IS.5 
18.2 18.7 

121~.oo 11%.00 
.3.19 3.26 

128.70 128.60 
0.00 0.00 

l7'i.lJ'r 379.31 
•4.1 0.6 

:24.0 14.Ct 
,.o l.9 

T'bul! 

4-Dlic 

21.1 
1.5.5 
18.9 

ll7(J.O 

2.22 
129.l 
0.00 

405.R 
7.0 

14.8 
6.4 

1 

-~· 

0 
0 
(11 0 

N 

0 
(11 

t:J 
f11 n 
. 

(jJ 
,1 

r 
(i 



'· 

INTERNATIONAL MONETARY FUND 

December 5, 1997 

Mr. Aghevli, 

You will be interested in the sharp divergences between the 
overnight call rate in Korea, as reported by Bloomberg and 
Reuters. Obviously there is something inconsistent with one or 
the other, or, perhaps, both of these call rates. 

Att. 

cc: Mr. Boorman 
Mr. Evans ---

David Williams 
(7-308, ext. 3-8305) 

DEC LA Slf IED 
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H·y", N~ss / Y'l\v · ·fl~G.' 
INiCRNATJONAL MONETARY FUND 

WJ\SI-PNGTQN. D. C. a043 l 

r.all E •00kL:,,:. 
tNTEIU'UNO 

December S, 1997 STRICTLY 
CONFIDENTIAL 

Fax to Mr . . foong-Kyurig Choi, Director Financial Cooperation Dept. 
Ministcy of Vinance and the F.«-onoruy 

.t'ax No. 503-927.2 

Th,rnk you fo1· your f.u. uf D\:1.:t"muc:1· 5 un tb~ staff repon on Korea's request for stand· 
by arrangement. The :,t4ff rcpo1·t contaiu:s uu1· :shuuliug or the 21greemeot reached with 
tbe Korcon co .. ·c1·nmcnt, includin; point 2 conccrnin~ Fund Starr, cu11uucut~ on the 
dnaft bills for firuu1cinl ~\11.:tor rd'o1·m, referred to paragraph 23 and ZS of tile starr 
report My unJerst:rnding is thnt the MAE team has rc1:c:ind thc:sc: 1usurances. 

The Boiud meeting conce1·ning Korea's n'f.uest is now in progress. At this late stage, we 
ne nnt a hie 1o make any changes to the staff report. Ir you wish to do so, Mr. Kwon 
would have o make this requ~d during the Board rnceting. 

~ ' 

(t'-'-,l\ 1;r---1 oda Tse g 
Dcpuly Dire-.:lor 
A11l11n aud Podfi~ D1::p1.u-lmc:ut 

. •,, , ... ~ ... :,· :/. 
,, 

·: ,: ··~: ~ ·_::.r-.. 

DECLASSiF~ED 

BJ4-_Date~ 

. ,:,,',~·.'·:'-,.: .. 
. ,,,,: . . :.": ·'•,•''•' ,• ~ . :• .. ~ ... ' · . . : ; : ' .'. 

•• ~··· :·:·· •••• • •' • ~ :· •• : • \ • ,: ·~ •:. ,1 • ,, 
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/ 
L).e. C ~r G-:>ji' , 

I. 

1. 

Korea: Questions/Informativn fur the Board Meeting STRICTLY 
Question raised by Directors at the Decembe1· 2 Meetin& CONFIDENTIAL. 

~ lD I J,Df 1 ~ 
lr :,·1reng1hr:ning the Employm,mr Insurance Scheme (EIS) the only labor market 
l'b.:use provide deratls o,, lhzs and nThP.r labor markq/ measures under consideration 

2. H1iy lt"vcn 't in:wlverit merchant banks been closed immediately'! What will happen 
lo the <Jouplc of c-"c1mmr::rda/ bur,4 in truuble? 

• The authorities indicated th,1l Lhe government uoc:; not have the requisite legal powers 
to close merchant banks immediulcly. 

• OpcrMLions of9 merchant banks and 2 commercial banks suspended. Specific 
procedure$ established to close these merchants banks in three months and commercid banks 
in four monlhs if they fail to submit rehabililation plans ('within 30 dnys) and successfully 
implement them. , 

3. What are the specffic prior actions in thP. program? What actions will the Koreans 
commit 10 he/ore rhe elecrions? Will the Koream stzntpcancly mise inte.resr rares before the 
prowam is approved? Wl~y haw: :,·hurl-lerm rares been lowered .,·ignificantl)l in the iflstjew 
Juy,y'i' rf'llui i.v ,he swf(u:lling the Koreans on imeresr rmes? 

• Then: ii; Ii prior acLton Lhat tile call rote wm be inorca.scd. substanuauy and ~uttt~I~ntly to 
strengthen Lhe won .. The call rate reached 2 l percent on December 4 (sec Table i). 
• Short term rates fell between November 27 and Docember 3, beca.u.se of a substantio.l 
injt":ction of liquidity in support of financial institulions by the Bank of Korea. 
• · 1 foi: staff ha...; made it clenr thAt interest rates should be raised significantly as a prior action 
and should be maintained at high levels until mark els stahili7P. and the downward pressure on 
the won eases. Beyond the immedlate term. if the won appreciates, a cautiouci and gradua I 
c:::i.:sil1i:. of inu.:rcsL raLes may be con~ldered. The authorities should be in close consultation 
with Puml slulTuboul the conduct of monetary policy. 

4. What ~pecifk a.sJwuµliun.I uboul du: roll uvi:r q/1:xternal debr are betng made In rhe 
prugrum? Detailed iliformatior, Ofl rite J·tq[f us,muq1tlvr~· un rulluwr by type ufc:rf!dtwr and 
jor on-.s/iort: and ojf,s/ic>r,: (.;n;.dit.s is l!Jt.]11'!,Cfe.J. 

DECtASSif JED 

B~Date~ 
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• The b~c:line pro_lections assume ri I 00 percent rollover of :.hort-tom1 cxtcrn .. w Ji::bl of 
Korcw1 li.nanc.ial im,titulions fallina due of l JS$10 billion in December. The short-tcrlll dt:bL uf 
Koroan corporations a.re mai11ly 1.rade•rclated are assumed to be rolled over completely. 

'. How c,m staff be sun: thar Parliament will pass lhe three key finandal sector reform bills 
giwm the pre11inuA· d<~adlock? 

• Calline n !special session of the National Assembly :shortly following the Pre.11idential elections 
on Decemher 18 to pass these bills is 11 condition for completing the second bi-weekly review. 

• Althouih the Fund c-.annot commit authorities Lo the outcomes of their lcgh,lalive process. 
I.here is now st1·orlg political supporc for the bilk One retl:lon for the previous deaulock was 
the absence of key supporters when the bills were considered by the National Asscmbl y. 

6. b· the re:;erve draw down fully erplaine.d hy the rollover problem'! Are there other capital 
ou(flows? 

• The bulk of the rc::i=rve J.ruw down is explained by Ihe rollover problem, although there may 
be aomc other capital outllow:s (sLafircpon Table o). 

7. How will K.oreun banks ob1uin the: liquidity lo obtai11.farei11,r1 curr~ncy loans from zhe 
BOK? Ar111/u: loans collatl!ralized? Will all banks be charged the sum~ ~p,~ad above 
UBOR? ls th<! agreed spread vf 400 basis point:, above LIBOR? Will insolver1t..firumdal 
ilHtirution.s be <1ble 10 g(tt 1hese foreign currency loans? Hou· will the DO}( limit access lo 
ji)rr~ign currency l<wns? 

• There is a continuous performance criterion that specifies that the interest are charged by the 
.BOK \)fl furcign exchange irtjectio11s to Korean commercial banks or their overseas branches 
:shull noL be below 400 basis points above LIBOR. 

8. ls the .mppurl uf the three muin pa/Weal candtda1es being soughI before Che program 
go,:;s lo tht: Doard ? 

• The &upport of the llm;c muin political candidates was a condition for p1c:sc.ul.i.ag Lhe 
program to the llol!.I'd. All three ellmliJutc:. huvc supported the prugram in public state111t:11L~. 

11. Other burne~ 

J. Tl1e cha11ge In program assumptions about externaljlnanr.ing and the rollo11er of 
external debt. 
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J. The change in pr11gram t1ss111t1ptions oht1ut c?Xtcrnalju1a11c:u,g and tin: rollover of 
external debt. 

We have chc<;kc;J w1J. llu:rc is no substantive prohlern with the adjusbnents made by Bijan. 
Ifoweve1·, wr.: note the followiu):I.: 

• In TabJc 6, the capital ocr.:uunt balunce in 1997;Q4 should be changed from USS16,485 to 
I JS$ l 9A&S for the capitol account to add up. 

• The tAble on reserve money (stllff rcport 1'ablc 4) identifies the foreign exchange 

P.03 

deposits at DMH branc.hes abroad separately and someone may tlll~c: questions about its 
consistency with the l'!ssumption of 100 percont rollover. Althougb the liuc i:s now 
inconsistent with tl1c corresr,nnding revised BOP number (staff report Table: G), it \luc;:s not 
matter very much because iL is netted nut within NOA. (NFA of the BOK is consi:;tcnt with 
the NIR p1ujcctiun in the ROP). 

1. 1'he cu.II rates from Bloomberg 

Thcac muy dif1h from U1c 1.:c1ll n1.1.c:s we monitor because Hloomherg covers only two banks 
(hldo.sue;::; w1d Hong Kung, Sha.ughlli Bwiking Corporation) while the rate we monitor is an 
average of ma.ny bw1k8 thnl i:s quoted by l,ruk.cmge houses. The two banks cover~ by 
Bloomberg are less .rfoky, hence the call rate is lower limn lhe rate we use; however. the 
Bloombi.:rg rate did rise on De1.:crnbcr 4 by 6 pen;cntage poiul.8 (see Table 2) . 

.J. Questions reg11rding sl,ort-te:rm external debt, externalflnam:ing, and intervention 
by BOK. 

(See Tahlt'!s 3-6). 

,f, Changes lo the MaJJ Rt!!pnrt 

On p.:u.<1g1aph 5, you may wi:!Ilt to be aware that directed l~nding refers to requirements that 
comm(:r"ial bauk:s un::t:l tcuc.lil.l.J( largets for small and mediwn-size industries. Hence, the issue 
i3 not one of a. level pl11yi11g Ciclu, uuL mlher of quasi-fiscal operations which should he 
included in the budg~t. lu any ~11~e, uir1;~lt:d km.ling accounts for a vecy small proponion of 

totul bunk lending. 

5. Recent impositi,m of capit"I controls 

II there arc any questions in this area, you may find it useful to look at the memo :from Charh;;s 
Adams to Mr. Kwon da1ed November 6, 1997: ''Korea-PMeasures to Stabilize Stock Markets 
and the Foreign Exchange Market." 
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(): Is strengthening the Employment lnsuara.ncc scheme (EIS) the only labor mark.et issue? 
Please provide details on this and other Jabor.tnarket measures under consideration. 

P .1214 

• The Employment lnsura:nce scheme has been in place since mid~l995. The Korean 
economy has not tested the effectiveness of the EJS in easing the burden oflayoffs and 
expediting reemployment yet. The EIS is compared to other OECD countries not very 
generous and some scope exists to strengthen the scheme by broadening the base: the 
ma."<imum duration of payments is very shon (6 months) and many workers are not 
covered by the scheme (in pani~ular young workers and those dismissed due to 
reasons for which held responsible). The replacement rate is roughly in line with 
OF.:CD i;ountries (50 percent of the average daily income). 

Other labor market measures: 

• Enhance labor rnatkt.'t flexibility by easing dismissal rulings under mergers and 
acquisitions and corpor.ate restructuring, which continue to rely on time-consuming 
court rulings . 

• .Encourage active labor market polil;ies by aJlowing for private job placement agencies 
and temporary employment agencies, he>th which are currently permitted. 

• Given the prospect oflarge layoffs, there is a need to upgrade the vocational training 
system. Training, currently, is primarily of on-the job nature (i.~., at work). 
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9 Office Memorandum 
~~ .. ~~ 
To: Okyu Kwon 

Alternate Executive Director 

From: Karin Lissakersl\ ~ 
U.S. Executiv/[ector 

Subject: Overdraft Bank Accounts for Bankrupt Korean Firms 

STRICTLY 
CONFIDENTltu. 
~ '?<,) ~{ 'I' 'T'f'· 

December 5, 1997 

This morning's editi9n of the Wall Street Journal carried a disturbing article regarding the 
IMF program for Korea (attached). According to the article, the Bank of Korea is considering 
allowing bankrupt firms to maintain their overdraft bank accounts in an effort to maintain 
their access to liquidity. We recognize that this report may be mistaken, and have asked staff 
for clarification. If true, however, it is a cause for serious concern. In our view, such action to 
maintain bankrupt cbmpanies' access to liquidity instead of freezing their accounts would 
represent a clear case of directed lending and a failure to carry through with normal 
bankruptcy provisions, and thus contrary to the terms of the program as set forth in the Letter 

./~ of Intent. I would appreciate it if you would follow up with your authorities on this issue. 

ASIAIPAC.lFlC~ 

5 DEC 97 '): .,. 
. ~----··-·· 

cc: Stanley Fischer 
Hubert Neiss ' 

DECLASSIFIED 
___ Date* 



From: 
To: 
Date: 
Subject: 

Charles Adams 
baghevli 
12/5/97 12:05pm 
Korea: Question from US ED's Office 

Todd,Schneider (US) called to ask about a reference in the WSJ to the BOK 
proposing to keep bank overdrafts open for bankrupt companies. (Rubin 
expressed concern about the report) 

I've spoken to Jim Gordon who will follow up. 
Charles Adams 

CC: hneiss 
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Hubert Neiss 



HQ Staff involved in the Korean operation 

Deputy Managing Directors' Offices 
Mr. Owen Evans 
Ms. Benedicte Christensen 
Mr. JeanClen1ent 

FAD 
Mr. Peter Heller 

RES 
Mr. Michael Mussa 
Mr. Flelllllling Larsen 

TRE 
Mr. David Willian1s 
Mr. Edgardo Decarli 

PDR 
Mr. Jack Boorman 
Mr. Joaquin Ferran 

LEG 
,...--., Mr. Francois Gianviti 

Mr. John Hagan 

MAE 
Mr. Manuel Guitian 
Mr. Ton1as Balino 

APD 
Mr. Hubert Neiss 
Mr. Bijan Aghevli 

SEC 
Mr. Reinhard Munzberg 
Mr. Alexander Mountford 

ADM 
Ms. Burke Dillon 
Mr. Michael Gehringer 

EXR 
Mr. Peter Hole 
Ms. Kathleen White 

This list is, of course, not con1plete, a larger list of staff invited by Mr. Fischer for drinks last 
Friday is attached. 



From: 
To: 
Date: 

Keila Moses 
sdurandjansiac 
12/4/97 5:22pm 

Subject: Further list of Korean heroes 

Please add oavid Hawley to the EXR list. 

Herewith the list of names from the other departments: 

FAD: Peter Heller 

t• I • {. \ • • ~ 

RES: Fleming Larsen 

TRE: David Williams 
Edgardo Decarli · 
Klaus Boese 
Christopher Clarke 
Curtis Hatch 

PDR: Jack Boorman 
Joaquin Ferran 
Matthew Fisher 
Adam Bennett 
Elenita Dee 

,,~. LEG: F. Gianviti 
John Hagan 

MAE: M. Guitian • 
T. Balino · 

APO: Hubert Neiss . 
B. Aghevli 
D. Goldsbrough 
Charles Adams . 
Marcus Rodlauer 
Tom Rumbaugh 
Mary-Lou Yupangco 
Carolina Villegas 
Margaret Tan 
Ollie Goodger 
Vera Jasenovec 
Sherine Pratt 
Sylvia Perez 
Lakshmi Sahasranam 
Kamlesh Sehmi 

Nansi Lee 
Anita Jupp 

I believe these are all the names. Thanks a million. km 



Secretary's Department: 

Reinhard Munzberg • 
Alexander Mountford · 
Kenneth Friedman 
Sylvie Durand-Jansiac) 
Susan Yeager . 
Gayle Schofield 
Ellen Witmer 
Cheryl Shotwell l::: 
Robert Boykin 
Pura Mohan 
Mariko Cool 

Administration: 
Ms. Dillo 
Audio: 

Wayne Bingham 
Michael Gehringe 
Shelton Gailun 
Kevin Emerick 
Harold White 
Mila Dimitrijevic 

Telecommunication: 

Kathy Harty 
Dave Knocke 

External Relations: 

Peter Hole & Elza Comia (.!fl<-.-') 
Kathleen White & David Hawley 

Chauffeurs: 

Renato Bangit 
Seydou Zina 

Print Shop: 

Hege Kedlaya 

Jerome Jones 

MANAGEMENT: 

Stanley Fischer (no message) 
Owen Evans 
Benedicte Christensen 
A. D. Ouattara 
Jean Clement . 
Keila Moses 
Virginia Farinas 
S. Sugisaki 
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OfT-bahmce sheet items o,.., 

The major item reponed wa:; a la1 gc vulume of guara'ntees, mainly in forc.ign currency, 

lula.ling $19 billion. The authorities ex.plained that the bulk of these (80-90 perct:\nt) rel at c to 

trade fin11ncing through the ~pening of letter of credit. \llhile it is imp<mible to predict 

whether such guarantees could be called, and ~,hen, e.xperience m most cnun1rie!- indicates 

rhat tn1de financing arrangements are usualty of better quality 1han other banking assets. 

Derivative transactions arc modest in scale and appear to be =ell matched, and the 

c.1s:,h flow impact in the short-run ($200 million in Jo.nuary} is email. The bulk of the bu~iness is 

in foreign exchange s~.-apG in major currencies, and the motivation seems to be he-dgin~ r;itht":r 

than to assume new risk 

A srm1.II numbc1 vfl,11 .. 11k:s have done business in credit dcrivative:1 (Iota! return swaps 

and credit default swaps). The underlying assets appear to be of good quality. 

There is a need to refine :inc1 improve reporting systems and to extend the supef'\~Sion 

of such items to the specialized banks and merchant banks not presently supefvised. The 

merging of supervisory responsibilities vf !ill fiuarn::ing institutions will help in this effort 
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Fin:illy, dii:cm:sions with commercial banks yielded a less sanguine picture. The 

bankers stressed that risks may be concemrated in the smallc:1 Liink.s and the securities house~, 

buth uf which were outside the present study. 
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DOCUMENT OF INTERNATIONAL MONETARY FUND AND NOT FOR PUBLIC USE 

To: 

From: 

Subject: 

Members of the Executive Board 

The Secretary 

Republic of Korea-Stand-By Arrangement 

EBS/97/222 
Supplement 2 

CONFIDENTIAL 

December 5, 1997 

Attached for the records of Executive Directors is the text of the Stand-By Arrangement 
for the Republic of Korea, as agreed at Executive Board Meeting 97 /116 (12/4/97). 

Att: (1) 



•. Korea: Stand-By Arrangement · 

Attached hereto*is a letter from the Deputy Prime Minister/ Minister of Finance and 
Economy and the Governor of the Bank ofKorea dated December 3, 1997 (the "Letter"), 
with attached .memorandum (the "Memorandum"), requesting a stand-by arrangement and 
setting forth: 

(a} . the objectives, policies and measures that the authorities of Korea intend to 
pursue for the period of this stand-by arrangement; and 

(b) understandings of Korea with the Fund regarding reviews that will be made of 
progress in realizing the objectives of the program and of the policies and measures that the 

· authorities of Korea will pursue for the period of this stand-by arrangement. 

To support these objectives and policies the International Monetary Fund grants this 
stand-by arrangement in.·accordance with.the following provisions: • · · 

l. : For a·peri<;>d of three years from December 4; 1997;· Korea will have the right 
to make purchases from the Fund in an amount equivalent to SDR 15,500 million, subject to 
paragraphs 2, 3, 4, and 5 below, without further review by the Fund. 

. . 2. · (a) Purchases under this stand-by arrangement shall not, without the 
. consent of the Fund, exceed the equivalent of SDR 4, 100 million until.December 18, 1997, 
the equivalent of SDR 6,700 million until January 8, 1998, the equivalent of SDR 8,200 
million until February 15, 1998, the equivalent of SDR 10,800 million until May 15, 1998, the 
equivalent of SDR 12,600 million until August 15, 1998, the equivalent of SDR 13,325 
million until ~ovember '15, 1998; the equivalent ofSDR 14,050 million until February 15, 
1999, the equivalent of SDR 14,231.25 million until May 15, 1999, the equivalent of SDR 
14,412.5 million until August15; 1999, the.equivalentofSDR 14,593.75 million until 
November JS, 1999, the equivalent ofSDR 14,775 million until February 15, 2000, the 
equivalent ofSDR 14,956.25 million until May 15, 2000, the equivalent ofSDR 15,137.5 
million until August 15, 2000, and.the equivalent ofSDR 15,318.75 million until November 
15, 2000. 

(b) None of the limits in (a) above shall apply to a purchase under this 
stand-by arrangement that would not increase the Fund's holdings of Korea's currency subject 
to repurchase beyond 25. percentiof quota .. 

3. Korea will not make purchases under this stand-by arrangement that would 
increase the Fund's holdings of Korea's currency subject to repurchase beyond 25 percent of 
~o~'. r 

*See EBS/97 /222 (12/3/97). • 
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(a) during any period ~n;which the data at the end of the preceding period 
indicate that 

·(i) the limit on the net domestic assets of the Bank of Korea 
· described in Annex A to the Memorandum, or 

(ii) the floor on the minimum level of net international reserves of 
: the Bank of Korea described in Annex B to-the Memorandum 

· is not observed; or 

(b) if, · at any time prior to the completion of the second review specified in the 
Letter, the interest rate charged by the Bank of Korea on foreign exchange injections to 

- Korean commer~ial banks or their, overseas branches specified in· Annex D of the . 
Memorandum does not exceed the floor set forth in such Annex; or 

( C) 'if,' at any time during the period of the arrangement, the Korean 
authorities accumulate external payments arrears; or 

( d) · -after December 17, 1997, January 7, 1998, February 14, 1998, May 14, 
1998, August 14, 1998, November 14, 1998, February 14, 1999, August 14, 1999, February 
14, 2000, and August 14, 2000, _ until the respective reviews contemplated"in·theLetter have 
been completed; or 

(e) · if, at any time during the period of the stand-by arrangement, Korea 

.. (i) imposes or intensifies restrictions on the making of payments 
and transfers for current international transactions; or 

(ii) introduces or modifies multiple currency practices; or . 

(iii) concludes bilateral payments agreements which are inconsistent 
with Article VIII; or · 

(iv) imposes or intensifies import restrictions for balance of 
payments reasons. 

When Korea is prevented from purchasing under this stand-by arrangement because of 
this paragraph 3, purchases will be resumed only after consultation has taken place between 
the Fund and Korea and understandings have been reached regarding the circumstances in 
which such purchases can be resumed. 
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4. K6rea0.will not make purchases under this stand-by arrangement during any 
period in which Korea has an overdue financial obligation to the Fund or is failing to meet a 
repurchase expectatiori..(a)in respect ofa noncomplying purchase pursuant to , · · , 
Decision No: 7842,-(84/165).on the Guidelines on Corrective Action, (b) in respect of a 
purchase in support of debt and debt service reduction operations pursuant to Decision. . 
No. 9331-(89/167), as amended, (c) pursuantto subparagraph 16(a).or 33(a):ofDecision . 
No. 8955-(88/126); as amended; .on-the· Compensatory and Contingency Financing ,Facility, or 
( d) pursuant to section 2, paragraph (f) 9f the Guidelines for Fund Support for Currency 
Stabilization Funds. 

5. Korea's right to engage in the transactions covered by this stand-by 
arrangement can be suspended only with respect to requests received by the Fund after (a) a 
formal ineligibility, or (b) a decision of the Executive Board to suspend transactions, either 
generally or in order to consider a proposal, made by an Executive Director or the Managing 
Director, formally to suppress or to limit the eligibility of Korea. When notice of a decision of 
formal ineligibility or of a decision to consider a proposal is given pursuant to this 
paragraph 5, purchases under this arrangement will be resumed only after consultation has 
taken place between the Fund and Korea and understandings have been reached regarding the 
circumstances in which such purchases can be resumed. 

6. Purchases under this stand-by arrangement shall be made in the currencies of 
other members selected in accordance with the policies and procedures of the Fund, unless, at 
the request of Korea, the Fund agrees to provide SDRs at the time of the purchase. 

7. Korea shall pay a charge for this stand-by arrangement in accordance with the 
decisions of the Fund. 

8. (a) Korea shall repurchase the amount of its currency that results from a 
purchase under this stand-by arrangement in accordance with the provisions of the Articles of 
Agreement and decisions of the Fund, including those relating to repurchase as Korea's 
balance of payments and reserve position improves. 

(b) Any reductions in Korea's currency held by the Fund shall reduce the 
amounts subject to repurchase under this paragraph in accordance with the principles applied 
by the Fund for this purpose at the time of the reduction. 

9. During the period of the stand-by arrangement, Korea shall remain in close 
consultation with the Fund. These consultations may include correspondence and visits of 
officials of the Fund to Korea or of representatives of Korea to the Fund. Korea shall provide 
the Fund, through reports at intervals or dates requested by the Fund, with such information 
as the Fund requests in connection with the progress of Korea in achieving the objectives and 
policies set forth in the Letter and Memorandum. 
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. . 10. In accordance with the Letter, Korea .will consult the Fund on the adoption of 
any measures that may.be appropriate at theinitiative of the government or whenever the . 
Managing Director requests -consultation because any of the criteria in paragraph 3 above 
have not been observed or because the Managing Director considers that consultation on the 
program is desirable. In addition, after the period of the arrangement and while Korea has 
outstanding purchases in the upper credit trenches, the government will consult with the Fund 

· from.time to time, at the initiative of the government or at the request of the Managing 
Director, concerning Korea's balance of payments. policies. 



To: Mr. Fischer December 5, 1997 

From: David Burtontt 

Subject: Bank-Fund Collaboration in Strengthening Financial Sectors--Revised Draft 
of Supplementary Procedures 

Please find attached a draft of the supplementary procedures for collaboration ( Attachment II 
of the memo from Messrs. Boorman and Ahmed of November 19), revised along the lines 
discussed yesterday morning. It has been agreed with Mr. Knight and Mr. Singh. 

Attachment 
ASlAIPACH'lC ... 

Mr. Boorman (o/r) 
Mr. Guitian (o/r) 
Mr. Neiss ( o/r) / 
Mr. Leddy 
Mr. Knight 
Mr. Singh 

STRICTLY 
CONF tDENTIAL 
~ i,:, /2-Dl i T-f'-

DECLASSIFIED 

Bv~Date-+tt~4-



ATTACHMENT II 

ENHANCING EFFECTIVE COLLABORATION IN THE FINANCIAL SECTOR 

l. We reaffirm the letter and spirit of the joint agreement discussed in August by the 
two Boards, including the collaboration mechanisms it sets out. The following specific 
suggestions are all aimed at better carrying out the objectives of that agreement. · 

2. Given the role of the Bank in the financial sector and the close links of the financial 
sector to overall stabilization and adjustment programs led by the Fund, thet e shonld be 
colla:bot ation ~fi~l:liul~:1J.lffl~1.l~:::liP:t!;lij~~Jy[:j~~l#~;fl on the over~!.l ~~~~~Hzation an<l,ww.w 
adjustment program when the program has a major financial sector f:" :::::'.]componentifµ!i 
~Uimmbll~!gi.§$.tM!tmt:fmgflg:iJl~nki!t~b.mqgfr;~~!~t.m!'.Gii"Pri:~tmPtlm.w,.. . . .... ffl@.tl.smU.mg .. 
Snch collaboration would occur even when the Bank is not pla11ning an accomparrying 
structural adjustment loan. 

3. That collaboration would In most cases !miJ]lgµffi involve the full participation of 
a Bank staff member on Fund missions working on overall stabilization/adjustment 
programs with a major financial sector component; there would also be full Bank 
participation on Fund missions working on overall financial sector programs (when, 
because of urgency, the Fund is taking the lead on the financial sector.) 

1: .. .. . S.~mil~rly, there .. should. be as: rarJtS. pi;issi.hte. joint design and ~egotiation of 
st.mgtµr_!i(i~foiri{progr:@.Us for financial sectors.: progra1ns. Joint pattk:ipalt~htn financial 
sector missions will facilitate this process as well as subsequent hand-off of programs to 
the Bank. Thesefpfilj will ensure that we draw on the best from both institutions, and 
promote a shared view of content and timing, including the degree of flexibility that should 
be built into the program. This will also provide an opportunity for both institutions to 
express disagreements directly to the other party rather than indirectly through the process 
of implementing the program with the government. 

S. In countries where the Bank and the Fund are both involved in the financial sector, 
the Bank should have specific terms of reference for financial sector missions which are 
discussed with the Fund in draft, even if on a very quick tum-around basis, as well as 
shared in final version. The Fund should similarly discuss specific terms of reference in 
draft with the Bank as well as sharing the final version. This will help delineate separate 
and shared responsibilities and help assure consistency of approach. 

6. For purposes of efficiency, and given limits on staff and budgets, once a joint 
strategy has been agreed upon, there will often be a division of labor between the two 
institutions. Where possible, missions of the institution taking leadership in a given area 
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should include a member of the other institution. This will help deal with consistency and 
information problems. a 

7. Both institutions will make an effort to maintain continuity in staffing for financial 
sector work on country cases. This will help to ensure consistency of programs over time, 
and the close personal relations needed for effective collaboration. 

8. The Bank and the Fund should ~ioW:m&Ye. produce general guidelines on bank 
restructuring to give guidance to missions. Both stafli should work together to ensure a 
consistent approach. Generally, guidelines for each institution would go more into detail 
on the areas of emphasis of that institution within the financial sector. 

9. In countries where the Bank has already been working on the financial sector, it 
should share its agenda with the Fund. The agenda presented to the Fund should be 
consistent with the Bank's overall and regional strategies. 

10. In planning for programs in general and in specific countries or specific missions, 
both sides need to lay out needs and constraints clearly. For example, the Bank needs to 
explain clearly to the Fund limits on its control of consultants financed under projects or 
Borrower-executed trust funds. (On highly sensitive issues where close monitoring of 
advice is important, Bank staff should consider the feasibility, subject to budget 
constraints, of alternative financing mechanisms.) Both organizations must reach 
agreement on target dates, their feasibility and impact on program quality. Allowance will 
need to be made for the need to move quickly in crisis situations. 

11. Last, and most important, is culture. The points above will not produce the desired 
results in the two institutions or in the countries we are assisting, unless there is a culture 
of collaboration. The Bank needs to have a culture in the financial sector of rapid response 
(and develop procedures and resources to better do so), more confidentiality than usual in 
the "open" Bank culture, and clarity in "institutional" positions. 

The Fund needs to develop a culture of more openness and full inclusion and 
consultation of Bank colleagues, including planning and negotiation of programs. It needs 
to brief Bank staff fully on the financial sector and other aspects of Fund programs and 
assure that the authorities adequately brief the government counterparts of Bank financial 
sector missions. 

While changes in culture are extremely hard to achieve, a more collaborative spirit 
will benefit both organizations. It will only occur if there is a clear personal commitment 
by senior managers and if the internal incentive systems of both organizations reward such 
behavior. 
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A WOUNDED ASIAN TIGER 

December 4, 1997 

NEWSHOUR TRANSCRIPT 

With the recent currency crisis and instability in the Asian markets, the South Korean 
economy has fallen on hard times and just this week accepted a hail-out from the 
International Monetary Fund Following a background report, Elizabeth Farnsworth 
explores the cause for the crisis, the recovery plan and what the future may hold for the 
country with four experts. 

ELIZABETH FARNSWORTH: South Korea's double di 't 
economic growth of the 70's and 80's 
was known as the Miracle on the Han 
River, because much of the boom took 
place along that river in and near 
Seoul. It's the same river that refugees 
fled across in the early days of the 
Korean War as invading North Korean troops pushed 
p) outh. The war left the capital city 
~ d the economy of South Korea in 

ins, but rebuilding began as soon as 
ghting ended in 1953. 

he Miracle on the Han 
River. 

The economy picked up steam in the 1960's, and then took 
off. By 1994 South Korea, with 43 million people, was the 
world's largest producer of home appliances, the second 
largest producer of semi-conductor chips, and the second 
largest ship builder, more semi-conductors by last year, 
Korea was the 11th largest economy in the world, as large 

http ://www.pbs.org/newshour/bb/asia/iuly-dec97 /skorea 12-4a. html 

A RealAudio 
version of this 

segment is available. 

NEWSHOUR LINKS: 

December 4, 1997: 
A discussion of the 

bail-out plan for South 
Korea. 

November 26, 1997: 
What did the APEC summit 

accomplish? 

November 25, 1997: 
Asia's leaders search for 

answers at the APEC 
meeting in Vancouver. 

November 24, 1997: 
The APEC shows a grim 

eco • fo cast for Asia. 

October 2B. 1S,17: 
The instatiUIV of Asian 

stocb QlUses:worldwide 
fluctuations •. 

12/S:,/()7 
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as Thailand, Indonesia and Malaysia combined. Kim Hyung 
Won is a former ambassador to the U.S.. 

KIM KYUNG WON: Personally, 
looking back upon my own life, I feel 
as if I have lived through several 
centuries. Korean society went from 
the 18th century to the 21st century in 
a matter of three decades. Just, we 
jumped through history at a dizzying pace. 

The economic slow-down. 

ELIZABETH FARNSWORTH: The dizzying pace slowed 
at the end of the 80's. Economic growth dropped from ten 

ercent or more a year to around 6 
ercent as Korea struggled to adapt to 

he rise of other Asian economies with 
ower labor and other costs. By the 

"d 90's--in the Southern Korean City 
of Pusan, only four Nike factories 

remained of the 16 that had in earlier years produced 2 
million pairs of shoes per month. Nike, like many companies, 
has moved on to Vietnam and other low-wage Asian 
countries. 

Other problems began to emerge from the close relationship 
among the government, banks and conglomerates known as 
"chaebol." These are the huge companies like, Daewoo, 
Hyundai, and Samsung that dominate Korea. Partly because 
of their clout, the government has been unwilling to open up 
the economy to much foreign competition. A visitor to 
Seoul sees almost no foreign cars, for example. 

Page 2 of 4 

October 23, 1997: 
The Hong Kong stock 

market drops 10 percent. 

February 11, 1997: 
U.S. Ambassador James T. 
Laney discusses the labor 
strikes and rallies in South 

Korea. 

November 25, 1996: 
APEC agrees to eliminate 
tariffs on computers and 

telecommunications 
equipment. 

November 21, 1996 
A panel of experts discuss 

President Clinton's 
Asia-Pacific Tour. 

December 28, 1995: 
A report on the arrest of 

two former South Korean 
presidents and the bribery 

charges against the · 
country's top business 

leaders. 

Browse the NewsHour's 
coverage of Asia. 

OUTSIDE LINKS 

The homepage for the 
South Korean embassy in 

Washington, D.C. 

The homepage for the 
International Monetary 

Fund. 

This year Korea's problems multiplied. Several conglomerates went bankrupt, leading to 
ballooning bad loans at the nation's banks, which then tightened credit, causing more 
failures. Seven chaebol have now sought protection from creditors. The situation was 
exacerbated by the currency slides and bank and business failures in southeast 
Asia--which had been a major market for Korean goods. At the Asia-Pacific Economic 
Cooperation Summit late last month, Korea's foreign minister explained his view of the 
cns1s. 

00 CHUNG-HA, Foreign Minister, South Korea: I would like to 
mphasize that the current foreign exchange instability has been 
riggered by the cases of some insolvencies oflarge companies. I 
ave emphasized within the APEC meeting that there is an essential 
ealth of the Korean economy. Now we have been taken, more or 

ess, by surprise by the speculative winds, and we believe this is · 
ecause of some contagion effect that's very much psychological. 

1 - ,~ ,,..._ 
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The bail-out plan. 

ELIZABETH FARNSWORTH: ln the past two and a half weeks, Korea's currency,. the 
won, has lost nearly 30 percent of its value and the stock market has fallen to half its 
value two years ago and is now at its lowest level in more than 10 years. Two weeks ago 
President Kim Young Sam' and other leaders said they would not seek help from the 
International Monetary Fund, which had just given large loans to Thailand and 
Indonesia. But last week, the government began negotiations with the fund, and 
yesterday a $57 billion agreement--the largest IMF loan package ever--was announced 
jointly by the IMF and the Korean Finance Minister. 

LIM CHANG-YUEL: (speaking through interpreter) Today's 
agreement will open a new door for the South Korean economy to 
enter into a new era. 

l\.1ICHEL CAMDESSUS, Managing Director, IMF: I am confident 
that this program will also contribute to the needed return of 
stability and growth in the region. 

LIZABETH FARNSWORTH: The loan deal, which must 
sti11 be approved by the IMF board, reportedly includes $21 
illion from the IMF; $10 billion from the World Bank; $4 
iHion from the Asian Development Bank; and, if necessary, 
22 billion more from other countries, including the United 

States. 

In return, Korea apparently agreed to target next year's 
economic growth rate at 3 percent, down from 6 percent this year; to raise interest rates, 
and to rein in the large conglomerates. Korea's finance minister promised to "make their 
management transparent and refrain from excessive 
borrowing." Yesterday, the Korean government also 
ordered nine merchant banks to suspend operations, giving 
them until March I st to restructure their finances. Finance 
Minister Lim Chang Yuel told the Korean people he was 
sorry. 

,.;;~>$.~'U:,{'o"',~24l<fi :.·:,.,Q~ ,,i..,..i.;~@.it. 
,..,:·.~ ..... ..;;-, 

}''« f'u>l:l•>mit hro\li tit 

ibhe ln!rn.~~ ,1{$11£:t 

Ut'fo lo Umtf+l~lti.>·f"~Ut:. 

LIM CHANG-YUEL: (speaking through interpreter) I apologize on behalf of the staff 
of the finance ministry to the people. The conglomerates have declared bankruptcies due 

o the debts they acquired. And the financial sector has become 
efficient and also heavily in debt. The currency crisis in the 
outheast Asian countries led to our own foreign currency" crisis. We 

. id not respond wisely. I apologize for having to take the bailout 
" ackage from the IMF. 

ELIZABETH FARNSWORTH: The bailout package comes just two weeks before 
presidential elections in South Korea, the third since the end of military rule a decade 
ago. 

1"\/C/rl'"I 
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I. Objectives 

The program is intended to narrow the external current account deficit to below 1 percent of 
GDP in 1998 and 1999, contain inflation at or below 5 percent, and-hoping for an early 
return of confidence-limit the deceleration in real GDP growth to about 3 percent in 1998, 
followed by a recovery toward potential in 1999. 

2. Monetary policy and exchange rate policy 

• To demonstrate to markets the authorities' resolve to confront the present crisis, 
monetary policy will be tightened immediately to restore and sustain calm in the 
markets and contain the impact of the recent won depreciation on inflation. 

• In line with this policy, the large liquidity injection in recent days will be reversed, and 
money market rates, presently 14-16 percent, will be allowed to rise to a level that 
stabilizes markets. 

• Money growth during 1998 will be limited to a rate consistent with containing inflation 
at 5 percent or less. 

• A flexible exchange rate policy will be maintained, with intervention limited to 
smoothing operations. 

3. Fiscal policy 

• A tight fiscal policy will be maintained in 1998 to alleviate the burden on monetary 
policy and to provide for the still uncertain costs of restructuring the financial sector. 

• The cyclical slowdown is projected to worsen the 1998 budget balance of the 
consolidated central government by about 0.8 percent of GDP. The present estimates 
of the interest costs of financial sector restructuring is 0.8 percent of GDP. Offsetting 
measures amounting to about 1.5 percent of GDP will be taken to achieve at a 
minimum budget balance and, preferably, a small surplus. This will be achieved by both 
revenue and expenditure measures to be determined shortly. These may include, 
among others: 

increasing VAT coverage and removing exemptions; 
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widening the corporate tax base by reducing exemptions and certain tax 
incentives; 

widening the income tax base by reducing exemptions and deductions; 

increasing excises, luxury taxes, and transportation tax; 

reducing current expenditures particularly support to the corporate sector; and 

reducing low priority capital expenditures. 

Financial Sector Restructuring 

I. The following financial sector reform bills submitted to the National Assembly will be 
passed before the end of the year: 

• A revised Bank of Korea Act, which provides for central bank independence, with 
price stability as its main mandate. 

• A bill to consolidate supervision of all banks, including specialized banks, merchant 
banks, securities firms, and insurance companies in an agency with operational and 
financial autonomy, and with all powers needed to deal effectively with troubled 
financial institutions. 

• A bill requiring that corporate financial statements be prepared on a consolidated basis 
and be certified by external auditors. 

2. Restructuring and reform measures 

• Troubled financial institutions will be closed or if they are deemed viable, restructured 
and/or recapitalized. A credible and clearly defined exit strategy will include closures 
as well as mergers and acquisitions by domestic and foreign institutions, provided the 
viability of the new groupings is assured. Clear principles on sharing of losses among 
equity holders and creditors will be established. 

• The disposal of nonperforming loans will be accelerated. 

• The present blanket guarantees which will end in three years will be replaced by a 
limited deposit insurance scheme. 

• A timetable will be established for all banks to meet or exceed Basie standards. 
• Prudential standards will be upgraded to meet Basie core principles. 
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• Any support to financial institutions will be given on strict conditions. 

• All support to financial institutions, other than BOK liquidity credits, will be provided 
according to pre-established rules, and recorded transparently. 

• · Accounting standards and disclosure rules will be strengthened to meet international 
practice. Financial statements of large financial institutions will be audited by 
internationally recognized firms. 

• Manpower in the unit supervising merchant banks will be sufficiently increased to 
make supervision effective and to allow proper handling of troubled banks. 

• The schedule for allowing foreign entry into the domestic financial sector will be 
accelerated, including allowing foreigners to establish bank subsidiaries and brokerage 
houses by mid-1998. 

• Borrowing and lending activities of overseas' branches of Korean banks will be closely 
monitored to ensure that they are sound. Nonviable branches will be closed. 

• BOK's international reserve management will be reviewed with the intention to bring it 
closer to international practice. Deposits with overseas branches of domestic banks 
will not be increased further, but gradually withdrawn as circumstances allow. 
Financial institutions will be encouraged to improve their risk assessment and pricing 
procedures, and to strengthen loan recovery; actions in these areas will be reviewed as 
part of prudential supervision. 

Other Structural Measures 

1. Trade liberalization 

Timetables will be set, in compliance with the WTO commitments, at the time of the first 
review, to: 

• eliminate trade-related subsidies; 

• eliminate restrictive import licensing; 

• eliminate the import diversification program; and 

• streamline and improve the transparency of the import certification procedures. 
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2. Capital account liberalization 

• The present timetable for capital account liberalization will be accelerated by taking 
steps to: 

liberalize foreign investment in the Korean equity market by increasing the 
ceiling on aggregate ownership from 26 percent to 50 percent by end-1997 and 
to 55 percent by end-1998. 

effective immediately, for foreign banks seeking to purchase equity in domestic 
banks in excess of the 4 percent limit requiring supervisory authority approval, 
the supervisory authority will allow such purchases provided that the 
acquisitions contribute to the efficiency and soundness of the banking sector; 
legislation will be submitted to the first special session of the National 
Assembly to harmonize the Korean regime on equity purchases with OECD 
practices (with due safeguards against abuse of dominant positions.) 

allow foreign investors to purchase, without restriction, domestic money 
market instruments. 

allow foreign investment, without restriction, in the domestic corporate bond 
market. 

further reduce restrictions on foreign direct investment through simplification 
of procedures. 

eliminate restrictions on foreign borrowings by corporations. 

3. Corporate governance and corporate structure 

• Timetable will be set by the time of the first review to improve the transparency of 
corporate balance sheets, including profit and loss accounts, by enforcing accounting 
standards in line with generally accepted accounting practices, including through: 

independent external audits, 

full disclosure, and 

provision of consolidated statements for business conglomerates. 

• The commercial orientation of bank lending will be fully respected, and the 
government will not intervene in bank management and lending decisions. Remaining 
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' 
directed lending will be eliminated immediately. While policy lending (agriculture, small 

business, etc.) will be maintained, the interest subsidy will be borne by the budget. 

• No government subsidized support or tax privileges will be provided to bail out 
individual corporations. 

• The "real name" system in financial transactions will be maintained, although with 
some possible revisions. 

• Measures will be worked out and implemented to reduce the high-debt-to-equity ratio 
of corporations, and capital markets will be developed to reduce the share of bank 
financing by corporations (these will be reviewed as part of the first program review). 

• Measures will be worked out and implemented to change the system of mutual 
guaranJees within conglomerates to reduce the risk it involves. 

4. Labor market reform 

• The capacity of the new Employment Insurance system will be strengthened to 
facilitate the redeployment of labor, in parallel with further steps to improve labor 
market flexibility. 

5. Information provision 

• There will be regular publication of data on foreign exchange reserves, including the 
composition of reserves and net forward position with a two weeks delay initially. 
Data on financial institutions, including nonperforming loans, capital adequacy, and 
ownership structures and affiliations will be published twice a year. Data on short-term 
external debt will be published quarterly. 
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The program is intended to narrow the external current account deficit to below 1 percent of 
GDP in 1998 and 1999, contain inflation at or below 5 percent, and-hoping for an early 
return of confidence-limit the deceleration in real GDP growth to about 3 percent in 1998, 
followed by a recovery toward potential in 1999. 

2. Monetary policy and exchange rate policy 

• To demonstrate to markets the authorities' resolve to confront the present crisis, 
monetary policy will be tightened immediately to restore and sustain calm in the 
markets and contain the impact of the recent won depreciation on inflation. 

• In line with this policy, the large liquidity injection in recent days will be reversed, and 
money market rates, presently 14-16 percent, will be allowed to rise to a level that 
stabilizes markets. 

• Money growth during 1998 will be limited to a rate consistent with containing inflation 
at 5 percent or less. 

• A flexible exchange rate policy will be maintained, with intervention limited to 
smoothing operations. 

3. Fiscal policy 

• A tight fiscal policy will be maintained in 1998 to alleviate the burden on monetary 
policy and to provide for the still uncertain costs of restructuring the financial sector. 

• The cyclical slowdown is projected to worsen the 1998 budget balance of the 
consolidated central government by about 0.8 percent of GDP. The present estimates 
of the interest costs of financial sector restructuring is 0.8 percent of GDP, Offsetting 
measures amounting to about 1.5 percent of GDP will be taken to achieve at a 
minimum budget balance and, preferably, a small surplus. This will be achieved by both 
revenue and expenditure measures to be determined shortly. These may include, 
among others: 

A:\SUMMARY.MOU December 3, 1997 (6:02pm) 
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increasing VAT coverage and removing exemptions; 

widening the corporate tax base by reducing exemptions and certain tax 
incentives; 

widening the income tax base by reducing exemptions and deductions; 

increasing excises, luxury taxes, and transportation tax; 

reducing current expenditures particularly support to the corporate sector; and 

reducing low priority capital expenditures. 

Financial Sector Restructuring 

1. The following financial sector reform bills Sll,bmitted to the National Assembly will be 
passed before the end of the year: 

• A revised Bank of Korea Act, which provides for central bank independence, with 
price stability as its main mandate. 

• A bill to consolidate supervision of all banks, including specialized banks, merchant 
banks, securities firms, and insurance companies in an agency with operational and 
financial autonomy, and with all powers needed to deal effectively with troubled 
financial institutions. 

• A bill requiring that corporate financial statements be prepared on a consolidated basis 
and be certified by external auditors. 

2. Restructuring and reform measures 

• Troubled financial institutions will be closed or if they are deemed viable, restructured 
and/or recapitalized. A credible and clearly defined exit strategy will include closures 
as well as mergers and acquisitions by domestic and foreign institutions, provided the 
viability of the new groupings is assured. Clear principles on sharing of losses among 
equity holders and creditors will be established. 

• The disposal of nonperforming loans will be accelerated. 

• The present blanket guarantees which will end in three years will be replaced by a 
limited deposit insurance scheme. 

• A timetable will be established for all banks to meet or exceed Basie standards. 
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• Prudential standards will be upgraded to meet Basle core principles. 

• Any support to financial institutions will be given on strict conditions. 

• All support to financial institutions, other than BOK liquidity credits, will be provided 
-according to pre-established rules, and recorded transparently. 

• Accounting standards and disclosure rules will be strengthened to meet international 
practice. Financial statements of large financial institutions will be audited by 
internationally recognized firms. 

• Manpower in the unit supervising merchant banks will be sufficiently increased to 
make supervision effective and to allow proper handling of troubled banks. 

• The schedule for allowing foreign entry into the domestic financial sector will be 
accelerated, including allowing foreigners to establish bank subsidiaries apd brokerage 
houses by mid-1998. 

• Borrowing and lending activities of overseas' branches of Korean banks will be closely 
monitored to ensure that they are sound. Nonviable branches will be closed. 

• BOK's international reserve management will be reviewed with the intention to bring it 
closer to international practice. Deposits with overseas branches of domestic banks 
will not be increased further, but gradually withdrawn as circumstances allow. 
Financial institutions will be encouraged to improve their risk assessment and pricing 
procedures, and to strengthen loan recovery; actions in these areas will be reviewed as 
part of prudential supervision. 

Other Structural Measures 

1. Trade liberalization 

Timetables will be set, in compliance with the WTO commitments, at the time of the first 
review, to: 

• eliminate trade-related subsidies; 

• eliminate restrictive import licensing; 

• eliminate the import diversification program; and 

• streamline and improve the transparency of the import certification procedures. 
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2. Capital account liberalization 

• The present timetable for capital account liberalization will be accelerated by taking 
steps to: 

liberalize foreign investment in the Korean equity market by increasing the 
ceiling on aggregate ownership from 26 percent to 50 percent by end-1997 and 
to 55 percent by end-1998. 

effective immediately, for foreign banks seeking to purchase equity in domestic 
banks in excess of the 4 percent limit requiring supervisory authority approval, 
the supervisory authority will allow such purchases provided that the 
acquisitions contribute to the efficiency and soundness of the banking sector; 
legislation will be submitted to the first special session of the National 
Assembly to harmonize the Korean regime on equity purchases with OECD 
practices (with due safeguards against abuse of dominant positions.) 

allow foreign investors to purchase, without restriction, domestic money 
market instruments. 

allow foreign m.vestment, without restriction, in {he domestic corporate bond 
market. 

further reduce restrictions on foreign direct investment through simplification 
of procedures. 

eliminate restrictions on foreign borrowings by corporations. 

3. Corporate governance and corporate structure 

• Timetable will be set by the time of the first review to improve the transparency of 
corporate balance sheets, including profit and loss accounts, by enforcing accounting 
standards in line with generally accepted accounting practices, including through: 

independent external audits, 

full disclosure, and 

provision of consolidated statements for business conglomerates. 

• The commercial orientation of bank lending will be fully respected, and the 
government will not intervene in bank management and lending decisions. Remaining 
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directed lending will be eliminated immediately. While policy lending (agriculture, 
small business, etc.) will be maintain~d, the interest subsidy will be borne by the 
budget. 

• No government subsidized support or tax privileges will be provided to bail out 
individual corporations. 

• The "real name" systepi in financial transactions will be maintained, although with 
some possible revisiorts. 

• Measures will be worked out and implemented to reduce the high-debt-to-equity ratio 
of corporations, and capital markets will be developed to reduce the share of bank 
financing by corporations (these will be reviewed as part of the first program review). 

• Measures will be worked out and implemented to change the system of mutual 
guarantees within conglomerates to reduce the risk it involves. 

4. Labor market reform 

• The capacity of the new Employment Insurance system will be strengthened to · 
facilitate the redeployment oflabor, in parallel with further steps to improve labor 
market flexibility. 

5. Information provision 

• There will be regular publication of data on foreign exchange reserves, including the 
composition of reserves and net forward position with a two weeks delay initially. 
Data on financial institutions, including nonperforming loans, capital adequacy, and 
ownership structures and affiliations will be published twice a year. Data on short-term 
external debt will be published quarterly. 
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I. u lljec1 in~ 

The program i:. i1111.:11ucu to narrow the external current account deficit to below l percent of 
GDP in 1998 and I ':l':J':J, 1.,;~111L'1in inlialion at or below 5 percent. and-hoping for an early 
return of confidence-limit the decdc1 '1liun in real GDP gro\111.h to about 3 percent in I 99X, 
followed by a rccc,vcry !own.rd potential in 1999. 

2. I\ I ouetnr-y policy Md exchange rate policy 

• To <lcmon!;trate to markets the authorities' resolve to confi vul the present crisis. 
111nnetary policy will be tightened immediately to restore and sust1:1i11 culm in the 
markets and contain the impact of the recent won depreciation on inflation. 

• ln line wirh this pnlk.y, the large liquidity i1tjection in recent days will be reversed, and 
money 111aiket rates, presently 14-16 percent, will be allowed to rise to a level that 
stabilb;es n,arkett.. 

• Money gr llwth lluling l Q98 wllt be limited to a rale consistent with containing inflation 
m 5 percent u1 k:ss. 

• A tlcx.ible e.,changt: iate policy will be maintained, With intervention limited to 
:-111oothi11g vpt:1 at ions. 

3. Fi5ra.' policy 

• A tight fiscnl policy will be mainlaincd in 1998 to alleviate the burden on monetary· 
policy ai,d to provide for the still uncertain costs of restruclu1 iug lhe financial sector. 

• Th~ c:yclical slowdown is: projected to women the 1998 budget balance of the 
l:uwmli<.latcd c:entrnl eovcrnment by about 0.8 percent of GDP. The present estimates 
tirt!te interest costs ot hnanr.1:il sec.tor restructuring is O.i percent of GDP. O!T!letting 
measures amounting to about I.'.) percP.nl of GDP will be taken to achieve at a 
111i11imum budget balance and. preferably, a small s11rpl11s. This will be achieved by both 
rc,·1.:11u1:: aud c,q:,~ndilme measures to be determined shortly. ThP.~P. may include, 
n•Jrung others: 
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increasing YA T covr:rage imd removing exemptions; 

,videni11g the corporate tax base by n::<lucing exemptions and cert!1in tax 
im.:cutives; 

wi<kning the income tax base by reducing exemptions and deductions; 

increa~ing e.xr:iscs, luxury taxes, and transportation tax; 

P.18 

teduclng current expen<hlllres particularly support to the corporate 5cctor; autl 

rcdudu~ low priority capilal expenditures. 

Finnndnl Sector Rc!lruclur'ing 

I . The following financial sector refo1111 l.,ills suhmirted to the National A~~~mbly will be 
pass:er.l before the end of the year: 

• J\ revised Bank of Koren Act, which proYides for centud bank independence, with 
price stability 3:$ its mnin mandate. 

• A bill to consolidate supervision of all banks, including specialized l)i:uik.s, merchant 
banks, securities firms, and insurance companies in an agency with operalional and 
limrndal autonomy, and with all powers nee4ed to deal effectively with troubled 
Jinancial in~tit111inns. 

• I\ bill requiring that corporate financial !1.l:Uements be prepared on a consolidated basis 
x11tl be cenitied by external am.lilurs. 

2. nenrucurrlng and reform measures 

• Ti uuult::<l financial Jnstitutions will be closed or if they are deemed viable, restructured 
a1id/o, 1e~piltdized. A credible and clearly defined exit strategy will in~hule closures 
as well as mergc1 s ctm.1 acquisitions by domestic and foreign institutions, provided toe 
viability vfthc: new grouping::, i:,; 11.:s::;u1ed. Clear principles on sharing of losses among 
equity holders and creditors will be: c:slauiished. 

• The disposal of nonperfonning loans will I.le ai;i;clerated. 

• I he present blanket gunnmtccs which will end in three years will be: 1eplaced by a 
limited dep(•:;il imutance sch~me. 

• 1\ 1imt"t>1hlc ,).fill he e~t.ihfo;hed for all f:.ank5! IC' rneet 0.r e~cccd Bnslc standards. 



,~, 

02:08 04 DEC '97 

• 

• 

. ) -

Pn1dential standard~ will be upgraded 10 meet lJaslc c:or.~ principles. 

/\ ny support to financial institutions will ut: given on strict cnnrlitions. 

P.19 

All support to financial institutions, othc1 than BOK liquidity credits, will be provided 
according to pre established rules, an<l 1ecorded transparently 

Ac:counting standards and disclosure rules will l;c strengthened to meet international 
practic.e. Financial statements oflarge financ:ial insiilutions will be audited by 
inlernarionally recognized firms. 

l\tanpowt!r in the unit supervising merchant bnnks v.ill be sufficiently increased to 
make supervi~ion eflective and to allow proper handling of troubled banks. 

The schedule tor allowing foreign entry into the domestic financial sector will be 
accelerated, inclurling allowing foreigners to establish bank subsidiaries and brokc111.ge 
h(luscs by mid- I Y9K. 

Burrowing and lending activities ol'nvP.rseas' branches of Korean banks will be closely 
111u11i101ed to ensure that they are sound. Nnnv1able. branches will be closed. 

llOK's inte111.1tiomd reserve management will be revicwe.rl with the intention to bring it 
closer to intcmatioual JJI actice. Deposits with pvcrseas branches of 1fomestic banks 
will not be increased further, Lul g111dually withdrawn as circumstances allow. 
Financial institutions will ·be encouraged to i111µwve their risk assessment and pricing 
p1 ocedures, nnd to strengthen loan recovery; actiou:s iu these areas will be reviewed as 
part ~·1' p1 udential supervision. 

01her Stnictur~I Me:u;ures 

I. Tritdc libualizatioi,· 

Tim~rnhl&.s will be set, in compliance with the WTO commitment;, at the time of the first 
review, w: 

• eliminate trade-related subsitlies; 

• diminatc r~shfolivc impoi l licensing; 

• eliminate the import diversification program, ~mtl 

5trcmnlinc nnd improve the transparency uf the impun cenification procedures. 
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( ':rpil:11 :1ccount lihernliznlion 

The present timetahlr. for c.apital account liberalization will be accderated by laking 
,j <:ps to: 

P.20 

liuc.1alize foreign investment in the Korean equity market by increasing the 
ceiling 1111 aAAJegate ownership from 'lo pt"rcent to 50 percent by end--1997 and 
t_o S 5 percent l,y i:nd-1998. 

effective immediatdy, for fr11ti~11 banks seeking to purcha~P. e.qllity in domestic 
banks in excess of the 4 percent limit I equirtng supervisory authr)rity approval, 
lhe i;upcrvismy authority will allow sud1 purchases provided that the 
acquisitions contribute to the cflrciency and souuuness of the banking sector~ 
l~eislation ,viii be submitted to the first special session of the National 
A;s:embly lo harmonize tho Korean regime on equity purc)us.ses with OECD 
prnc.tice.s (with due safeguards ag:iinst abuse of dominant posiliuns.) 

allow IO!'P.ign invesl()r:; to purchase, without restriction, domestic mom;y 
market im;fnm1ents. 

allow foreign investment. without re,;triction, in the domestic corporate bond 
rm11 kcl. 

further reduce resui1,;tio11s 011 foreign direct investment through simplification 
of procedures. 

climinnlc restrictions on foreign borrowings l,y cu1pora1ions. 

3. Corpo1·atc gou·n,aucc a11d corporate struclun: 

• Timetable will be set by the time of the first review to improve the l1 ansptmmcy of 
corpc.,rate balance sheets, including profit and loss accounts, by enforcing acwuuliug 
stai1dards in line with gener..Jly accepted accounting practices, including tlu-ouKh: 

imlependent external audits, 

full di~clMnre, :rnrl 

provision of consolidated stafements for business conglomerate~. 

·r he .::om111cr c.:ial v1ic111i1lion of bank: lending will he ti.lily respected. and the 
gtm:mmcnt will not i11le1 vcm.: in bank management and lending decisions. Kemaining 
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dirnc1ed lendins will be diminatcd immcdintely. While pvli1.:y k.:11Ji11g (11griculture. 
i.mall business, etc.) will be maintained, the interest subsidy will be borne by the 
1.W O (!Cl. 

• No governmr.m s11bsidized support or tax privileges will be provided to bail out 
indiviuual corporation~ 

• The "real name" system in financial transaction~ will be maintained, althoush with 
:some possible revisions. 

• Measure:::, will ue worked out and implemenred ro reduce the high-rlebt-to-equity ratio 
of corporations, ,mu i,;aµital markets will be developed to reduce the .share of bank 
financing by corporations (llie:;c will lJe reviewed as pan of the first program review). 

• l\1easures will be worked out and implcmellte<l to change the system of mutual 
guarantees within conglomerates to reduce the risk it involves. 

4 I .itbor market reform 

• I he capacity of the new Employment Insurance system will be strengthened to 
facilitate the redeployment oflabor, in parallel with further steps to improve labor 
market !'lticih1hly. 

:>. Information provision 

·1 here will be regular publication of data on foreign exch11nge reserves, indudins the 
compusitiun or reserves and net forward position with a two week!- ttelay initially. 
bata on finauchd iuslilulions. including nonperfonning loans. capital adequacy, Anrl 
ownership structures amJ 11llilii1tions will be published twice a year. Data on ~hort.-tem, 
external debt will be publishc:u quar lt:1 lv. 
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financial crisis. The rnpid dct.;riumtion of confiden'-'~, while; partly attributable to the 

c.ontagior1 cffccls of developments in Southcust A3ia., fundamentally reflected sllw..lunu 

wcaknc:-is&:1' in Korea's corporate a.ud financial sectors and the authorities' inability to take 

early and decisive action. Moreov~r, the lac.k. of transparency, particularly regarding data on 

international ~serves and short-L1.mn debt, hampered ellective surveillance. Thus, the current 

s.itw:i.l.iuu i:s i:1 cri:sis that might have been advened. 

In the staff's view, the government'::, comprehensive polic)' package ~p~scnts a welcome am.l 

much needed policy response to address mark.c:L wncems. The bold actions that have already 

been Utkcn provides a good ha~is tor the early return of c.onfidence. Sustainins a tighter 

rm11,;ruc1,;onomic stance in d1e immediate periml ahead should be a priority to restore calm to 

markets and provide:: the: mac1-o~onomic cuuJitiuu:s Lu suppu1t i.:umpn;bcnsi vc ~lructural 

reforms. It would also be important for the politico.I lcudcrs, who have pledged their support 

for the policy .ri..:k,i.~.,, l.n ti' .. ""•" pu1:-He cupport 4ftd footor o~rohip ofth<:> prosz,;un. 

Tig,hte1 mu11~w1")' policy 11t 1.his jum.:ture is particularly important to help srabllize the won and 

11chicvc a. smooth ddju:ilmcnl of the cWTc:nt accow1t. Interest rates and c:x.cbauge n1le:11 will 

need to be continuously monitored lo cm::iun: llw.t thc program's objectives are not undermined 

hy a premature easing of monelar>' puli~y. The prosram contains safeguards sod biweekly 

rc..,·icws to secure. a.1.1 effective monc:t.a.r,1 pulic1. A p1utlc11L fisi;ul pulky should he mainr.ainr.ct 
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restructuring the financial sector. Some upfront. meAi111res have been taken, but it would be 

import.ant to follow tluough iu imph:uu:mliug the ulhc:r needed adjusonents. 

A comprehensive strategy lo restructure the financial sector is o centcrpicc:c: of the program. 

A number or hold action has been taken to address insolvent institutions. Prompt 

implementation of an orderlv exit strategy tor hanks, opening the fmandal sector to foreign 

invc~um;ul, impruving liupc:rvisory and regulatory standards, increased transparency, and 

eliminating government intcrfou:;u~= ii1 l.>1111l UllW.liJ.:l.'!mem and lend.Ing decisions should lay the 

basiB for a sound tinum;iw. ::i;y,tcm. It would abo to impo1ta.nt to follow through lo enact the 

legislation necessary to establish au independent central bank and a consolidated and 

autonomous supervi~ory authority. Th~ Bank. of Korea's reserve management practices ond 

internal controls a:, wc:Jl as monitoring lhe borrowing of" overse-.as branches of domestic 

tina.n,;ial iu:slilulions need to be strenglhcned substantially. 

Significant liberalization of lhc. cu.pitol account i8 envi:sagcd w1dc:r the prog.nun, wiu up front 

action on several key areas have b.:!#n implemented, notably in the flllilllcial secior and foreign 

investment in equity markeb. rt would be. important to follow through on the government's 

policy commitments to acceleraLc liberali7..ation in t.he other areas. 

n,c rci.:cnt experience ha.s demo115t11;1.tcJ tln; i111portt1ncc uf lransparency of economic 

infom1ation for em~1.:tive surveillo.ncc nnd maint.11.i.ning market confidence. It wou.ltl be 

i mf"lortnnl to move ahead wilh lhe timely publication of infomuition on foreign exchange: 



07:38 04 DEC '97 

- 3 -

reserves, composition of reserves and net forward position, shon term debt, and conditions of 

financial :situation. 

In the present environment of financial market turbulence and political uncertainty, there are 

clear risks to the reali7.ation orthe program's nhjective~. The authoritie.~ have taken ditficu1r. 

measures, but need to sustain implementation of their policy commianents. Any policy 

slippage could weaken market scntlmc:nt fwthc:r, compow1d sho11-tc:nu rollover problems, and 

worsen an a.J.rca.dy critical sitw1tion. The present comprehensive reform o.nd libcm.lization 

pro1:,,ram represents a stronc beginning, but its strict and sustained implement VYill be key to 

building the financial and corporate sectors that are needed for Korea to meet the challenses 

of globali7ation. 

There is an urgent nel.':d to improve \:Urporalc 8uvcmance and the eorporate strw.::ture .• The 

program·.~ initial focus i.~ on improving transparcnc.;y, 
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The Honorable Kyung-shik Lee 
Governor 
The Bank of Korea 
110, 3-GA Namdaemun-Ro 
Jung-Gu 
Seoul, 100-794 
Republic of Korea 

Dear Governor Lee: 

December 3 1997 

I would like to thank you for meeting with me during my brief visit to Korea last 
week, and for the very productive discussions we held. I would like to thank you also for the 
kindness extended to me by Mr. Shin and your staff in helping make the arrangements for the 
trip, despite the difficult circumstances. 

We in the IMF look forward to cooperating closely with the Government and the 
Bank of Korea in the coming months, as we endeavor to help you in dealing with the recent 
economic difficulties. I know your determination to again put the Korean economy on the 
right track, and can assure you we will do everything we can to help. 

With thanks and best personal regards 

Yours sincerely 

ft 4 
Stanl~er 



From: 
To: 
Date: 
Subject: 

Peter Heller 
hneiss,baghevli 
12/4/97 5:48pm 
Korean Corporate Governance -Forwarded 

Concerning the earlier request for possible assistance in the governance 
sphere, I pass this on for your consideration. 



From: 
To: 
Date: 
Subject: 

Emil Sunley 
Pheller 
12/4/97 12:39pm 
Korean Corporate Governance 

In my previous incarnation at Deloitte & Touche, I worked closely with Sung-il Chris Park, 
the U.S. audit partner (for over 20 years) who heads the Korean practice for the U.S. firm. 
Our colleagues in the Asian Department, I believe, would benefit from meeting with Mr. 
Park, who goes to Korea every month and is fully knowlegeable about the weakness of the 
accounting standards and profession in Korea. He would have useful insights on what will be 
needed to achieve significant reforms. Mr. Park is a naturalized U.S. citizen, trained at Seoul 
University, the University of Wyoming and the University of Michigan. 

I would be most pleased to arrange for him to come down from New York for a morning or a 
day. 

CC: V summers, LEbrill 
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To: Mr. Fischer · December 3, 1997 

From: Bijan B. Aghevli :)' '.; 

Subject: Korea 

I am attaching the side-letter on prior actions which has just arrived. The Letter of Intent is on 
its way and we will circulate it as soon as we have it. 

Attachment 

cc: Messrs. Mussa, Boorman, Gianviti, Guitian, Munzberg, Williams, Ferran 
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Mr. Michel Camdessus 
Managing Director 
International Monetary Fund 
Washington, D.C. 

Dear J\,fr. Camdessus: 

STRICTLY 
CONFIDENTIAL 

f1Ll,,. 1£J; i,off ~ Seoul, Korea 
1 ......-J · December 3, 1997 

1. The attached Memorandum on the Economic Program outlines the policies that 
Korea intends to implement over the next three years to address the fundamental causes of its 
currentfinancial difficulties, thereby restoring and sustaining market confidence and returning 
the economy to a path of strong sustainable growth. In support of this program, Korea hereby 
requests a three-year stand-by arrangement from the International Monetary Fund in an 
amount equivalent to SDR 15.5 billion. 

2. "As the circumstances did not permit a full specification of the program, the 
government has implemented strong prior actions to demonstrate its seriousness to strictly 
implement its policy" commitments. A full specification of the program will be put together . 
with the assistance of an IMF team. The program will be reviewed by the Executive Board in 
January 1998. This review will expand the scope of performance criteria, set performance 
criteria for March and June 1998, and set structural benchmarks. The main focus of the four 
additional quarterly reviews (in February, April, July, and November) during the first year of 
the program will also be determined at that time. The review under the emergency procedures 
will be combined with the first review under the arrangement in January 1998. There will be 
semi-annual reviews in 1999 and 2000. 

3. We believe that the policies outlined in the attached Memorandum will serve to 
quickly restore market confidence. We are putting in place a comprehensive policy package to 
deal with insolvent and weakened financial institutions, to further liberalize the Korean 
economy, and to improve corporate governance. These reforms will be supported by prudent . 
monetary'and fiscal policies. 

4. Accordingly, in the event the situation stabilizes, as we expect it will, Korea intends to 
forego some of the subsequent purchases and make advance repurchases as soon as conditions 
permit. Furthermore, the Korean authorities are aware that a new facility, called for at the 
Manila summit of Asian Finance-and Central Bank Deputies, on November 19, for the 
provision of short-term financing to augment a stand-by arrangement, is being prepared for 
consideration by the Executive Board of the International Monetary Fund. As soon as such a 
facility becomes available to members, Korea intends to request that its stand-by arrangement 
be amended so as to permit the associated resources remaining to be purchased to come both 

DEC SSIFIED 
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from the credit tranches and from the facility, in a manner consistent with the purposes and 
modalities of the facility. 

5. · The Korean government is firmly committed to implement the policies outlined in the 
attached memorandum and will ensure that the policies are adequate to achieve the objectives 
of the program. The Korean government remains firmly committed to take any additional 

. measures that may be necessary for this purpose. Duringcthe period of the proposed stand-by 
arrangement and thereafter, Korea will consult with the Managing Director of the Fund on the 
adoption of any measures that may be appropriate, at the initiative of either the Korean 
authorities or the Managing Director, in accordance with the Fund's policies on such 
consultations. We will also provide the Fund with such information that it requests on the 
progress made in policy implementation and achievement of program objectives. 

Yours sincerely, 

Bank of Korea 

Chang-yuel Lim 
Deputy Prime Minister and · 

Minister of Finance and Economy 
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Date: 

To: 

·From: 

THE BANK OF KOREA 
110, 3-Ga, Namdaemun-Ro, Jung-Gu, Seoul ·100-794, Korea 
(Telephone: 82-2-759-569S<office>, 82-2-514-4871. <home>) 

Facsimile Transmittal Form 

.. ORIG: TRE 

ce: MR. G.F. TAYLOR 

APD 

Decem bcr 3, l 997 (Total Pages: 1) 

Mr Klau$ Boese 
Deputy Chief or Uperations Division 
International ·Monetary Fund 

(Fax No: 202-623-4661) 

Hyunchul Shin (Fax: No: 82-2-759-SSS>fRICTLY 
Director 
International Relations Offi<• ~FIDE_ NTIAL 

____ 1_·h_e_B_an_k_o_f_K_·o_re_a ________________ ........... -~-,-+-2D/ Lo/C( 7-F'-
Further to my colleague's telephone conversation with you last night, I would like 

to confim, the following matters related to the stand-by credit to be extended to Korea. 

1. On what day will the Bank of Korea be able to make lhe first purchase from d,.e 
!MF under the stand-by arrangement? Is it the same day as that of the Executive Board 
meeting or the following day? 

2. Tf the Bank <)f Korea is able to make the first purchase immediately after the 
Executive Board meeting, what measures should be ta.ken in advance on our part? Do we 
have to send the request form for the purchase prior to the Executive Board meeting? lf so, 
we would appreciate it if you could send us the request fonn as soon as possible so that we 
may ti LI in the details and send it to you by the time you designate. 

3. What amount is available for the first purchase under the stand-by arrangement 
and what percentage is it out of the total amount of the stand-by arrangement? 

4. If we make the first purchase in U.S. dollars, what day's U.S. dollar/SOR rate is 
applied? And what day's Korean won/SOR rate is applied for our bankt.s crediting to the 
Fund's No. l account with us? 

l look forward to hear· 

reg rds.DECLASSIFIED 
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,. . A ; ·, '']\J 
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you as soon as possible, and send rny sincere 

l09S\0 



KOREA 
1997 
Dec. 3 
The IMF notes the successful conclusion of staff discussions with the Korean authorities and 
the pledges of support coming from the World Bank, ADB, and countries in the group of 
potential participants in the supplemental financing support package for Korea. 

Dec.4 
The Board approves and SDR 15.5 billion Stand-By Arrangement for Korea and releases a 
disbursement of SDR 4.1 billion. 
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The Honorable Chang-yuel Lim 
Minister of Finance and Economy 
Ministry of Finance and Economy 
Government Building No. 2 
Kwacheon, Kyunggi-Do, 171-11 
Seoul 
Republic of Korea 

Dear Mr. Lim: 

December 3 1997 

I would like to thank you for the two meetings we held during my brief visit to Korea 
last week, and for the frank and intensive discussions we held. Of course, much has happened 
since then, and I know under what enormous pressure you have been operating. It must have 
been one of the most difficult and critical responsibilities that has been placed on a Korean 
policymaker ever; I believe history will record your role with gratitude. 

We in the IMF look forward to cooperating closely with the Government of Korea in 
the coming months and perhaps years. I know your determination to agJlin put the Korean 
economy on the right track, and I know how much work and dedication that will demand. I 
can assure you we will do everything we can to help. 

With thanks and best personal regards 

Yours sincerely 

~::!tf~ 
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STRICTLY 
CONFIDENTIAL 
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Canberra, ACT 2600 
Australia · ~2l}/ ,2()(1 ~ 

Dear Peter: 

We are very close to agreeing a package of measures with the Korean authorities 
which the Managing Director will recommend to the IMF Executive Board for approval. 

I understand that you discussed with the Managing Director whether Australia would 
be willing to assist Korea financially, contingent upon such an outcome. The Managing 
Director said he would regard this as a most constructive development. 

J:.S li\ 1.2 ACil l. C-

3 l,::c 97 

Several other countries in Asia, North America and Europe, who feel a close 
relationship with Korea have also indicated a willingness to assist should supplementary 

9 : " 0 financing be required. As soon as the Managing Director is in a position to do so, he intends 
to issue a public statement incorporating this wording: 

" .... a number of important economies (including at this stage Australia, Canada, 
France, Germany, Italy, Japan, the United Kingdom and the United States) have indicated 
that, in the event that unanticipated adverse external circumstances create the need for 
additional resources to supplement Korea's reserves and resources made available by the IMF 
and other international financial institutions, they would be prepared to consider making 
available supplemental financing in support ofKorea's program with the IMF. This second 
line of defense is expected to total at least US$[20] billion." 

In the statement, it would be useful to have a broad understanding and consistency 
among participating countries and with the IMF in their public statements about their financial 
commitments. This is why the Managing Director would appreciate your confirmation that we 
may include Australia in the list of countries. Furthermore, and while we could perfectly well 
go along with an unquantified statement of yours, this being a matter for you, an amount of up 
to $1 billion from Australia would be a valuable contribution to this supplementary financing 
arrangement. 

Sincerely yours 

~t.~ 
Stanley Fischer 

Acting Managing Director 
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Hubert/Wanda 

1. I am attaching a chart which Jack keeps shoVvi.ng to indicate how sharply interest rates 
have-declined in Korea. Please reconcile why the rate$ on his chart show a different picture 
than the ones we use, and why is it that the rates we look at arc a better indicator of monetary 
conditions- Also, how is the commitment that short term interest rates would be raised by 
4 percentage points be translated within the next two days. There is n great deal oftcnsio11 
over this issue and Fisher is pressed by Jack to ask the MD not to conclude unless inter.est 
rates actually rise by the agreed amount. 

2. 1 am also attaching a note and tables prepared by PDR providing the portfolio of short 
term debt repayments. Please confi.1111 that this analysis is correct. It shows a very gloomy 
pjcture. 

We have a meeting at 11 :00 a.m. and I would appreciate it if \Vanda will call me back 
by no later than 10:45 a.m. my time. Sorry for this but you can imagine how difficult it is at 
this end as well, albe.it nothing like your end . 

Regards 
STRICTLY 

CONFIDENTIAL 
'1j lo ( 2,o{'f .~ 

Bijan 
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Gene~al con~idetations: 
on the creditor side, we do not have a breakdQwn between banks· and nonbanks. 

Generally, it may be easier to an-ange a rollover of claims held by foreign banks (since bank 
• lending tends to be based more on relations 'With the debtor), but the wil1ingness of such banks 

to roll over may be affected by a tightening of provisioning requirement~ against lending to 
Korea in their country of residence. Willingness to roll over loans to weak institutions will be 
affected by the extent to which n1arkets believe there will be a further round of bank c.Iosures 
and the way in which the creditors of suspended institutions were treated. 

even if creditors were willing to roll over, all Korean agents (bank and nonbank.) can 
be assumed to have become more averse to exchange risk. This will lead to a. decline in the 
demand for foreign currency borrowing) regardless of the supply: 

also, short-term debt appears to be rather spread out among creditors (at least judging 
by the country distribution) making 'a "rush for the exit" more likely. 

Maturities: 
Current estimates are that US$30 b ( over one quarter of the total) falls due in December (this 
seems very large), US$15 bin Qi 1998, US$10 bin Q2 1998-i.e., a total ofUS$55 b over 
the next seven months. One survey (which is being questioned) suggests that US$I6 b of the 
amount outstanding at end-September has already been repaid in Oct-Nov. 

L Foreign borrowing of domestic banks and of foreign branches and afftliates of 
domestic financial institutions 

Outstanding at end~Sept: US$61 b 
(US$26 b by domestic banks,+ US$1 l b "offshore banking of domestic financial institutions". 
+US$24 b by foreign branches and affiliates of domestic financial institutions) 1 

Risk of withdrawal: This lending is likely to be affet,ied by an increase in perceived risk; of 
lending to Korean organizations. AJso, the general considerations above apply. 

Assumed outflows: 
The authorities are assuming 70 percent in the present environment. 
This seems reasonable in the current environment. 
This might fall to, say, 3 0 percent with a credible package. 

1Not entirely clear where borrowing by foreign affiliates and on-lent to domestic banks is 
' classified, but assume there is no double-counting and that foreign affiliates are subject to the 

same pressures as domestic banks. 

~004 
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2. . Branehes of foreign banks 

Outstanding.at end-Sept. 1997: US$14 b 

, Risk ofv.rithdrawal: n can perhaps be assumed that parent banks~ not press for repayment 
if their branches are in difficulties. However, the general considerations above apply. 

Assumed outt1.ows: 
The authorities are assuming "no jeopardy of default", ie (presumably) currently no 

withdrawals. 
This is perhaps overoptimistic in light of the general consideratiuns noted above. 

Assume current outflows of 20 percent. 
These could fall to, ~ay, 5 percent with a credible package. 

3. Resident private sector 

Outstanding at end-Sept. 1997: US$26 b 

r·· Risk of,vithd:rawal: The authorities believe that this debt is largely trade-related and likely to 
be rolled over relatively automatically. The latter would be true for financially strong 
institutions, but may not be true for all. The general considerations apply for nun-Lrade~related 
debt. 

Assumed outflows: 
The authorities are probably assuming none (because of the trade-related nature). 
Assuming most but not all of this is trade-related,. a'.,sume 20 percent in the current 

environment. 
This might fall to S p_erc~nt with a credible pa~kage. 

4. Nonresident Kore~n corporations 

Outstanding at end-Sept. 1997: US$24 b 

Risk ofv.,i.thdrawal and consequences: 2 To the extent that these companies are financially 
separate from their parent and that such separation holds in times of stress (and that both of 
these things are also perceived to be true), the ability of these companies tn roll over their debt 
should be broadly unaffected. Ifit is affected, it can perhaps be assumed that these companies 
,.-.,,ill tum to the financial market in their country of residence (simply paying hlgher interest 
rates), or that the parent company will allow them to struggle/go under. 

2We assume that to the extent that any of this lending was intem1ediated to Korean resident 
corporations, it is captured under 3 above. lf it is not, the amount outstanding and the 
implications of the assumed ,1vithdrawal rate under 3 above would be worse. 

{4J 005 
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A.ssl.1med outflows: None. 

In sum 

In the present environment, we get the follovting estimates for outflows over the year 
~ beginning Oct. 1: 

·~ ... 
. . ' . i 

Authorities, in the present environment: a weighted average of 42 percent. For the 
year Oct 1997-Sept 1998, this would amount to US$43 b. This is broadly consistent with their 
estimate that US$17 bout of a total of US$30 h will be repaid in December, but difficult (but 
not impossible, given tl1c apparent high seasonality) to mesh with their estimate that US$16 b 
was alre.ady repaid by end~November. 

Our estimate in the present environment: a weighted average of 50 percent 
(USS51 billion for the year Oct 1997-Sept 1998). This may be more in line with what appears 
to have happened so far-though again the seasonality.is unclear, and the.data are 
questionable. · 

All in all, 40-50 percent may be a reasonable estimate ofw:ithdrawals in the current 
environment. 

Our estima.Le, with a credible package: 20 percent. Ifthc maturities quoted above are 
.~ right, this would translate into US$6 bin Dec (ifa package is adopted quickly), US$3 bin Ql, 

US$2 bin Q2. This would mean a total ofUS$1 lb through mid-1998, on top of what has 
been repaid so far (a possible US$16 bin Oct-Nov). 

@006 
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Implications of closures of the merchant banks for the financial and the real sector 

• Large exposure of commercial banks to merchant banks. 

As of end-September 1997, commercial banks' (including their trust accounts) claims 
on merchant banks amountto 14.6 trillion won.1 The largest 8 banks account for 77 
percent of this exposure. 

3 of the largest 8 banks, Cho hung, Korea First and Seoul, each have an exposure to 
the merchant banks amounting to 10-12 percent of their total assets. As Korea First 
and Seoul banks are already in ''distress" closing of merchant banks may have 
implications depending on the burden-sharing between different creditors. However, 
this is no argument for not closing the merchant banks as delaying their closure will 
further increase the eventual costs. 

Also, these numbers reflect the exposure of commercial banks to all merchant banks (I 
have requested information on their exposure to specific merchant banks). 

• Large off-balance sheet exposures of the merchant banks 

Commercial paper (promissory notes) sold by merchant banks amount to about 67 
trillion won:. The merchant banks report to the MOFE that about 7 trillion of these CP 
are guaranteed. However, the MOFE has information that the amount guaranteed is 
actually much larger; the Korean Institute of Finance estimates that the CP guaranteed 
by merchant banks are about 60 trillion won which is basically 90 percent of total CP 
sold by merchant banks. CP sold by the 12 technically insolvent institutions amount to 
about 46 trillion won. 

The Korean authorities claim that trust accounts of commercial banks are the holders 
of most of these CP and that closing of merchant banks may lead to instability in the 
financial markets as the holders of the trust accounts will move their money out of 
these accounts. First of all, under the amended deposit insurance act the trust 
accounts are insured. Second, the initial claim is under the issuer (that is the enterprise 
issuing the CP) and not all of th · · · debt.· 

DECLASSIFIED 
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• Merchant banks provide funding to small and medium-size enterprises which do not 
have access to commercial bank funding due to lack of collateral. Closure of some 
merchant banks may affect some of these enterprises if they are unable to shift their 
business to the surviving merchant banks. This may arise as surviving merchant banks 
may have difficulty raising funds due to the uncertainty about their own future 
(asymmetric information argument; public does not know which banks are solvent and 
which ones are not). Also the surviving merchant banks may be more "cautious" in 
extending loans ( credit crunch argument). To the extent that the "orphaned" 
enterprises are current in servicing their debt it will be easier to get funding from other 
sources. 
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From: 
To: 
Date: 
Subject: 

9:00 a.m. 

Sylvie Durand-Jansiac 
Korea 
12/2/97 5:33pm 
Possible Restricted Informal Meeting tomorrow morning, 12/3/97 

As announced today by Mr. Fischer, there may be a restricted informal meeting 
at 9:00 a.m. tomorrow, Wednesday, December 3, 1997 in room 2:530 on Korea. It 
is hoped to arrange a video conference with the Managing Director. If that is 
not possible, an arrangement will be made for an audio conference. Please 
limit attendance to one person per office. Please submit the names of staff 
who will be attending by e-mail to SdurandJansiac or Sriyait. Please be 
advised that staff whose names are not on the approved attendance list will 
not be admitted. 

This meeting is subject to confirmation at 8:30 a.m. tomorrow. 

CC: SECAI, SECDO, SECEB 

~~~ 
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Office Memorandum 

To: Mr. Aghevli 

J. Ferran~<lf 

STRICTLY December 2 1997 
. ' CONFIDENTIAL 

r-:J 'U>( 2,C( 1 Tr'-From: 

Subject: Korea 

The attached table suggests a phasing for disbursements under the arrangement--which would 
tranche the first three purchases on a roughly two weekly basis. For each disbursement we 
have suggested some conditionality based on our impression of the intentions expressed in the 
documents we have seen at Headquarters. It is for the mission to decide if conditions 
associated with each purchase are appropriate--both as to content and timing. 

We would leave it to the mission to decide the specific conditionalities along with the 
authorities. The aim, however, is to have a process which helps to ensure rapid progress in 
implementing the measures that are promised in the letter of intent. 

DECLASSIFIED 
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To: The Managing Director STRICTLY December I, 1997 

CONFIDENTIAL 
Mj 2o I fl.,, I 1 T'-8. 

cf: From: ' Stanley Fischer 6/ 
Subject: Attached 

Attached are two memos as requested, one on what now seem to be the critical issues in the 
negotiation, the other the list of measures that should be passed if the National Assembly 
were called into session. 

I understand from Mr. Neiss that Mr. Lim has called on him to continue negotiations. He has 
agreed to do so, with the goal of narrowing differences, but has told Mr. Lim that the final 
agreement will have to be made with you. It could be though that Mr. Neiss gets most of 
what we are asking for by the time you anive . 

. ~ cc: Mr. Ouattara 
Mr. Sugisaki 
Mr. Neiss/ 

DEC SSIFIED 
Bv-p.-oate-f/¥;, 



• Of /ice Memorandum 

To: 

From: 

Mr. Neiss 

Stanley Fischer 

Subject: Korea-LOI 

December 1, 1997 

Thank you for clarifying the issues we had raised earlier. There are, however, a number of 
outstanding issues which still need to be resolved, perhaps by the Managing Director, if a 
satisfactory agreement cannot be reached prior to his arrival. 

1. The limit of 7 percent set on corporate ownership by a single foreign entity is very 
low and does not allow a meaningful liberalization of the capital market. You should try to 
raise this limit significantly as a prior action. 

2. I understand that the Koreans have agreed to allow foreign ownership of 
commercial banks under certain circumstances. Please clarify this and ensure that these 
circumstances are not defined too narrowly. 

3. The issue of directed lending is critical to an efficient allocation of resources. The 
authorities should be pressed to eliminate all directed credit as a prior action or, at a 
minimum, agree to a timetable for their quick elimination in a relatively short period. 

cc: The Managing Director 
Mr. Cross 

A:\KOR-LOI.WPD December 1, 1997 (10:26pm) 



December 1, 1997 

Issues that Should be Dealt with if the National Assembly is Called 

1. A bill authorizing the issuance of government bonds to replenish the deposit insurance 
fund for guarantees extended to merchant bank deposits (point 4 of prior actions). 

2. The amendment of related laws to allow foreign financial institutions to participate in 
mergers and acquisition of domestic financial institutions (poinf 5 of prior actions). 

3. The increase in the ceiling on aggregate ownership of listed Korean shares (including 
the limit set on single foreign entities), as well as the other changes to further reduce 
restrictions on foreign direct investment, allow foreign investors to purchase money market 
instruments, allow foreign investment in the domestic corporate bond markets, and eliminate 
restrictions on foreign borrowings by corporations (as specified in the 5 bullet points under 
the heading capital account liberalization in the summary of the economic program). 

4. The bills relating to financial sector reform (specified in three bullet points under the 
heading financial sector restructuring in the Summary of the Economic Program). These 
include: the revised Bank of Korea Act, the bill to consolidate supervision of all banks, and 
the bill requiring preparation of corporate financial statements on a consolidated basis. 

A:\4P0INTS.BIJ December 1, 1997 (10:33pm) 
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5 What is the outstanding stock and aver11ge maturity structure Of the Bank of 
rea's foreign currency depo~lt!i at domellliC and oveneu branchc:s1 

the end ufNo"'c::mbcr, the outstanding 3tock of BOK foreisn cw:rency deposits held hy 
cstic finuncinl institutions was US$42 billion, inducting [JSS17 billion at overseas 
ches and US$25 hi Ilion at domestic branches. Deposits to uvcn;cw, uuuichc.s ranged in 

turity from overnight deposiLs (.53 pc::rceut) to maturities of one. month (26 percent) to 
Lw'.itics of one year (21 percent) while domestic branch depositS1 ranged in maturity from 1-
onths (6'1 percent) to 6 months to one year (J6 r,ercent). 

Total Foreign f:urrency Ueposits of BOK 

Nov. 91 
US$ bil, Inten@t ate 

at domestic ban.kl 42 

At Overseas branllhes 
Overnight deposit,; 

Maturities of nne year 
Maturities or one month 

At Domestk branehes 
Maturities of 6-12 month~ 
Mnturlties of 1-J months 

17 
9 

3.5 
4.5 

25 
9 

16 

How much of these BOK deposits carry penalty rates? 

From repo rate plus 
25 bp to LIBOR 
plus 400 bp 

Repo rate plus 2~ bp 
Rc:po 111tc plus 25 bp 

LIBOR 
LIBORto 

LffiOR plua 2S bp 

e deposits carry different rates (as shown ahove)i though almost all the deposits carry some 
eJ of penalty, from 25 basis points :ihove the repo rate to 400 basis points above LIBOR. 

om the 2nd of Oecember. any foreign exchange liquidity support cw:ric~ !I. ~n.iu.l_y ni.Lc uf 
OR plw 400 basis point$. There appears to be some uncertainty on the. opplication of the 

nnlty rale. While we had understood that the penalty rate was changed on new injection of 
uidity (including rollovers), in today's meeting ir wa.-: ~uigested that rollovers were not 

ged the penalty rate. We intend to clarify these issues further tomorrow. 

DECLASSIFIED 
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S; Of /ice Memorandum 
~4R~~-

To: The Managing Director 

<f: From: Stanley Fischer (f / 

Subject: Attached 

December 1, 1997 

STRICTLY 
CONFIDENTIAL 
~ 'lo) ~11 7!P--

Attached are two memos as requested, one on what now seem to be the critical issues in the 
negotiation, the other the list of measures that should be passed if the National Assembly 
were called into session. 

I understand from Mr. Neiss that Mr. Lim has called on him to continue negotiations. He has 
agreed to do so, with the goal of narrowing differences, but has told Mr. Lim that the final 
agreement will have to be made with you. It could be though that Mr. Neiss gets most of 
what we are asking for by the time you arrive. 

cc: Mr. Ouattara 
Mr. Sugisaki 
Mr. Neiss,/ 

DEClASSif IED 



• Of /ice Memorandum 

To: Mr. Neiss December 1, 1997 

From: Stanley Fischer 

Subject: Korea-LOI 

Thank you for clarifying the issues we had raised earlier. There are, however, a number of 
outstanding issues which still need to be resolved, perhaps by the Managing Director, if a 
satisfactory agreement cannot be reached prior to his arrival. 

1. The limit of 7 percent set on corporate ownership by a single foreign entity is very 
low and does not allow a meaningful liberalization of the capital market. You should try to 
raise this limit significantly as a prior action. 

2. I understand that the Koreans have agreed to allow foreign ownership of 
commercial banks under certain circumstances. Please clarify this and ensure that these 
circumstances are not defined too narrowly. 

3. The issue of directed lending is critical to an efficient allocation of resources. The 
authorities should be pressed to eliminate all directed credit as a prior action or, at a 
minimum, agree to a timetable for their quick elimination in a relatively short period. 

cc: The Managing Director 
Mr. Cross 

A:\KOR-LOI.WPD December 1, 1997 (10:26pm) 



December 1, 1997 

Issues that Should be Dealt with if the National Assembiy is Called 

1. A bill authorizing the issuance of government bonds to replenish the deposit insurance 
fund for guarantees extended to merchant bank deposits (point 4 of prior actions}. 

2. The amendment of related laws to allow foreign financial institutions to participate in 
mergers and acquisition of domestic financial institutions (point 5 of prior actions}. 

3. The increase in the ceiling on aggregate ownership of listed Korean shares (including 
the limit set on single foreign entities}, as well as the other changes to further reduce 
restrictions on foreign direct investment, allow foreign investors to purchase money market 
instruments, allow foreign investment in the domestic corporate bond markets, and eliminate 
restrictions on foreign borrowings by corporations ( as specified in the 5 bullet points under 
the heading capital account liberalization in the summary of the economic program}. 

4. The bills relating to financial sector reform ( specified in three bullet points under the 
heading financial sector restructuring in the Summary of the Economic Program}. These 
include: the revised Bank of Korea Act, the bill to consolidate supervision of all banks, and 
the bill requiring preparation of corporate financial statements on a consolidated basis. 

A:\4P0INTS.BIJ December 1, 1997 (10:33pm) 
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To: Mr. Aghevli 

From: J.M. Davis By~Date.j1fe-_ 
December 1, 1997 

Subject: Korea-Draft Sta eport for 1997 Article IV Consultation 

Developments in the last six week have been fast-paced and dramatic. With the negotiating 
team currently.finalizing the outline of a Fund-supported program, perceptions are likely to. 
change further in the short term. Thus, while clearly written and presented, the draft report 
inevitably appears dated and subject to substantial revision. Against this background, we have 
some doubts as to whether it ~s useful to circulate the staff report at this point, instead of 
merging it with the forthcoming program documents. Given these reservations, and the fact 
that we have seen much of the material in the context of the recent brief, we offer only the 
following comments: 

11 We welcome the staff appraisal's call for greater market orientation and 
transparency in the banking system (paragraph 29). An eventual fiscal table should 
include a full treatment of all bank restructuring costs, along th~ lines suggested in 
Mr. Chu's memoranda of November 17 and 20 (also, see below). The staff appraisal 
mig~t usefully call for the withdrawal of "extensi~e informal political"in:fluence" 
(paragraph.16) in the financial sector. 

' It is difficult to assess fiscal policy when the staff is still discussing the contents of 
the new fiscal package, and when 1998 GDP has been revised down so substantially 
relative to the Article IV mission brief of September. The report should quantify the 
estimated budgetary impact of the cyclical slowing in 1998. Concerning the staff 
appraisal, we support the thrust of the recommendations in the first half of 
paragraph 30, but the second half will clearly need to be reviewed in light of the 
ongoing discussions. 

• The report could elaborate on the extent of past government intervention in 
restructuring large companies (mentioned in Box 1) and on the possibilities for 
reducing direct and indirect support to industry. The staff appraisal should strongly 
eschew such support. 

• We look forward to the opportunity to comment on the paragraphs on structural 
policies when they become available. Section D will be important for providing the 
basis for appraising measures to improve labor market flexibility, as well as for 
assessing the costs of a likely rise in unemployment. 

IL:hdh-12/1/97 - C:\\.VIN\TEMP\II..120197.lvffiM 
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Specific comments: 

• In line with the recommendation for a more transparent presentation of the 
consolidated central government balance (paragraph 34), non-transparent quasi­
fiscal transactions should be clearly identified. These include the new.fund for 
special low-interest Joans to troubled financial institutions (paragraph 13) and the 
quasi-fiscal activities of the BOK and the development and specialized banks 
(paragraph 25). 

• It would be useful to indicate why "profit transfers from the BOK have generally 
been zero'' and to justify why "the BOK's support for the financial sector was not 
expected to indirectly influence the budget" (footnote 22). 

• A footnote should spell out the definitions of "problem," "nonperforming" and 
"irrecoverable'1 loans (paragraph 19). 

l4J 002/003 

• In paragraph 21, we suggest replacing "continued to meet" with "reach/' since it is 
our understanding that not all banks currently reach Basle standards. 

cc: PDR, RES, LEG 

Contributor: I. Lienert 
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December 1, 1997 

It is clear that this report has already been largely overtaken by events. Thus, we think that it 
would only make sense for the Board to consider it as a background to the forthcoming 
request for an arrangement While there is also not much to be gained by applying hindsight to 
the appraisal of the situation that was made by the staff at the time of the consultation, some 
of the critical developments and issues deserve to be considered in the proper perspective. 
With this in mind, we offer the following brief comments. 

Exchange rate policy is described as "relatively flexible" in several places (paragraph 1 S and 
paragraph 27, for example). Given the reported heavy intervention by the authorities in the 
f01ward and spot markets to stem the decline in the won for several weeks, the report could 
give more precision to this "relatively flexible" characterization. Further, the reluctance of the 
authorities to increase interest rates as was needed to support exchange rate policy .should .be 
indicated more clearly in paragraph 27, which currently only states that "monetary policy was 
not tightened very much". 

The staff appraisal does not mention some key elements that are necessary for the financial 
reform effort to be successful. In particular, fostering competition, including by allowing the 
entry offoreign institutions, should be mentioned. Also, the role of the extensive controls 
exerted by MOFE on the financial sector, including credit allocation and other management 
decisions, in contributing to the weakness and subsequent crisis in the financial system should 
be mentioned. 

The paper ascribes the high rate of bankruptcies of conglomerates to a number of facts 
including very high investment in sectors such as semiconductors and petrochemicals, and the 
weakening in export prices of semiconductors (pages 7-8). However, none of the five 
bankrupt chaebols (Hanbo, Sammi, Jinro, Kia and New Core)are major producers of 
semi-conductors. 

cc: Mr. Mussa 
Mr. Boorman 
Mr. Hel1er 
Mr. Gianviti 
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INTERNATIONAL MONETARY FUND 

November 26, 1997 

To: Mr. Mussa 

Subject: Korea 

Mike: 

This is highly confidential and for your eyes only. 

Attachment 
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___ Date f 2fo, 
Bijan B. Aghevli 
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To: The Managing Director 
The Deputy Managing Directors 
Mr. Neiss 
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Reinhard Munzberg 
(12-100, ext. 36675) 
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Si Of /ice Memorandum 
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To: The Secretary December 9, 1997 

From: Okyu Kwo~,)~ 

Subject: Korea: Concluding Remarks 

Please take in the following: 

1. Page 4 : 2nd to last paragraph : second sentence, beginning "They expressed ... ". 
Please read as follows " ... resources would be disbursed consistent with the purposes and 
modalities of the new facility. Several Directors also ... ", as was expressed in the Letter of 
Intent. 

2. Please note that my authorities do not approve of the Concluding Remarks being 
made publicly available. 

Attachment 
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Mr. Goldsbrough 
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Thomas Leddy) · 

Subject: Korea-Financing Scenarios 

For 2:00 p.m. meeting today. 

Attachment 

cc: Mr. Boorman 
·Mr.Ferran 
Mr. Burton 
Mr. Hicklin 
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Korea: External Financing Scenarios 

Korea's usable official reserves are low and hemorrhaging. On plausible assumptions, 
reserves are now at the highest level they will record in December; they will be under 
$6 billion by the beginning of next week; and will be virtually exhausted by the end of the 
year. Accordingly, there is an urgent need to mobilize additional capital. 

Two scenarios could be envisaged: The first would be to secure new loans from private 
and official creditors. The second scenario-a debt restructuring-would be the last 
resort. 

• The scenarios are alternatives-it is difficult to see how a restructuring could be 
combined with new borrowings. 

• Time is of the essence-unless additional capital can be mobilized rapidly, reserves will 
dwindle, and there would be merit in calling a halt to an inexorable process of reserve loss. 

Scenario 1: Sovereign Borrowing 

Pros 

Cons 

llci" Avoids a default which would be very costly for Korea and the international 
monetary system more generally (including the erosion of the Fund's catalytic role). 

e Would provide scope for allowing unhedged private sector borrowers to 
reduce their exposure to exchange rate risk while protecting the balance of payments. 

e Gives rise to moral hazard from the perspective of creditors and debtors. 

e Likely to require substantial increase in lending by official creditors in order to 
allow for reduction in exposure of private creditors, which would be of uncertain 
duration and magnitude. 

~ May not be feasible. 

Modalities 

• Contract sovereign short-term lines for $4-5 billion, to bridge to a bond issues in 
early to mid-January 

U:\K.OREA\REST.WPD December 9, 1997 (10:53am) 
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--Would help to limit the magnitude of the reduction in the exposure of private 
creditors to Korea's country risk, while allowing a reduction in creditors' exposure to 
commercial risk. 

--Preferable to have a "plain vanilla" bond issue with an attractive spread 
(300-350 b.p.) than borrowing with more exotic instruments, such as loans with 
exchange rate options (cf Indonesia) which lack transparency and risk to be very 
expensive. 

--Not feasible to have a bond issue before the end of the year; 

--Private sector syndicated bridge would help to ensure a market for bonds, as banks 
would, to some extent, be locked in. 

--Korean officials have little relevant experience with this type of operation. They 
probably require TA (possibly from the New York FRB) with approach to potential 
lead banks and normal fee arrangements. Fund staff would be well placed to help 
authorities evaluate competing financing options. 

• Try to persuade Japan to provide a bridge to AsDB and IBRD loans 

--There would be little point in wasting valuable time in trying to persuade either Bank 
to accelerate their procedures. 

--BIS would not be willing to provide a bridge to a disbursement associated with a 
loan which has yet to be negotiated. 

• Convene meeting of bilateral creditors with a view to the rapid mobilization of 
concerted support 

--Could expand list of potential contributors beyond those from which favorable 
indications have been received (China? Singapore?) 

Scenario 2: Debt Restructuring Options 

Pros 

ll;'ii' Would limit creditor and debtor moral hazard. 

lfi," Would ensure that private creditors contributed to the eventual financing 
package, and avoid a "bailout" financed with a substantial volume of official 
resources. 



Cons 
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~ Could lead to a protracted interruption in Korea's access to international 
capital markets, to the detriment of the prospects for growth. 

ll'.i' Could have severe adverse contagion effects, which are difficult to quantify 
ex ante, and would be impossible to control ex post. 

llfi" Announcing a default shortly after the approval of a Fund a"angement 
could damage the Fund's most powerful weapon-its catalytic role. (I.e., in future 
cases, the approval of a Fund arrangement might not provide financial markets with 
confidence that the need for forced financing through the accumulation of arrears 
could be avoided. Without such confidence it is unlikely that new spontaneous 
financing could be mobilized). 

Modalities 

The strategic objectives are assumed to be: 

ll'.i' To arrange for an orderly restructuring of Korea's external debt that minimizes 
economic dislocation, and facilitates a normalization of creditor relations. 

11'.i' To the extent possible, limit uncertainty and chaotic relations which could have 
severe adverse contagion effects. 

This suggests that the authorities should take decisive steps to impose a moratorium, rather 
than simply suspend their assistance to troubled banks, and allow a creeping default-which 
would gradually engulf the entire banking system-to emerge. 

• The first step would be to impose exchange controls which prohibits payment of 
loans with an original maturity of less than [five] years. 

• To facilitate negotiation of restructuring agreements and limiting economic 
dislocation there would be merit in: 

o Limiting the scope of the exchange restrictions to repayments of principal, 
while allowing payments of interest (including penalty interest) to continue. 

o An official announcement that payments restructured on terms at least as 
favorable as some specified minimum (such as overall maturities of [five] years, 
including [two] years of grace) would be exempted from exchange control 
regulations would help to underscore that Korea's difficulties are a liquidity crisis, 
rather than an attempt to renege on her debt. 
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o The specification of a cutoff date for narrowly defined trade credit could 
facilitate a retention of access to normal trade lines. This could present an obvious 
danger of circumvention-one approach would be to require that new qualifying loans 
be channeled through commercial banks, and that banks found to be involved in a 
circumvention of the regulations would automatically lose their banking licence. 

Following the imposition of exchange controls, the authorities would face two basic choices: 

o Off er to make all debt sovereign 

o Require non-sovereign debt to be restructured without the direct 
involvement of the sovereign 

A. Impose exchange controls; declare debt sovereign, and initiate negotiations 

Pros 

Cons 

--Likely to provide fastest settlement on finest terms (as creditors would have no 
commercial risk). 

--By limiting degree of disorder, may tend to minimize contagion effects. 

--Provided terms are seen as being reasonable (i.e., with an acceptable spread) may 
help to minimize risk of litigation, though risk would remain in respect on the 
guaranteed portion. 

--Could limit moral hazard vis-a-vis original borrowers through the government 
demanding local currency counterpart. 

--Option of reducing private sectors' oversold position by offering to convert foreign 
currency liability into won at a market related exchange rate (i.e., swap rates). 

--Moral hazard; creditors would be "bailed out." While they would be required to 
lengthen maturities, they would suffer no losses with respect to the possible insolvency 
of the original borrowers. 

--It may be possible to limit the coverage of the restructuring to exclude claims on 
entities already in bankruptcy, to the extent that they are not covered by the 
governments guarantee of August, but cannot apply an ex-post test to borrowers 
which are subsequently forced into liquidation. 
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B. Exchange controls; allowing private sector to "work it out" 

Authorities would announce exchange controls, and at the same time announce minimum 
acceptable terms of a restructuring, to indicate that foreign exchange would be made available 
to honor revised terms. 

There would be a question regarding debts apparently covered by the "guarantee" 
announced by the Minister of Finance on August 25. One approach would be for the 
authorities to acknowledge the guarantee, and to accept obligations in respect to loans 
contracted or guaranteed by Korean financial institutions which: 

o were contracted after the announcement; 

o were rolled over after the announcement; 

o included options which entitled creditors to pre-payment after August 25 

~ Under this approach it would not be possible to discriminate between loans contracted 
by solvent and insolvent financial institutions. 

,,-- ~ Much of the short-term debt is reported to be on maturities of six months or less. 
Accordingly, well over half of the stock of Korean financial institutions short-term debt may 
already be covered by the guarantee. 

An alternative approach would be for the authorities to refuse to acknowledge the validity of 
the guarantee. This would: 

o Risk triggering a swirl oflitigation against the Republic of Korea (see arrears 
paper). 

o Likely make an already difficult process even more difficult and protracted. 

On the assumption that the government would acknowledge the validity of the guarantee at 
least on the loans listed above, the non-sovereign portion of debt would be restructured by 
negotiation between private creditors and debtors. 

Pros 

--Commercial risk would be maintained by creditors on that part of the debt. 
Restructured debts would be treated in parallel with other claims in the event of 
bankruptcy. Minimizes creditor moral hazard. 



Cons 

- 6 -

--No danger of litigation against the sovereign in respect of the imposition of exchange 
controls (protected by the Act of State Doctrine). 

--Negotiations between large numbers ofindividual creditors and debtors could be 
complex, and would likely become protracted, thereby delaying an eventual return to 
market access. 

--Complex process of negotiations could have adverse effects on the ability of other 
emerging market economies to weather the storm. 
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Korea's usable official reserves are low and hemorrhaging. On plausible assumptions, 
reserves are now at the highest level they will record in December; they will be under 
$6 billion by the beginning of next week; and will be virtually exhausted by the end of the 
year. Accordingly, there is an urgent need to mobilize additional capital. 

Two scenarios could be envisaged: The first would be to secure new loans from private 
and official creditors. The second scenario-a debt restructuring-would be the last 
resort. 

• The scenarios are alternatives-it is difficult to see how a restructuring could be 
combined with new borrowings. 

• Time is of the essence-unless additional capital can be mobilized rapidly, reserves will 
dwindle, and there would be merit in calling a halt to an inexorable process of reserve loss. 

Scenario 1: Sovereign Borrowing 

Pros 

Cons 

llii" Avoids a default which would be very costly for Korea and the international 
monetary system more generally (including the erosion of the Fund's catalytic role). 

llii" Would provide scope for allowing unhedged private sector borrowers to 
reduce their exposure to exchange rate risk while protecting the balance of payments. 

llii" Gives rise to moral hazard from the perspective of creditors and debtors. 

llii" Likely to require substantial increase in lending by official creditors in order to/ '°~ 
allow for reduction in exposure of private creditors, which would be of uncertain 
duration and magnitude. 

llii" May not be feasible. 

Modalities 

• Contract sovereign short-term lines for $4-5 billion, to bridge to a bond issues in 
early to mid-January 
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--Would help to limit the magnitude of the reduction in the exposure of private 
creditors to Korea1s country risk, while allowing a reduction in creditors' exposure to 
commercial risk. 

--Preferable to have a "plain vanilla" bond issue with an attractive spread 
(300-350 b.p.) than borrowing with more exotic instruments, such as loans with 
exchange rate options (c.f Indonesia) which lack transparency and risk to be very 
expensive. 

--Not feasible to have a bond issue before the end of the year; 

--Private sector syndicated bridge would help to ensure a market for bonds, as banks 
would, to some extent, be locked in. 

--Korean officials have little relevant experience with this type of operation. They 
probably require TA (possibly from the New York FRB) with approach to potential 
lead banks and normal fee arrangements. Fund staff would be well placed to help 
authorities evaluate competing financing options. 

• Try to persuade Japan to provide a bridge to AsDB and IBRD loans 

--There would be little point in wasting valuable time in trying to persuade either Bank 
to accelerate their procedures. 

--BIS would not be willing to provide a bridge to a disbursement associated with a 
loan which has yet to be negotiated. 

• Convene meeting of bilateral creditors with a view to the rapid mobilization of 
concerted support 

--Could expand list of potential contributors beyond those from which favorable 
indications have been received (China? Singapore?) ? 

"-- «tc> ~ ' .,-:---

Scenario 2: Debt Restructuring Options 

Pros 

~ Would limit creditor and debtor moral hazard. 

~ Would ensure that private creditors contributed to the eventual financing 
package, and avoid a "bailout" financed with a substantial volume of official 
resources. 
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11'.i" Could lead to a protracted interruption in Korea's access to international 
capital markets, to the detriment of the prospects for growth. 

11'.i" Could have severe adverse contagion effects, which are difficult to quantify 
ex ante, and would be impossible to control ex post. 

11'.i" Announcing a default shortly after the approval of a Fund a"angement 
could damage the Fund's most powerful weapon-its catalytic role. (I.e., in future 
cases, the approval of a Fund arrangement might not provide financial markets with 
confidence that the need for forced financing through the accumulation of arrears 
could be avoided. Without such confidence it is unlikely that new spontaneous 
financing could be mobilized). 

Modalities 

The strategic objectives are assumed to be: 

11'.i" To arrange for an orderly restructuring of Korea's external debt that minimizes 
economic dislocation, and facilitates a normalization of creditor relations. 

11'.i" To the extent possible, limit uncertainty and chaotic relations which could have 
severe adverse contagion effects. 

This suggests that the authorities should take decisive steps to impose a moratorium, rather 
than simply suspend their assistance to troubled banks, and allow a creeping default-which 
would gradually engulf the entire banking system-to emerge. 

• The first step would be to impose exchange controls which prohibits payment of 
loans with an original maturity of less than [five] years. 

• To facilitate negotiation of restructuring agreements and limiting economic 
dislocation there would be merit in: 

o Limiting the scope of the exchange restrictions to repayments of principal, 
while allowing payments of interest (including penalty interest) to continue. 

o An official announcement that payments restructured on terms at least as 
favorable as some specified minimum (such as overall maturities of [five] years, 
including [two] years of grace) would be exempted from exchange control 
regulations would help to underscore that Korea's difficulties are a liquidity crisis, 
rather than an attempt to renege on her debt. 
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o The specification of a cutoff date for narrowly defined trade credit could 
facilitate a retention of access to normal trade lines. This could present an obvious 
danger of circumvention-one approach would be to require that new qualifying loans 
be channeled through commercial banks, and that banks found to be involved in a 
circumvention of the regulations would automatically lose their banking licence. 

Following the imposition of exchange controls, the authorities would face two basic choices: 

o Off er to make all debt sovereign 

o Require non-sovereign debt to be restructured without the direct 
involvement of the sovereign 

A. Impose exchange controls; declare debt sovereign, and initiate negotiations 

Pros 

Cons 

--Likely to provide fastest settlement on finest terms (as creditors would have no 
cqmmercial risk). 

--By limiting degree of disorder, may tend to minimize contagion effects. 

--Provided terms are seen as being reasonable (i.e., with an acceptable spread) may 
help to minimize risk of litigation, though risk would remain in respect on the 
guaranteed portion. 

--Could limit moral hazard vis-a-vis original borrowers through the government 
demanding local currency counterpart. 

--Option of reducing private sectors' oversold position by offering to convert foreign 
currency liability into won at a market related exchange rate (i.e., swap rates). 

--Moral hazard; creditors would be "bailed out." While they would be required to 
lengthen maturities, they would suffer no losses with respect to the possible insolvency 

of the original borr~wers. ~ c w-e:; r-tt
1 1 b~ Jo,, lt ~ ~o.~ e,~W 

--It may be possible to limit the coverage of the restructuring to exclude claims on 
entities already in bankruptcy, to the extent that they are not covered by the 
governments guarantee of August, put cannot apply an ex-post test to borrowers 
which are subsequently forced into liquidation., ___ ..,,,, h ~, ,e. ? ,,, v·, iJ 
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B. Exchange controls; allowing private sector to "work it out" 

Authorities would announce exchange controls, and at the same time announce minimum 
acceptable terms of a restructuring, to indicate that foreign exchange would be made available 
to honor revised terms. 

There would be a question regarding debts apparently covered by the "guarantee" 
announced by the Minister of Finance on August 25. One approach would be for the 
authorities to acknowledge the guarantee, and to accept obligations in respect to loans 
contracted or guaranteed by Korean financial institutions which: 

o were contracted after the announcement; 

o were rolled over after the announcement; 

o included options which entitled creditors to pre-payment after August 25 \.;J~ 

llii" Under this approach it would not be possible to discriminate between loans contracted) Mf? 
by solvent and insolvent financial institutions. ~ ~ 

llii" Much of the short-term debt is reported to be on maturities of six months or less. 
Accordingly, well over half of the stock of Korean financial institutions short-term debt may 
already be covered by the guarantee. · (~ 

An alternative approach would be for the authorities to refuse to acknowledge the validity of I { 1 ~~ 
the guarantee. This would: ~ "f ~ 

~t--i. 
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o Risk triggering a swirl oflitigation against the Republic of Korea (see arrears 
paper). 

o Likely make an already difficult process even more difficult and protracted. 

1
(--.... 6

1 
rrth-e-assumptton

1 
that the government would acknowledge the validity of the guarantee at {0 

I 
east on the loans isted aboye, the no~oyereign_portion of debt would be restruct_!!red Qy C:lJ'/ 

negotiation between private creditors and debtors. 
» w zmw fr--,.,,,,,< •· -·e:wz:z "''"'11'1t m· - 1111111 mm: ~~"""""'--

c'-_....-• "' . • .., ------------------·-'"--"'-

Pros 

--Commercial risk would be maintained by creditors on that part of the debt. 
Restructured debts would be treated in parallel with other claims in the event of 
bankruptcy. Minimizes creditor moral hazard. 



Cons 
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--No danger of litigation against the sovereign in respect of the imposition of exchange 
controls (protected by the Act of State Doctrine). 

--Negotiations between large numbers ofindividual creditors and debtors could be 
complex, and would likely become protracted, thereby delaying an eventual return to 
market access. 

--Complex process of negotiations could have adverse effects on the ability of other 
emerging market economies to weather the storm. 
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• Of /ice Memorandum 

To: Mr. Boorman 
Mr. Guitian 
Mr. Neiss 

From: Peter Hole 

~~~. 

~~~ 
'STRICTLY 

CONFIDENTIAL 
lwj 2.D / J,-0 l 1 rF' · 

December 9, 1997 

Subject: Adding Korea to Factsheet on Treatment of Private Creditors and 
Shareholders under Fund-supported Programs 

To assist Fund management in responding to media inquiries we urgently need a 
revision of the attached draft factsheet (which has not been released) to add brief factual 
notes on treatment of private creditors, shareholders and depositors under on the Korea 
program, and to update the facts regarding Thailand and Indonesia. Additions to the cover 
page are also needed to clarify any differences in treatment of foreigners and nationals. 

j Could someone in each department please be designated to work with Mr. Russell 
r to produce a revised version by cob tomorrow, December 10? // 

Attachment 

cc: Mr. Anjaria (o/r) 
Mr. Cross OECLA.SSif U?.D 

Bv~Date~'ZI, 



Treatment of Private Creditors and Shareholders under Fund-supported Programs 

An important element of the Fund supported programs with Indonesia and Thailand, designed 
to combat the liquidity pressures in these countries, is restructuring of the financial sectors. 
This requires technically complex and politically difficult reforms. 

One of the fundamental principles of these programs is to ensure that the creditors and 
shareholders of insolvent institutions bear the losses they would have sustained in the context 
ofliquidations conducted under banlauptcy procedures: They have not been "bailed out." 
Whenever public resources are used to support the restructuring of suspended institutions, the 
strategy entails the removal of previous owners (through writing down their equity) and 
replacing management. 

Under the programs, no liquidity support is to be given to insolvent institutions. In addressing 
the problems posed by institutions which are undercapitalized but solvent, and which are 
experiencing liquidity problems, the authorities have provided liquidity support. Such support 
is conditional upon the recapitalization of the institutions. Under the programs, financial 
institutions will undertake incisive restructuring programs, in order to improve their 
operations and to restore them to full financial health. The provision of liquidity to such 
banks avoids a default, although it clearly has the potential to allow creditors to unwind their 
exposure. This should not pose a cost to the public purse, however, as such banks would be 
in a position to repay the liquidity support as their financial health improves. Moreover, in 
light of the measures taken by the authorities under their Fund supported programs, there 
would be much less reason for creditors to wish to unwind their exposures. 

There has also been no "bail out" of holders of publicly traded instruments. Recent months 
have witnessed substantial declines in the market prices of Indonesian and Thai equities and 
bonds. These losses have been borne entirely by the holders of these instruments. 

Finally, it should be underscored that there are no provisions in Fund supported programs for 
special treatment for shareholders of corporations which are forced into bankruptcy. Any 
payments they receive will be strictly in conformity with the applicable laws. In cases where 
national authorities had granted guarantees to certain types of depositors or creditors prior to 
entering into policy negotiations with the Fund, the Fund staff has emphasized to authorities 
that the financial program must contain appropriate measures to ensure that any likely 
recourse to official guarantees can be met while still achieving a sustainable fiscal position in 
the medium term. 

C:\WIN\TEMP\KOREA.FS December 9, 1997 (2:28pm) 
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Treatment of Private Sector under Financial Sector Reforms: The Facts 

Thailand 

Up-front action: suspension of 16+42=58 finance companies (from a total of 91). 

• In unviable companies, shareholders' equity and subordinated debt will be written 
down in the first instance to cover losses. 

• FIDF [the lender of last resort] lending rates have been raised above the highest 
deposit rates in the system and all liquidity support will be subject to conditionality. 

Depositors will be treated as follows: 

• In the 16 suspended finance companies, claims will be restructured in the form of 
nonnegotiable instruments, with 6-60 month maturities depending on the size of the 
claim, and carrying market interest rates; 

• In the 42 other suspended companies, the instruments will be on similar terms, but 
negotiable. 

• In all domestic banks and remaining finance companies, depositors claims will be 
honored promptly in cash (in baht). 

Creditors will be treated as follows: 

• In the first group of 16 suspended finance companies, claims will be renegotiated or 
honored in accordance with liquidation procedures; 

• In the second group of 42 suspended companies, claims will be restructured in the 
form of negotiable instruments similar to the arrangement for depositors, but with an 
interest rate of 2 percent per year, i.e., substantially below market rates; and 

• In all domestic banks and remaining finance companies, creditors' claims will be 
honored promptly in cash (in baht) through the Financial Institutions Development 
Fund. 

C:\WIN\TEMP\KOREA.FS December 9, 1997 (2:28pm) 
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Indonesia 

Up-front action: closure of 16 banks (from a total of 240). 

• Shareholders have had their capital written down. 

• Insolvent banks have been closed and weak, but viable, institutions have been 
required to formulate and implement rehabilitation plans. 

• The government will not guarantee repayment of the liabilities of closed banks except 
for small depositors who will be compensated promptly (within two weeks after bank 
closure) for up to Rp20 million per depositor per bank. Payments to depositors will be 
administered by Bank Indonesia and funded by the government. 

• Bank Indonesia will streamline its lender of last resort function. Loans to illiquid but 
solvent banks will be provided in accordance with stringent acces.s conditions. These 
loans will be collateralized and extended to individual institutions at increasingly 
punitive interest rates. Any emergency assistance to banks to prevent systemic risks 
will be explicitly guaranteed by the government. 
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Of /ice Memorandum 

To: Mr. Neiss 

From: Malcolm Knight 

Subject: Korea--Recent Financial Sector Developments 

~~~~ ~~~\_'­
~C'. 

~(Js --,. 

December 8, 1997 

STRICTLY 
CONFIDENTIAL 
~ 2-01 2Al1 rF. 

Following up on my e-mail message to you of last Friday and your conversation this morning 
with Mr. Balifio, I would like to get your views on the following proposed course of action 
for MAE immediate work on Korea. 

1. Legislation 

The draft legislation on the Korea Bank Act and on the Supervisory Agency is being 
translated. We will review it here in collaboration with LEG. MAE staff in the field, to be 
joined by Mr. Asser (LEG), would then discuss our comments with the authorities. Staff 
would contact headquarters in case the authorities proved unreceptive to the comments, in 
order to seek management support. Mr. Balifio would go back to Seoul later this week to 
discuss these matters, as well as others, as mentioned below. 

The discussions on legal issues will deal not only with technical points but also with sensitive 
topics that have important policy implications. In this connection, I would welcome your 
views as to whether the authorities would welcome the mission, and be prepared to engage in 
meaningful discussions in this pre-election period. 

2. Collaboration with IBRD and ADB 

I share your view regarding the urgency of promptly agreeing with the IBRD and ADB on an 
appropriate distribution of labor among the Fund and those institutions. MAE staff in the 
field have already started collaborating with the IBRD team in Seoul. However, as you 
suggested to Mr. Balifio, it is essential that clear understandings be reached between staff at 
Fund and World Bank headquarters and appropriate contacts be established with the ADB 
before Mr. Balifio leaves for Seoul. Mr. Balifio would follow up on these matters with World 
Bank and ADB staff in the field and, if necessary, would stop over in Manila on his return to 
headquarters for discussions with the ADB. 

// In this connecti~n, we would propose that APD call a meeting early this week with the I/ 
corresponding region staff in the World Bank to endeavor to agree on the distribution of the 
follow-on work on the financial sector. Of course, MAE will be pleased to participate in this 
meeting, and to discuss with you the likely areas of.A.DB irtVolvement. __ _ 

DECLASSIFIED 
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3. Recapitalization of Seoul Bank 

MAE staff in Seoul have just seen newspaper acc6unts indicating that one of the troubled 
commercial banks (Seoul Bank) is being recapitalized by the government. It is unclear 
whether existing shareholders are being made to bear any losses, as provided in point 6, page 
3, of the side letter to the standby. Also, Deputy Prime Minister Lim's letter to the Managing 
Director of December 4 indicates that one of the nine insolvent merchant banks (Cheongsol 
Merchant Bank) had all business suspended, but in the case of the other eight only certain 
activities seem to have been suspended (we are translating the letter of suspension that we 
just received, in order to assess the scope of the measure). 

The MAE mission in Seoul will seek to get a clear understanding of these matters as early as 
possible and report its findings to headquarters. 

J / Given the urgency of these issues, I would welcome an opportunity to discuss these matters // 
I/ with you as soon as possible. / 

cc: Mr. Guitian (o/r) 
Mr. Aghevli 
Mr. Alexander 
Mr. Asser 
Mr. Balifio 
Mr. Downes 



28:10 08 DEC '87 P.01 

~m Of /ice Memorandum 
~f: .. ~;.~ 

CLl Foss I C,A 
..!)\\J, 5" 

STRICTLY 
CONFIDENTIAL 
.Nj ;)-0/ 2A { <t 7-:F'~ 

ASlAIPACIF.lC-i 

To: Mr. Neiss December 8, 1997 

From: Shannini Coore!Y 
Subject: Korea: Adjustor for Performance Criteria on NIR aad NDA 

In the program, the performance criterion on NIR for the fowth quaner of 1997 is adjusted 
upward by the amount of any emergency financing in excess of the baseline and downward by 
the amount of any shortfall (with offsetting adjustments to the perforrnan,;e criterion on 
NDA). Concerns hav~ been raised that the downward adjustor does not include a limit as is 
standard in many programs. Emergency financing, excluding the Fund dra'11ing, in the fourth 
quarter baseline is US$11 billion .. Gi¥en rhe performance criterion ofUS$2.2 billion (adjusted 
for the f'und drawing), this would imply, in th~ worst case (i.e., no financing outside the 
Fund), a NIR oftloor of-US$8.8 billion. While such a potential decumu)ation may seem 
large at first glance, we would argue that this is appropriate in the near term for Korea for the 
following reasons.: 

• 

8 DEC 97 9: 5S 

Although many structural changes are clearly needed, the present macroeconomic 
situation in Korea is not one where a current account adjustment is required because 
of excessive aggregate demand ifOwth. Rather, Korea faces a serious liquidity 
problem due to the non-rollover of short-term external debt. The level of its total 
external debt is quite low in re1ation to GDP and aggregate demand is already 
compressed under the program. While the standard limit on the downward NIR 
adjustor is intended to require more adjustment in the event of a shortfall in 
financing, in the case of Korea, the appropriate response is to finan« the .immediate 
liquidity problems ( conditional on appropriate structural ref'onns) while raising 
interest rates sharply to stem capital outflows. 

• Korea faces an imminent threat of defaulL. The program envisages that if full 
financing were available in December, gross reserves would be built up by USSS 
billion from,US$7.4 billion at end-November. If the non-rollover ofshort-tenn 
external deot continues, Korea would have three alternatives to default. It could use 
up the little gross reserves that remain, borrow in international capital markets, or 
adjust its current account lhrough a further (costly) increase in interest rates. The 
program initially pro¥ides for the first option; i.e., the use of reserves. 

Medium- and long-tenn borrowing would also be an option and the program does 
not limit such borrowing . .However, the amounts which can be raised in the near 
term may be limited. {The Government of Korea stiH faces relatively good tams in 
pri¥ate capital markets). ------

·DECLJ\SSlf IED 

By../--Date~ 
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• Alternatively, there is a {small) chance that the Bank of Korea may be able to 
borrow short-term in private markets to avert a default. The NIR floor allows such 
borrowing to substitute for shortfalls in official financing. The case for not allowing 
such a substitution is weak given Korea's low level of debt, the Government's 
relatively favorable position in private markets, and the fact that official financing 
from bilateral sources would most likely have been shon-term and at market interest 
rates. 

• Borrowing in private markets to aven default would involve a substitution of 
sovereign debt for private debt. However, this does not involve anything new since 
such a substitution was already envisaged in the original baseline projection which 
allowed for official external flnancing. 

• Adjustment, beyond that envisaged in the program, is likely to be costly. In the 
event of a shonfal1 in financing, a limit on the downward NIR adjustor would 
require the Bank of Korea to accumulate reserves, putting further downward 
pressure on the won. As the program includes commitments that a depreciation 
would be countered by funher increases in interest rates as a first line of defense, the 
magnitude o.nd duration of high intereet ra.tes may w~ll be more than 'IIU1t11iru1hle 

• The issue of a limit on the downward adjustor is likely to be moot since the chances 
an:'\ th:;it rhP. Rsmk of Korea. wiH be unable to borrow in private markets. In this 
case, once reserves are depleted-and there is no official external financing-there 
would be liule choice but to adjust in order to avoid default. 

cc: Ms. Tseng 
Mission members 
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Of /ice Memorandum 

To: Mr. Boorman 

From: Matthew Fisher 

Subject: Korea: What Can Markets Calculate? 

The following information is available from wire services: 

(__C ' 'i3 \b ~ 
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CONFIDENTIAL 
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--Usable reserves were $6 billion on December 2 (see today's Blue Sheet); 

--The size and timing of Fund purchases; 

--Short-term debt maturities in December are believed to be $20 billion; 

--No concrete details on the "second line" of defense; 

--Presidential candidate Kim Dae-Jung reversed a pledge he made earlier to honor an IMF 
agreement (see today's Blue Sheet); 

In the absence of information regarding the daily profile of loan maturities, market might 
expect the maturities to be uniform at $1 billion a day. With the low level of reserves, banks 
might expect others to "rush for the exit", and so might assume that only 3 0 percent of the 
loans will be rolled over. Banks may also assume that no transactions fall due on Christmas 
day. 

It is but the work of a moment to calculate that on these assumptions reserves are now at their 
highest level this month; by next Monday reserves would be below $6 billion; and that by year 
end reserves would be less than $1 billion (Table). It is also obvious that any bunching of 
short-term debt maturities would accelerate the decline in reserves. 

Implications 

In the absence of good news in terms of the availability of additional financing, banks' 
propensity to rollover their debt will continue to decline, bringing forward the inevitable 
exhaustion of reserves. 

Accordingly, there is an urgent need to mobilize additional capital, Would suggest: 

--Contract sovereign short-term lines for $ 
early to mid-January. DEC SSIFIED 
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--Try to persuade Japan to provide a bridge to AsDB and IBRD loans (there would [ii 
be little point in wasting valuable time in trying to persuade either Bank to ( 
accelerate their procedures). 

i --Convene meeting of bilateral creditors with a view to the rapid mobilization of I 
'I concerted support. I 

Attachment 

cc: Mr. Leddy 
Mr. Ferran 
Ms. van der Willigen 



' 
Bank of Korea's Official Usable Reserves 

i 

(In billions ofUS dollars) 
Stock Non-rollover Inflows 

End November 7.5 
I-Dec 
2-Dec 6 
3-Dec 5.3 0.7 
4-Dec 5.1 0.2 
5-Dec 4.4 0.7 
6-Dec 4.4 
7-Dec 4.4 
8-Dec 9.2 0.7 5.5 First purchase 
9-Dec 8.5 0.7 

10-Dec 7.8 0.7 
11-Dec 7.1 0.7 
12-Dec 6.4 0.7 
13-Dec 6.4 
14-Dec 6.4 
15-Dec 5.7 0.7 
16-Dec 5 0.7 
17-Dec 4.3 0.7 
18-Dec 3.6 0.7 
19-Dec 5.3 0.7 2.4 Second purchase 
20-Dec 5.3 
21-Dec 5.3 
22-Dec 4.6 0.7 
23-Dec 3.9 0.7 
24-Dec 3.2 0.7 
25-Dec 3.2 0 
26-Dec 2.5 0.7 
27-Dec 2.5 
28-Dec 2.5 
29-Dec 1.8 0.7 
30-Dec 1.1 0.7 
31-Dec 0.4 0.7 

Total 0.4 13.5 7.9 



• Office Memorandum 

To: Mr. Knight December 8, 1997 
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From: 
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Hubert Neiss · · ; 

Subject: Korea 

-STRICTLY 
CONFIDENTIAL 

These are my quick reactions to your memo. 

1. Legislation 

Since the draft laws had already been agreed by the National Assembly previously 
(they only decided to postpone the vote), we should only intervene if there are substantive 
difficulties in the text that would go against the authorities' commitments regarding financial 
sector reform in the LOI. Also, we have to do this very quickly. 

2. IBRD and AsDB collaboration 

I think a meeting with relevant World Bank staff to coordinate activities of the 
MAE and World Bank missions is urgent. I am happy to be present at that meeting which 
should properly be called by MAE and not by APD. 

3. Recapitalization and other issues 

We should discuss these issues as soon as we get a report from the MAE mission in 
Seoul. 

cc: Mr. Fischer 
Mr. Guitian 

.. -·---~-·- ...... _,, .. -" ___ ............. -----, 
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