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m ;@ Office Memorandum Do

To

Ms Tseng

June 30, 1998
From J R Dodsworth _@

Subject Background information for Supplementary Budget

I have received the antached data from MOFE staff indicating the disaggregation of the
1evenue short{ull compared with the projection of the last mission Also attached 1s a

breakdown of unemployment related expenditures that shows implementation performance
undcr the various programs through 27th of Junc
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To Mr Severino
From  Hubert Nexs{H'a\)

Subject Korea Bank-Fund Collaboration

June 29, 1998

A Fund mussion will be in Seoul on July 8-22 to conduct the discussions for the Third
Quarterly Review and to negotiate a new letter of intent Since the Bank 1s taking the lead n
some key areas which also impact the Fund-supported reform program, there needs to be
close collaboration between our staffs regarding the commitments (and timeframe) we will be
seeking from the authonties The three main areas of focus for this review are financial sector
restructuring, corporate restructuring and the social safety net

To ensure close and effective collaboration, we have requested Bank staff to provide mput to
the letter of intent on financial sector and corporate restructuring At a coordinating meeting
on June 19 between Messrs Schweitzer, Aghevli, and Ms Tseng, Fund staff requested, and
Bank staff agreed to provide, a matrix of measures and timing that could be incorporated in to
the Fund’s letter However, this matrix was not provided by the promised date and we were
told subsequently that it would not be possible to supply a matrix at this stage or even later
(July 11) in the field, by the time the Fund expects to start the negotiations on the LOI Bank
staff have indicated that they would keep the Fund mussion fully informed on théwr discusstons
with the authorities and that some input 1n broad terms would be possible towards the end of
the Fund misston The Bank team 1s working toward a SAL 1n early Octc?ber

I would stress that this review 1s important for the Fund, particularly because the market have
been skeptical of the authorities efforts at corporate restructuring so far and are expec’cmg
some sigmificant actions soon to restructure the chaebols There 1s a serious risk that market
sentiment will deteriorate further if a framework for debt work outs 1s not 1n place shortly
along with a concrete plan for restructuring the debt of the largest chaebols President Kim
has also been keen to move ahead quickly and has been pressing the bureaucracy and the
chacbols for actions Given market expectations and the authorities’ own need to show
results, I am concerned that the Bank’s time table 1s too slow

In light of these considerations, 1t 1s of critical importance that a World Bank staff member
join the mussion and be 1n position to provide mnput to the letter of ntent on (1) financial
sector restructuring, (1) corporate restructuring, and (1) the social safety net

I would like to extend this invitation and hope you will be able to meet our request

O \DRAFTS\ANSAC\HNWBLET WPD June 30 1998 (9 18am)
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To Ms Coorcy June 27, 1998

Mr Gudon

Tfrom JR Dodswonh‘@

Subject Korea Credit Guarantee Fund

Atrached some data on KCGE operutions which may be uscful
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1

From James Gordon

Subject Korea—State Department Conference

I attended a U S State Department Conference on June 22 on Korea (schedule attached), where I
presented an overview of the current economic situation The conference was off the record and I
spoke candidly Besides descnibing the severity of the downturn, I noted

. President Kim Dae-Jung’s push for reforms faced opposition from key interest groups
(including the bureaucracy) The recent “death list,”which did no little more than give the
appearance of reform, illustrated these difficulties,

. Japan was the biggest source of risk to the growth forecast because Japanese and Korean
exports compete so closely If the yen was to remam weak, and exports were not to lead
recovery n Korea, fiscal stumulus would have to be considered,

. The “costs” of Korean unification had increased significantly relative to the South’s ability
to borrow (spreads on the sovereign bond over U S Treasuries were currently 450-460
basis ponts, compared to pre-crisis levels of 50-100 basis points)

After my presentation, I stayed on for the rest of the morning session There was a general sense
among participants that President Kim Dae-Jung represented an unprecedented opportunity for
improving mter Korean relations The financial crisis seemed to be having indirect effects on the
North e g, Southern toursts had stopped travelling to the Chinese border areas In addition,
Jeff Frankel of the CEA made the following remarks

. Gtven the crisis 1n South Korea, 1t was fortunate that unification was not occurring now
Not only was the South weak, but the national angst 1t was experiencing might confuse
North Koreans about market economucs,
1

. Korea was unlikely to be able to choose the starting date for unification, but 1t could
influence 1ts speed and sequencing Professor Frankel advocated a 5-year transition period

during which there would be free flows of trade and caprtal, but not of labor, and an
opportunity for North Koreans to assimilate market economics

Attachment

cc Ms Tseng, Ms Kelly, Mr Collyns, Ms Coorey
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Bureau of Intelhigence and Research
Office of Research
U S Deparunent of Stare

Nauonal Intelligencea Council
PRELIMINARY AGENDA

THE TWO KOREAS PROSPECTS FOR ECONOMIC
EXCHANGE AND ECONOMIC INTEGRATION

System Planning Corporation
30™ Floor, USA Today Building

1000 Wilson Boulevard
Arlington (Rosslyn), Virgima 22209
(703) 351-8200
MONDAY, JUNE 22, 1998
830am Registranion and Coffee

900am Opening Remarks

John Garinon, National Intelligence Council

William Brown (Chairperson and Moderator), National Intelligence Council
9 30 a.m Overview of Economic Situation

South Korean Economic Situation
North Korean Economc Situajion

Jamnes Gordon, International Monetary Fund
1000am  Panel Discussion
1020am Break

1030am  Applymg Economic Integration Theory to Korea’s Future

|g1002/004
P2

Whar are the theoretcal end practical economic 1ssies nvolved in opening the two Ko-
veas to economic exchanges and eventual economic wtegration? What gains and c¢hal-
lenges present themselves? What are some analogies—compare Hong Kong-China
NAFTA, EU, Israel-Jordan? Do corporaiions acl in regional or pan-national interest?
Competition issues Must the North and South have compatible economic systems (WTO-
Iike or much tighter EU-like) for orderly integrahion 1o occur? Whas are the pohey i1ssues
and economic considerations associated with grodual nlegrallon Versus shock urafica-

tion—i e , South Korean takeover?

Jeff Frankel, Council of Econoric Advisors

ALL REMARKS ARE OFF THE RECORD AND NOT FOR ATTRIBUTION
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1100am  Panel Discussion
1120am  Assessing the Current Status of Economic Exchange
How 15 South Korea orgamzing itself for integration/unification? New government'’s new
policies How does Pyongyang respand? What 15 the nature and extent of North-South
trade? What trends, commodities, rules and regulations are oypical of current trade
praciices? What 15 the nature of South Korean and Chaebel mvestment interests in North
Korea? How does North Korea's debt problem affect such transactions?
Scott Snyder, U § Institute for Peace
f‘Hf\ e
\/ 1200pm  Workmg Lunch -~ Covnen\ en T"ort\gw Mo rs Raport 0 No Yo

Robert Manrung, Council on Foreign Afiairs

Afternoon Sesstons David Gordon (Moderator) National Economic Couneil
1.15pm Economic Cost and Benefits of Unification

Compare shock unificarion versus gradual integration

Marcus Noland, Institute for International Econoraics

145pm Break
155pm Economic Forces for Integration-What Should we Watch, What Can We
Do?

Are there ways to measure the pressure, 1 e , relative price differences, comparative ad-
vantages, rate Qf return on capitol, mfrastructure, 1 ¢ , cross DMZ electricity, o1l
pipelines, eté

Nicholas Eberstadt, American Enterprise Insutute
210pm Break
220pm Historical/Cultural Forces For/Agalnst Economic Integration
Pre-1945 economic relanionship, 1 e, idustrial north agricultural south, land owner-

ship 1ssues, regionalism—are there cross cutting rivalnies/coahtions, 1 e, far SW—far
-~ NE versus Seoul? Education issues, rehgious issues, divided famly issues

Dawid Steinberg, Asia Foundan%

245pm Panel Discussion

ALL REMARKS ARE OFF THE RECORD AND NOT FOR ATTRJBUTION
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320pm Break

330pm China, Japan, and Russia Perspectives

-

Will Japanese firms compete with South Korea for North Korean resources, labor? Po-
tential for landbridge—China/South Korea Russie/South Korea, Russia/EU-Japan? In-
regrated Korea a threat or an advantage ta C/J/Russia, or don’t care?

Katy OB, Institute for Defense Analysis

400pm Panel-US Palicy, How (and how not) to Work for Korean Integration

Discuss—food aid, KEDO nuclear power project KEDO heavy fuel ol, sanctions,
IMF/World Bank, market developments in North Korea leverage on North Korea, lever-
age on South Korea, leverage on China

William Brown, National Intelligence Council

K A Namkung, The Atlantic Council

John Memll, U S Department of State (Discussant)
Joseph Winder, Korean Economuc Institute (Discussarnt)

445pm Adjournment

ALL REMARKS ARE OFF THE RECORD AND NOT FOR ATTRIBUTION '
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ECONOMICS DEPARTMENT

ECONOMIC AND DEVELOPMENT REVIEW COMMITTEE

1997-1998 ANNUAL REVIEW - KOREA

)

The attached draft Economic Survey of Korea 1s submitted to the Economic and Development Review Commuttee
for consideration

The Annual Review of Korea by the Economic and Development Review Commuttee has been arranged for 10
July 1998 The examuning countries are Australia and Germany

The tables, figures, the annexes and the statistical annex will be circulated separately

It should be noted that the Korean authorities did not have the opportunity to comment on this draft before 1t was
curculated
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x
Subject Korea—Briefing Paper for the Third Quarterly Review Under the Stand-By
Arrangement (

The Legal Department’s only comment 1s marked on the attached page

Attachment

cc FAD, MAE PDT, RES, STA, and TRE
Messrs Schweitzer, Scott, Lierberman, Qureshi, World Bank

gg 111 CZunred



Box 2 Deleveraging of Large Corporations

Reducing debt equitv ranos of the large corporations 1s an essential element of corporate restructuring At
end 1997 debt equity ratios of the top 30 chaebols stood at 604 percent (including financial affiliates)
coripared with mdustrial country norms of about 100-200 percent The magmitude of the effort needed to reduce
debit equuty ratios to these levels 1s demonstrated by an illustrative exercise prepared bv the World Bank Under
favo aole assumptions the standard restructuring options would reduce the debt equity ratio to only about 340
percent 1n two years Reduction ot debt equity ratios beyond this level requires some form of additional
restructuring in the form of debt/equitv swaps debt write down or equity imjections

Options for Reducing Debt Equity Ratios of the 30 Largest Chaebols

Debt Equtv  Debt Equity

(Whil) (W bil) Ratio Assumptions
Stock at end-1997 456 3 756 604
Standard options ’
Increase 1n retained earnings 37 Based on 1996 financial performance
Domestic equity 1ssues 1/ 83 83 Based on 1ssuance during 1989-96 and
stock market capitalization of W 100-
W 120 tnllion
Offshore equuty 1ssues 1/ >3 53 Based 1ssuance over past year !
Debt/equity conversions by banks 160 160 Banhs hold equity up to legal lumt
(15 percent)
Chaebols under court supervision 48 6 19 Debt and equity of these chaebols are
excluded
Foreign investment/asset sales 1/ ~ 120 Based on transactions to date dunng
1998
Subtotal 366 1 106 9 343
Source World Banh
1/ All proceeds used to 1etire debt ,

{

]
liberalization of short-term capital movements, the mussion will discuss the possibilities for
bringing forward prudential regulations on short-term foreign borrowing and foreign exchange

exposures, and on monitoring and reporting requirement_It will also review progress on the

N

authorities’ efforts to strengthen the reporting of off-balance sheet foreign currency-
denominated exposure of financial institutions and to submut legislation to improve corporate

sector external debt data reporting The mussion will also review the progress in developing an

early warning system based on external vulnerability indicators
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From: J. Ferran ( POR )

Subject: Korea--Briefing Paper for the Third Quarterly Review Under the Stand-By
Arrangement

While we agree on the need to adjust the program, we have serious concerns about the
proposed floor for the fiscal deficit and the monetary policy stance, as well as some questions
about the extent of the downward revision to the output forecast.

Fiscal Policy Issues

1. While it may inevitable to accept a widening in the fiscal deficit, we think the brief
goes too far in actually recommending a floor on the deficit. I personally feel strongly that it is
not our business to tell the authorities to go for a fiscal deficit higher than the one they
themselves seem to consider appropriate. I am really concerned about the effect on our
credibility with markets if we persist in this kind of advice. It may very well be that the recent
stability in the Won, notwithstanding the volatility elsewhere in the region, reflects a positive
effect on investors sentiment resulting from the relatively strong fiscal position. Would it not
be logical to think that investors would view the strength of the fiscal position as a positive
factor counterbalancing the expectation of further upward revision of financial sector
restructuring cost? This could give them comfort that there is margin for the use of public
money, if necessary, to capitalize the banking system, without jeopardizing the medium-term
sustainability of fiscal and balance of payments positions. Furthermore, if we insist on a larger
fiscal deficit, shouldn’t we be ready to provide additional Fund resources to finance the excess
at our regular (i.e., not SRF) interest rate? Some clarification of the actual increase in the
deficit that is being proposed would, in any case, be in order; while the text indicates that the
staff will propose a deficit of 4 percent of GDP, Tables 2 and 3 indicate a target of 3.5 percent
of GDP.

Mon licy and interest r

2. It may well be that real interest rates at 15 percent (however the uncertainty of these
calculations, related in part to the projection of expected inflation), are substantially higher
than in the rest of the region. Whether this is an argument for lowering interest rates
substantially is not clear, however. The primary objective of monetary policy should remain
the stabilization of the exchange rate, and the measure of the real interest rate, in and of itself,
does not provide much guidance for the conduct of monetary policy at this time. It would be
preferable, therefore, to suggest that the reduction in rates be implemented only gradually



during the next several months, 1n order to avoid the need for reversals In addition, a further
decline might not be consistent with the increase in the fiscal deficit that 1s being proposed

3 We are uncomfortable with mamntaining the monetary program unchanged from the
last review given the proposed substantial downward revision in economic activity While we
realize that some of this reflects that the much larger than expected decline 1n velocity
evidenced through March, 1t 1s not evident that we should expect further decline for the rest of
the year We think that some tightening of the monetary program would be consistent with the
nomunal GDP revision and, mn hght of the magnitude of the overperformance to program
targets to date, 1t would still provide room for a decline 1n interest rates

Other principal comments

4 We appreciate the difficulties in forecasting the magnitude of the economic
downturn, but we would caution aganst overdoing the downward revisions -- from having
been persistently too optimistic, we should avoid moving to excessive pessimusm The
projection of minus 5 to 7 percent 1s much weaker than the consensus forecast of minus 3 %
percent, and to justify 1t, the staff should present the underlying analysts, including an account
of the carryover effects of where we are now (as evidenced by the existing data)

5 Grven the rapid accumulation of usable reserves to date (Chart 1b), and the further
rapid increase forecast for 1999 (notwithstanding net repurchases to the Fund of nearly $9
billion), we think the authorities may wish to consider turmng this arrangement nto a
precautionary one Remaining purchases are relatively small compared to the stock of Korea’s
reserves and, 1n any case, they would continue to be available to the authonties An
announcement that the program has become precautionary could be expected to have a
posttive signaling effect

6 Does the staff have a view which would be the better way to proceed with corporate
debt restructuring? Does 1t favor the centralized (World Bank favored) approach or the
decentralized (favored by the authonties) approach? We think the decentrahized approach
could work better, with the World Bank providing technical assistance to help the banks
overcome some of the weaknesses 1n their relationship with Chaebols (as 1dentified by the
World Bank) It 1s not clear to us why government officials would be better equipped than
commercial banks in dealing with these matters

7 Is there room for some further reform of the bankruptcy law? We understand that
notwithstanding the revision earhier thus year, there remain problems in this area



Spectfic comments

The bnef 1s missing a work program

Regarding the recent liberalization of short-term capital, we would attach high
priority to bringing forward the 1ssuance of prudential regulations on short-term
foreign borrowing and the associated reporting requirements This 1s particularly
important against the background of a weak banking system and the dangers that
managers will “gamble for resurrection ”

On other structural policies, the mission could also review the progress made, as
mentioned 1n the 1998 Article IV report, in several aspects of corporate
restructuring, including the strengthening of corporate governance, the prohibition
of cross guarantees for' new borrowing, and the easing of restrictions on merges and
acquisttions

Is there scope for including trade reform measures that go substantially beyond what
had been agreed under the program, as had been suggested in the brief for the
second quarterly review?

The mussion should review the authorities’ progress in meeting trade policy
commuitments under the program, including the following (1) liberalization by July
1998 of an additional 40 items presently covered by the Import Diversification
Program, (1) the review of existing import certification procedures, and preparation
of a plan to streamhine them and bring them m line with international practice, by
August 15, 1998, and (1) progress 1n rationalizing all existing subsidy programs

The brief could also clanify whether the proposal to shift the distribution of revenue
between central and local governments would be accompamnied by a parallel shift in
expenditure between central and local governments

The penultimate sentence of para 20 seems to be incomplete

What 1s the timetable for the “implementation of the diagnostic reviews of the
remaining” financial institutions (para 19)?,

cc FAD, LEG, MAE, RES, STA, and TRE
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While we broadly agree with the staff’s position on fiscal policy, we have reservations on the
1dea to convert the fiscal deficit targets into floors, rather than ceilings On monetary and
exchange rate policy, we are not sure the brief strikes the proper balance between exchange
rate appreciation and easing monetary policy We also have serious concerns about the lack of
progress i corporate debt restructuring, as explained below Progress in this area 1s essential
to it Korea out of the crists As a more detailed discussion of approaches to corporate debt
restructuning may be warranted, 1t may be helpful to meet to discuss this 1ssue

N

Monetary and Exchange Rate Policy

The brief states the intention to indicate to the authorities that “there 1s scope for continued
easing of mterest rates, provided the foreign exchange market remains stable”, and proposes
to leave the monetary targets i the program unchanged 1n order to “give the authorities room
to lower interest rates” (para 15) However, we are not sure that, in the current environment,
there 1s room for significantly lower nterest rates As the brief notes 1n the first paragraph, in
recent weeks there has been an erosion in market sentiment, negative repercussions from
continued weakness in the Japanese economy and the value of the yen, and a vartual halt in
portfolio capital inflows, to which we would add the sharp increase in the spread on EXIM
global bonds 1n the last month (Chart 1b) This does not suggest that there 1s much scope for
lowering nterest rates In fact, the argument for lowering mterest rates seems to be that, if the
current drop n inflation holds, real interest rates in Korea will be higher than 1n other Asian
countries ! The problem 1s that, while the current level of interest rates may not be desirable
from the point of view of the banking and corporate situation or the economic recovery, 1t
may be the level necessary to defend the exchange rate As we argue below, other policies
should be implemented to deal more aggresstvely with banking and corporate debt problems,
which ultimately hold the key to the economic recovery Certainly nothing good can come out
of losing the degree of exchange rate stability that has been gamed

1 But note that real interest rates in Korea are much lower than in countries that have (so far)
successfully defended the exchange rate (¢ g Russia or Brazil) Also, we wonder how
sensitive the estimates are to the degree of optimism 1n the inflation projections for the
different countries



More generally, 1t does not seem that the brief strikes the right balance between easnig
monetary policy or allowing some exchange rate appreciation The current strength in the
balance of payments seems to come from the current account, rather than from the capital
account From this perspective, the current level of the exchange rate still seems
overdepreciated Even allowing for cyclical effects, a current account surplus equivalent to 10
percent of GDP 1s difficult to accept as an optimal level

It seems highly mapproprate to leave the cellings on monetary aggregates unchanged The
current program ceilings allow a 40 percent increase in reserve money between May and
December of 1998 and, 1n fact, a nearly 33 percent increase from May to June alone, with lots
of room for increases n NDA through September Clearly the Bank of Korea cannot use all
that room 1n the program without seriously undermining exchange rate stability While, given
the difficulties 1n accurately projecting the demand for the various different aggregates, 1t 1s
understandable that a divergence arise between program targets and the actual evolution of
monetary aggregates, there 1s no reason not to adjust the program ceilings 1n view of current
developments We also note that although the recent drop 1n reserve money seems unusual
(the reasons for 1t are not discussed 1n the brief) the broader monetary aggregates have
remained broadly in line with projections This suggests that an increase in reserve money as
n the program targets would result in a sharp easing of monetary conditions In addition, the
brief could explain other monetary developments in more detail For example, what explains
the large increase i the money multiplier at a time when banks are allegedly reluctant to
extend credit?

Fiscal Policy

It seems quite awkward to convert the indicative ceiling on the fiscal deficit to a floor Would
the mussion really not conclude a review 1f the deficit 1s too low? Would this prompt the
authorities to immediately go on a spending binge to meet the program target? While the
deficit target seems appropnate, the only valid strategy seems to be to convince the authorities
of the desirability of a moderate easing of fiscal policy

GDP Projection

As a matter of principle, we want all area department projections to represent their best
judgement We are definitely not comfortable with the 1dea that economic projections should
be adjusted for political reasons While the adjustment 1n this case seems small (from -6
percent to -5 percent) 1t would still constitute a dangerous precedent

Corporate Debt Restructurmng

We are not convinced that the approach described in the brief will yreld significant results in
the foreseeable future When the FSC unveiled a “death list”, its limited coverage was viewed
as disappointing by markets For example, some chaebols are rumored to have used creative



accounting to window-dress the financial health of their affilhates and have avoided being put
on the hist Even for the companies on the list, the process may be very slow Creditor banks
will reportedly cut off new loans but will not call 1n outstanding loans until hquidation plans
are finalized by the corporates This delay will reduce the urgency of restructuring of
corporates, and chaebols m particular

We are of the view that a more comprehensive approach, possibly requiring an active
mvolvement by the government, will be required to resolve the corporate debt problem and
allow the normal credit mechamsm to resume functioning It 1s clear that debt for equity swaps
by banks cannot be the full answer, as after the conversion the banks will still have weak
balance sheets These operations may also be problematic from the corporate governance
perspecttve Several alternative approaches, which will not use public funds to bail out
corporates, can be envisaged, mcluding the setting up of special purpose vehicles (SPVs) to
restructure corporate debt using private international capital We would welcome further
discussion within the Fund on a concrete plan on corporate debt, which will also help speed
up the restructuring of bank balance sheets We are of the view that the present approach
using an arbitration commuttee and bank creditor commuttees 1s slow and inadequate and will
exacerbate the output contraction

cc Mr Mussa
Heads of Departments
FAD, LEG, MAE, PDR, STA, TRE

Contributors
Mr Borensztein
Mr Chen

Mr Lee

Mr Lall
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From Peter S Heller (FAD)

Subject Korea—Draft Briefing Paper for the Third Quarterly Review Urder the Stand-By
Arrangement

This well-written brief presents a clear picture of developments and the mission’s proposed policy
stance While we agree that the authonities should be urged to consider loosening the deficit, we
would prefer the program to contain a specified deficit target rather than a deficit floor Our
comments explain our reservations about the deficit floor, and list further considerations that should
be taken nto account to determune the appropnate level of the target

\

The defict floor

On balance, we would caution agamnst mtroducing a deficit floor, despite some attractive aspects
The main contra-argument 18 that a floor would leave fiscal management vulnerable to both upside
and downside uncertainties Suppose, for instance, that the authorities raise spending abruptly, but
then revenues collapse (see below) A deficit target would provide guidance on the tolerable imits
to the consequent fiscal gap, while a deficit floor would not On the other hand, if the authorities’
projections are right, and the slump 1s shallower than the mussion expects (so that, inter alia, revenue
remains buoyant), the interpretation of the deficit target as a floor could lead to an expenditure
effort which 1s larger than needed for the recovery '

More generally, market reaction to the deficit floor and the consequences for public relations may
no}be unambiguously positive There 1s no obvious mechanism by which a deficit floor would
contribute to easing financial strains Rather, the market 1s likely to worry about the additional
pressures on financing needs and nterest rates, and the mgher band of uncertamty surrounding
them And the public expects the Fund to be, above all, prudent

The deficit target for 1998

While there appears to be a strong case for a fiscal sumulus, the 3%2-4 percent of GDP deficit target
should be substantiated before 1t 1s ncluded in the program, by clearing up several outstanding
issues during the mission

The likelthood of waste would be exacerbated by the concentration of the spending 1n the second half of the year
since the fiscal deficit has been significantly below target so far thus year



. As discussed in my May 21 note to Mr Fischer, FAD has reservations about the estimates
of the cyclical impact on the deficit (paragraph 9) Since then, we have made some
progress towards developing the methodology, but have been stymied by the unavailability
of details on the budget The mussion should put high prionity on receiving sufficiently
disaggregated budgetary projections to allow 1t to calculate the line-by-line budgetary
impact of changes 1n key parameters, with a view to establishing firmer projections of the
no-policy-change budget

. This baseline should form the starting point for articulating a more pointed fiscal strategy
for lessening the recession The appropnate deficit target could be aclueved by adjusting
the no-policy-change deficit by, say, a tax reform which 1s less-than-revenue-neutral (at
least 1n the short-term), and other transparent and non-discretionary tax cuts New
expenditures could focus on items which would boost employment

. It would be important for the mission to address up-front the financing implications of the
higher deficit, 1t 1s not immediately clear how much could be financed, gtven the near-term
constraimts in the market Further, it may be rash to base the case for expansion on the
argument that Korea’s debt ratio 1s low, unless information 1s available on the debt of
other parts of government and public enterprises, and on firm projections of the near-term
costs of bank restructuring (paragraph 10)

. The suggestion in paragraph 8, that the mission may have to use an unrealistically high
GDP projection 1n the program, exacerbates our previous concerns that the revenue
projections may be too optimustic (despite the recent nomunal revision, which does not
take mto account the shift in composition of GDP away from traditional tax bases) Since
budgets and fiscal targets cannot respond agilely to rapidly changing assumptions, 1t would
be important for the revenue projections to be based from the outset on the most
cconservative GDP projection, rather than depending on “frequent adjustments to the
projections”

The social safety net )

Box 1 1s very useful The only proposal that might be questioned 1s the suggestion to shift ehgibility
to a mmmmum employment, rather than contribution, period, this would be unusual, and 1s not a
vizble long-term strategy It would be preferable to establish 1t as a temporary measure, valid for the
next six months (until those newly eligible catch up with contributions) This would appear to be in
line with World Bank views on needed reforms More generally, 1t would be important for the
mussion to 1dentify and reconcile possible differences with the Bank 1n policy recommendattons in
this area

If, despite all these amendments, a large share of the labor force remans outside the safety net, the
elaboration of some self-targeting schemes 1s probably called for Public works, and the free ,
distnibution of lower-grade foods, are traditional examples

cc LEG, MAE, PDR, RES, STA, TRE, Mr Tsibours

Cont‘rlbutors J Davis, A Cheasty, L Perez, W Mahler, S Barnett, M Verhoeven

{
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From  Sean Hagan %’ ¢ L(‘:‘.(—,—)

Subject Korea—Briefing Paper for the Third Quarterly Review Under the Stand-By
Arrangement

The Legal Department’s only comment 1s marked on the attached page

Attachment

cc FAD, MAE PDT, RES, STA, and TRE

Messrs Schweitzer, Scott, Lierberman, Qureshi, World Bank D
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Box 2 Deleveraging of Large Corporations

Reducing debt equitv ratios of the large corporations 1s an essential element of corporate restructuring At
end 1997 debt equits ratios of the top 30 chaebols stood at 604 percent (including financial affiliates)
coripared with industrial country norms of about 100-200 percent The magmnitude of the effort needed to reduce
debt equity ratios to these levels 1s demonstrated bv an 1illustrative exercise prepared bv the World Bank Under
favoe aole assumptions the standard restructuring options would reduce the debt equuty ratio to only about 340
percent 1n two years Reduction of debt equity ratios beyond this les el requires some form of additional
restructuring in the form of debt/equitv swaps debt write down or equitv injections

Options for Reducing Debt Equity Ratios of the 30 Largest Chaebols

Debt  Equitv  Debt Equty

(Whbi) (W bil) Ratio Assumptions
Stock at end-1997 456 3 756 604
Standard options
Increase 1n retained earnings 37 Based on 1996 financial performance
Domestic equity issues 1/ 83 83 Based on 1ssuance during 1989-96 and
stock market capitalization of W 100-
| W 120 tnilion
Offshore equuty 1ssues 1/ 53 53 Based 1ssuance over past year
Debt/equity conversions by banks 160 160 Banks hold equity up to legal lumt
(15 percent)
Chaebols under court supervision 48 6 19 Debt and equuty of these chaebols are
excluded
Foreign investment/asset sales 1/ 120 Based on transactions to date during
1998
Subtotal 366 1 106 9 343

Source World Bank
1/ All proceeds used to retire debt

liberalization of short-term capital movements, the nussion will discuss the possibilities for
bringing forward prudential regulations on short-term foreign borrowing and foreign exchange
exposures, and on monitoring and reporting requirementy_It will also review progress on the

/
authorities’ efforts to strengthen the reporting of off-balance sheet foreign currency-

denominated exposure of financial institutions and to submut legislation to improve corporate

o~

sector external debt data reporting The mussion will also review the progress in developing an

I
early warning system based on external vulnerability indicators
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From  Carl-Johan Lindgren %/ (M AE)

Subject Korea Briefing Paper for the Third Quarterly Review Under the SBA

We broadly agree with the thrust of this clear and comprehensive paper In principle, we agree
that a further easing of interest rates would be approprate, subject to continued stability 1n the
foreign exchange market As regards, the latter, however, we wonder whether the brief could
give further details as to how this proviso would be interpreted mn cases where the won comes
under pressure because of exchange rate developments elsewhere 1n the region Alternatively,
should the won appreciate, would the program envisage an immediate mterest rate response?

We agree with the mission’s positions on financial sector restructuring In paragraph 20,
however, we would prefer a more neutral reference as to the effect of corporate debt
restructuring on the timetable for tightening hnuts on large exposures and on connected
lending The restructuring of corporate debt may well lead to cases mn which short-term
corporate debt gets transformed into longer-term debt (and in"some cases even into equity)
Accommodating those cases would most likely delay the tightening of the limits (A possible
way out would be to tighten the limuts but allow for them to be exceeded when the excess 18
linked to corporate debt restructuring cases, other possibilities can be envisaged also )

Tt would be appropriate to ndicate in paragraph 13 that the fiscal costs related to bank
restructuring would include only the interest costs Simularly, it would be useful 1if the brief
were to clarify that (a) the use of public funds for the purchase of nonperforming loans
(paragraph 18) should include the possibility—in line with the May 4 Letter of Intent—of
such purchases from sound banks where this 1s to be done to facilitate mergers, and (b) the
proposal to bring forward prudential regulations on short-term foreign borrowing
(paragraph 26) refers to measures already included in the May 4 Letter of Intent

Paragraphs 23 and 24 may need to be updated in light of yesterday’s press reports on the
functions of the arbitration commuttee In paragraph 25, divestiture of assets should be added
to the hist of alternatives for chaebols to reduce their debt/equity ratios

Finally, the revision of the Foreign Exchange Management Law (paragraph 26) may mnvolve a

number of complex 1ssues In this context, we note that the Korean authonties have already
contacted MAE to provide documentation on a wide range of issues related to capital account

o \DR!I\FI'S\MR\EM\REVIEWS\KOREA.WPD June 26 1998 (11 15am)



liberalization MAE would be prepared to assist in the asm?ssment of the revision to the law,
possibly, 1f thought appropriate, m the context of a short mission

Editonal

Page 1, Box In the last bullet pomt, replace “prudential” with “prudent ”

()

Paragraph 11 “mussion” should replace “mss ”
The sentence 1n the third line from the bottom mn paragraph 20 1s incomplete

In the Annex on Fund Relations, under X, the first reference (which deals with
Mr Nordman’s visit) should be changed from mussion to expert visit and the dates should be

May 24-30 Also, there should be a reference to Mr Michael Smuth’s expert visit, on
corporate debt workouts, which took place June 3-10

cc FAD, LEG, PDR, RES, STA, and TRE
Mr Guitian

Contributors
Mr Balifio
Ms Milne
Mr Laurens
Mr Hayward
Mr Musalem
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From Anna Vahdata

To WTSENG, CCULLATI

Date 6/26/98 1 16pm

Subject KOREA, Briefing Paper - NO COMMENTS FROM STA

The Statistics Department has no comments to offer on your draft paper,
your records the reviewer 1is Claire Lauksila

cc FADREV,LEGREV,MAEREVIEW,PDRCOMMENT,RESREVIEW,TRERE
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To: Mr. Knight June 25, 1998

From: Okyu Kwon /@,M

Subject: Korea

I would like to thank you for providing the valuable information on foreign
exchange systems, which, I believe, could contribute to my authorities’ final touch in the
amendment process of relevant foreign exchange laws.

However, regarding your suggestion to send a small mission to Korea to discuss
this matter, my authorities believe that it is not desirable since the amendment process of
relevant laws is in the final stage--waiting for submission to the National Assembly soon.
Indeed, my authorities believe that prompt action is very important at this moment since
several public hearings were already held for both domestic and international societies, and
close consultations were held with staff of the IMF and the World Bank through the Resident
Representative office in Seoul. Their opinions seem largely reflected.

I think my authorities appreciated your suggestion even though they could not
accept it.

cc: Mr. Aghevli



INTERNATIONAL MONETARY FUND

June 25, 1998

To Peter Hole

Subject Draft Letter to Financial Times Responding to
Professor Wade

Thank you for the draft letter Itook the liberty to make some
changes and take out the second paragraph since the earlier
gaimns m the stock market and exchange rates have been lost

Attachment

\@daTTseng

(4-320, ext 37182)




June 25, 1998

Editorial Page Editor
The Financial Times
London

United Kingdom

Dear Sir

Professor Robert Wade likens current cautionary monetary policies to “water torture,” but his
advice to Asian countries (June 23 article) to “lower interest rates to near zero and step on the
monetary gas” in an effort to inflate themselves out of crisis could plunge them mto further
rounds of destabilizing currency depreciations Moreover, the situation m Japan illustrates that
interest rates near zero are not a panacea for an economy with a structurally weak banking
system It would be equally dangerous to accept Wade’s counsel to jettison the “far-reaching
structural reforms,” especially bank capital standards, that Asian countries are implementing at
IMF urging Pretending nothing was wrong with domestic financial systems and corporate
governance helped bring on the crisis Abandoning corrective action and reverting to
“channeling credit” would surely make things worse, not better

Monetary and fiscal policies are already adjusting to mitigate the sharp economuic slowdown
Korea’s overmght interest rates have fallen 30 percent at end-1997 to below 15 percent now,
and Thaitland’s from 25 percent to 17 percent Larger fiscal deficits are projected to
accommodate higher spending on social support costs, the need for which has been
consistently emphasized by the International Monetary Fund, as well as weaker revenues On
this evidence, radical course corrections by the countries at the center of the crisis do not
seem warranted

Sincerely,

[APD senor staff or others?]



1998-JUN-1B8 23 56 FROM {‘("’p\] TO 282 623 4735 PAGE @81

eer Foss
K
e 0
waY, 2 =
oHATs,, . QW\
:@‘ Office Memorandum s, ;.
To Ms Tseng | June 25, 1998

Mr Balino
From J R Dodsworth

Subject Korea Financial Sector Restructuring Plan

Over the last tew days, I have had discussions with FSC' to relay comments from Fund and
World Bank staff on the FSC Restructunng Plan that was released on June 19 The
authorities’ responses may be helpful as mput to the next rounds of discussions

| Under what conditions will public resources be used and how do the authonties
plan to meet the LOI cntena that existing or new shareholders should be making a
contnibution of new capital? y

On this question, the authornities recogmize that new pnivate capital 1s an important

element 1n overall financing (W 20 trillion 1n the May 30 announcement) and that

public resources should be used to encourage the shareholders’ contribution In the
) context of bank restructuning, public resources are expected to be used n two ways

First, in P& A operations’, public resources would be used to (1) fill the financial
gap In the weak bank and (11) reconstitute the capital ratio in the (stronger)
recewving bank which will be receiving additional nsk assets * [n P&A operations,
thcre would be no expectation that a shareholders’ contnbution would be a
condition for the use of public resources

In the second situation, 1 € 1n promoting an M&A operation, there would be an
expectation of a contnbution of new capital from the shareholders of the new
(merged) bank The extent and timing of the increase in capital from shareholders
would be agreed and included 1n a MOU prior to the 1njection of public funds,
however, the timing of the capital contribution would be some time after the merger

' { met Chairman Lee, Mr Won Young Yon, Director General, and Mr Kang,
Director, Financial Sector Restructuring Unit

? Straightforward liquidations are expected only for nonbank financial institutions

3 There are two views on the extent to which the recetving bank should be
compensated-- FSC behieve 100 percent, MOFE beliecve 50 percent
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has been completed The expected delay would be six months or less At this
stage, the FSC has not worked out the cnteria for setung the amount of new capital
that would be expected

Public resources are also expected to be used 1n a more general recapitalization of
banks which will be pursued separately from the restructunng program This will
be an extension of the earlier program for purchase of subordinated debt 'The
resources available for this program will be enhanced by W 1-2 trtllion in coming
months Individual banks will benefit from the program according to their record
of co-operation 1 rolling over SME debts The FSC stressed that this was 1n line
with a long-standing political commutment from the President, that the program
was separate and not related to the restructuring plan, and that the program would
be limited 1n amount as described above

2 How does the plan ensure that P&A and M&A operations do not financially
weaken or deteriorate the cost structure of the sound banks that are participating?

For P&A operations, while the assets and habilities to be transferred are expected
to be balanced--and addstional capital wall be injected mto the recipient bank as
indicated above to reconstitute the capital ratio--there 1s a concern, shared by FSC
officials, that the deteriorating trend of the transferred asset portfolio may leadto a
worsenmng of the situation 1n the sounder bank It 15 also not clear what will happen
n the P&A operation to fixed assets, workers, and management of the weak bank
While P&A can work like a hquidation and FSC officials maintatn that there will
be no obligation on the sound bank to take over branches, managers, personnel, etc,
there may well be pressures on the sound bank to take over the full operations of
the purchased bank, thereby lowenng efficiency levels ’

The FSC officials stressed that under the current law, P&A has to be voluntanly
accepted by the recipient bank with acceptance by at least two-thirds of 1ts
shareholders Tt 1s therefore, necessary for the authonties to offer sufficient
Ancentives, including any required restructuring, for the deal to be accepted
Under a forced merger, the FSC intends to receive a management improveraent
plan that will be incorporated 1n a2 memorandum of understanding from the parties
involved The new merged bank will thus be subject to meeting quarterly
benchmarks reflecting the efficiency of 1ts operations, and not just meeting a
schedule for minimum capital ratio  Further work 1s needed n formulating the
specific benchmarks to be used, but vanous cost indications and personnel ratios
are being considered

3 What are the authonties plans for obtaming further information and performing
additional analysis on the twelve undercapitalized banks, and what are plans for
next round?
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For the first twelve banks, once the current diagnostic reviews are completed (July
15) there are no plans for further external evaluation of this type, through the
remaining banks would be under intensive supervision The diagnostic reviews on
the second twelve banks will need to be completed by end-August and talks will
begin soon with accounting firms The authorities will do their best to get
cosigning agreements with intematonal firms, provided the target deadline can be

met
4 Have the fiscal support estimates from May 20 been updated?

The final version of the Financial Sector Restructuring Plan (June 19) contans the
same overall fiscal support estimates as the May announcement The “fiscal cost’
of “W 23 tnilion” was mcluded 1n error 1n earher versions of the plan  The FSC
staff stress that the estimates for bond 1ssuance are very tentative (both n total and
1n the breakdown between KAMCO and FDIC) given the uncertainties 1n the
situation The authonties tend toward the view that 1t will not be possible for the
market to completely absorb the bonds required, and that at least part of the
1ssuance should be taken up by the Bank of Korea and thereby monetized

For the purchase of foreign currency NPLs, KAMCO 1s expected to rase foreign
resources through mternational bond 1ssue or “asset-backed sccunities ' The second
option will, however, only be available 1f new legislation 1s passed Currently,
KAMCO 1s 1n discussions over a bond 1ssue of DMS billion with Deutsche Morgan
Grenfell

5 Are there plans to ensure that KAMCO purchasing policy does not result n a
hidden fiscal cost?

The authonties are aware that determination of a market price for NPLs 1s very
difficult They point out that in a P&A operation there has to be a firm pnce, but
that as the hole in the balance sheet has to be filled one way or another, the actual
price patd 1s of an accounting nature and does not affect the size of support needed
For M&A, the current plan 1s still to use a “firm” price system (1 e no ex post
adjustments) and that a percentage to book value would be used (possibly 53
percent) At the same time, KAMCO has not disposed of any of the assets
purchased earher, largely because the market s currently so adverse that losses
would be mevitable even after adjustments have been made

6 What form will capital contributions take?

No final decision has been made, but the authonties believe that at least part of the
capital Increase will be 1n the form of preferred stock 1n order to increase Tier |
capital

\
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7 Schedule for achieving minimum capital adequacy ratios

The authonties emphasise that while the time schedule 1s shightly lengthened from
previous commutment, this should be understandable given the adverse conditions
1n the economy, and the standards have been strengthened for most banks by the
inclusion of a 10 percent standard Also they point out that for banks that do not
undertake international business, a minimum capital ratio of 8 percent (the previous
goal) 1s planned by end-2000 For merchant banks, the goal will be to bnng up the
rateo to at least the level of the intemationally operating banks (and possibly more
according to Chairman Lee), but the FSC does not wish to announce this intention
or set a specific target at this time This can be further discussed in the coming
review

cc Mr Alyer
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Republic of Korea

427-760 Kwachon-shi, Kyonggi-do, ROK /TEL(82-2-503 6771/FAX(R2-2 503 6772)

Facaimile ( aver Sheer

datc 24 Junc 1998

To Ms Tseng

Dcputy Director Asia Pacific Department
Intcrnational Moneclary Fund

From Hyung Gun Park, Deputy Director
Inteinanonal Fuancial Iustitutions Division
number of pages( 7 ) inchnding cover fax 1-202-624-4432

Subject Mr Kwon s letter

O Please find the attached leter

t
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MINISTRY OF FINANCE AND ECONOMY
REPUBLIC OF KOREA

23 June 1998

Ms Wanda Tseng

Dcputy Dircctor

Asla and Paufic Department

International Monetary Fund
{

Dcar Ms Tscng

1 regret that you will no longer be leading the Korean Mission But the
_ Fund needs you for other duties, and I have to respect that decision

My colleagues and I have fond memories of working with you dunng
the trying days of the crisis We appreciate your tireless effort and
dedication Your leadeiship and coordination rendered the last two Quarter
Reviews a success

T wish you snceess n your new job and hope to see you mn different
occasions |

Sincerely,

Tae-Shin Kwon

Deputy Drrector-Greneral
International finance Bureau

p s Perconnaly T feel sorry that T gave yon a little hard fime duning our
negotiation in the second Quarterly Review Please understand that it was
not my own 1ntention
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Facsimile Cover Sheet

date 24 Junc 1998

To M- Tseng

Deputy Durector, Aslda Pacific Departinent
International Monetary Fund

N
From Kyung Wook Hur, Iairector

International Tinancial Institutions Division

number of pages( 2 ) including cover fax 1 202-623-4432

Subjcet Ictter

O Please [iud the atlached lctter
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) June 24, 1998
Ms Wanda Tseny

Deputy Director s

Asia and Pacific Department

International Monetary Fund

First of all, Congratulations on your new job! It would be exciting
to work on Chinese economy particularly for you as dii expatidle

However 1t 1s regetful that we would not see you as often as before
] would very much miss your patience sense of balance and humor, and

warm heart 1 will always remember your efforts and dcdication to help us
get over the current criig

I wish you all the best and will remember you ds one of my firends

With Best Regards,

K. oy A

Kyung Wook Hu

70 3dEd 2fkt £29 262 0L Woad d3M 97 82 +2-90
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International Mouetary Fund
From Kyung Wook Hur, Director
Intcrnational Financial Institutions Division
nurober of pages( 2 ) including cover fax 1-202 (23-4432

Subjeet  Mimster’s letter

N

OPlecase find the attached letter
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MINISTRY OF FINANCE AND ECONOMY
REPUBLIC OF KOREA '

19 June 1998

Ms Wanda Tseng

Deputy Director

Asia and Pacific Department
Internattondl Monetary Fund
Washington, DC,U S A

Dear Ms Tseng

I regret that you wll no longer lead the IMF Mission to Korea, but
congratulates you on your new assignment for Cluna and Hong Kong 1
appreciate the nvaluable service and dedication you have put into helping
Korea overcome the difficult times

As you have expressed, I hope you continue to have keen mterest in
Korea and support the Korean cause Thank you very much, and I bid you
the best

Sincerely yours,

/4«:84/4’302@1 ,

\ Kyu-Sung Le
Munister of Finance and Economy

a2ckt £29 282 0L {0d4 d3M 2@ TT H2-96
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To Mr Fischer June 24, 1998
’\ﬁ__
From  Wanda Tsen%

Subject Korea Information Note on “Rescue Loans”

For your mformation, in response to Ms Lissakers’ request made during the last Board
meeting on Korea, we imtend to circulate the attached note on rescue loans to the Board on
Frniday, June 26

( 24
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Office Memorandum

W,

To The Secretary June 24, 1998
From Wanda Tseng|} \

Subject Korea Information Note on “Rescue Loans”

This note provfdes information on “rescue loans” requested during the Executive Board
meeting on May 29 I would appreciate 1ts circulation to the Board

Rescue loans are extended by banks to corporations that are experiencing financial problems
and have the potential to recover within three to four years Banking Supervisory Authority
rules prescribe that banks (1) inform the Authority in writing of new rescue loans, (1) review
borrower restructuring plans each month, and (1) report to the Authority every six months on
borrower adherence to the plan Banks can replace borrower management, sell assets of the
corporations or the owner, suspend dividend payments to large shareholders, and liquidate the
corporation 1f the restructuring plan 1s not being followed

Eleven corporations recetved rescue loans totaling W 3 trillion during October 1997

May 1998 (Table 1) Most rescue loans were at interest rates (13 percent to 25 percent)
which were above the prime rates (9-12 percent) and with maturities ranging from four to
twelve months Some rescue loans were at below market interest rates Creditor banks can
adjust interest rates when corporations implement restructuring plans to recover the cost of
reduced nterest rates More than half of the loans were extended by the 12 banks with capital
asset ratios less than 8 percent and by Seoul Bank and Korea First Bank (Table 2) Since the
beginming of March four rescue loans have been extended

Banking Supervisory Authority instructed main creditor banks to reach corporate
restructuring agreement with borrowers of “rescue loans” on February 13, 1998 Seven of the
borrowers are on the list of nonviable firms announced by the authorities last week and are
currently preparing group-wide restructuring plans involving the hquidation or merger of therr
affillates The management of the Dong Ah group, which accounts for one-third of the total
stock of rescue loans, has been replaced and plans have been announced for disposal of its
affihates with the exception of Dong Ah Construction In addition, the four borrowers not on
the nonwviable list are expected to liquidate affihates according to their restructuring plans

Mark Stone (Ext 36532) 1s available to answer techmcal questions relating to this note

Attachments (2)

R \DOC\AINWWT\MEMOS\RESCSM3 RPT June 24 1998 (5 16pm)



Table 1

Korea Rescue Loans by Borrower

Amount Percent
Group Date (W bils) of Total
Dong Ah 10-Jan-98 294 0
3-Apr-98 1400
6-May-98 815
21-May-98 526 0
Total 1,041 5 348
Hanwha 17-Dec-97 3000
28-Feb-98 442 0
Total 742 0 24 8
Kohap 30-Jan-98 278 7 93
Haitai 15-Oct-97 547
13-Nov-97 453
6-Nov-97 1500
Total 2500 84
Shin Won 11-Feb-98 2000 617
Woo Barg 2-Mar-98 1100 37
Jindo 19-Nov-97 106 0 35
Shin Ho 27-Nov-97 800 21
Hwa Sung 14-Apr-98 800 27
New Core 21-Oct-97 545 18
Hanl 31-Dec-97 500 17
Total 2,992 7 100 0

Source Financial Supervisory Commussion



Table 2 Korea Rescue Loans by Bank

Bank Amount Percent
(In billions of Total
of won)

Seoul Bank 5234 175
KEB 4012 134
CBK 3501 117
Haml 2622 88
KLTCB 2184 73
CHB 180 6 60
KDB 1518 51
KFB 1323 44
Hana 121 40
Daedong 893 30
Boram 72 6 24
Shinha 716 24
Kyongnam 675 23
Daegu 563 19
Other 294 4 98
Total 2,992 70 1000

Source Fmancial Supervisory Commission

|
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&5 Office Memorandum
"'@,.AR.,@ }
To Mr Hansend_ June 23, 1998

From  Wanda T%W

Subject Korea—Shipbuilding Industry

Regarding your memorandum of June 18, 1998 concerning the letter from the Danish shipping
company Maersk line to the Damish Minstry of Economic Affairs, I would like to note the
following

Many companies 1n Korea have high debt-equity ratios (averaging about 500 percent for large
corporations), and corporate restructuring 1s an important objective of the IMF-supported
reform program in Korea Reducing overindebtedness 1s an essential aspect of corporate
restructuring The authorities have announced a target debt-equity ratio of 200 percent within
two years to encourage the large conglomerates to restructure However, specific debt-equity
rattos (200 percent nor 400 percent) are not targets under the IMF-supported program The
appropriate debt-equity ratio depends on the circumstances of specific industries and
compantes There 1s, therefore, not an 1ssue of the IMF being asked to relax debt-equity ratios
for particular sectors like shipbuilding

1 should add that 1t 1s more realistic to expect deleveraging among the large corporations to be
a gradual process as corporate restructuring proceeds B

R \DOC\COUNTR Y\KOR\COR\80623WT MEM June 23 1998 (9 58am)
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To Ms Tseng June 23, 1998

From  Deborah E Slege:]ﬁ‘}>

Subject Korea Questions on Exchange System

Further to the Korean authorties request, I checked Legal Records for “correspondence”
relating to Korea’s acceptance of Article VIII While there are several mternal memoranda
among Fund staff on the matter of travel restrictions, there 1s no “correspondence” between
staff and the authorities in our files

These mternal staff memoranda indicate that the discussions regarding exchange restrictions
centered on creating authority for the Bank of Korea to approve bona fide requests on current
mternattonal transactions This was noted i the staff report notifying the Executive Board of
Korea’s acceptance of Article VIII (attached) '

Mr Dodsworth notes that the authorties believe that the 1ssues raised 1n the questionnaire
were resolved at the time of the Article VIII acceptance While the “prior approval” question
was mdeed addressed generally, we would appreciate the authorities renewed attention to the
particular questions on how the approval process operates because it would continue to apply
to certain transactions under the new law (as noted n my memorandum to you of June 8)
Concerning travel, for example, the existing rules are quite complex and raise several ancillary
questions bestde the prior approval pomt Also, many of the other questions noted do not
concern the prior approval process, such as transfers by non-residents

Attachment

cc Mr Hagan/Mr Leckow

PH | 07

"
Lt

2

5 case you have an electromc means of searching APD’s files, the other staff members
@olved were Chang-Yuel Lim and Ana Mana Jul and Peter Quirk and perhaps one of them
Bad correspondence with the authorities



DOCUMENT OF INTERNATIONAL MONETAXY FUNL

AND NOT FOR PUBLIC USE lMMEBl ATE
LEGHL. RECORDS R ATTEN-HBN

ROOM B-3514 0401
EBD/88/338
November 21, 1988
To Members of the Executive Board
From The Secretary

Subject Korea - Acceptance of Obligations of Article VIII,
Sections 2, 3. and 4

It 1s not proposed to bring the attached memorandum to the
agenda of the Executive Board for discussion unless an Executive Director
so requests by noon on Monday, November 28, 1988 In the absence of such
a request, the draft decision will be deemed approved by the Executive
Board and it will be so recorded in the minutes of the next meeting
thereafter

Att (1)

Other Distribution -
Department Heads



INTERNATIONAL MONETARY FUND
KOREA

Acceptance of Obligations of Article VIII,
Sections 2, 3 and 4

Prepared by the Exchange and Trade Relations, Asian
and Legal Departments

Approved by J T Boorman, P R Narvekar,
/ and Frangois Gianviti

November 18, 1988

In a letter received on November 9, 1988 (attached), Korea has
informed the Fund that 1t has accepted the obligations of Article VILI,
Sections 2, 3 and 4 of the Articles of Agreement The staff has been
informed that the effective date was November 1, 1988

The exchange system of Korea was last described i1n Korea — Staff
Report on the 1988 Article IV Consultation (sM/88/88, 4/20/88) and
Korea - Recent Economic Developments (SM/88/101, 5/4/88) On
November 1, 1988 Korea's foreign exchange regulations were modified to
authorize the Governor of the Bank of Korea to approve exchange_ ..
applications for the purpose of travel notwithstanding limitations imn

- otH&r parts of the regulations The staff notes that under current
policy and practices, the Governor of the Bank of Korea freely grants
approval of any bona fide exchange application for the purpose of making
a payment or transfer for any current international tramsaction, subject
only to verification that the application 18 for the purpose of current
international transaction and not for the purpose of transferring

“capital Accordingly, the staff notes that Korea now maintains an
exchange system that 1s free of restrictions On payments and transfers
for current international transactions

N

The following draft decision is proposed for adoption by the
Executive Board

The Fund notes with satisfaction that with effect from
November 1, 1988 Korea has accepted the obligations of
Article VIII, Sectioms 2, 3 and 4 of the Articles of
Agreement

Att achment



-2 - ATTACEMENT

OFFICE OF THE MINISTER

MINISTRY OF FINANCE
REPUBLIC OF KOREA
GWACHUN, KOREA OCTOBER 31, 1988

MR MICHEL CAMDESSUS
MANAGING DIRECTOR
INTERNATIONAL MONETARY FUND
WASHINGTON, D C , 20431

U S A

DEAR MR MICHEL CAMDESSUS

I WISH TO INFORM YOU THAT THE REPUBLIC OF KOREA, IN ACCORDANCE WITH
ARTICLE XIV, SECTION 1 NO LONGER WISHES TO AVAIL ITSELF OF THE
TRANSITIONAL ARRANGEMENTS OF ARTICLE XIV, OF THE ARTICLES OF AGREEMENT
AND IS PREPARED TO ACCEPT THE OBLIGATIONS OF ARTICLE VIII, SECTIONS 2, 3
AND 4

YOURS SINCERELY,

IL SAKONG

MINISTER OF FINANCE AND
GOVERNOR FOR THE
REPUBLIC OF KOREA




-

(¢ Toss

Sc
S

“rane

@ Office Memorandum

To Ms Tscng

June 22, 1998
From J R Dodsworth -ﬁy

Subject Korea Rescne Loans

¢

\
Please find attached the requested information on rescue loans reccived from MOFE loday
J
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1 What 1s the defimtion of a rescue loan? X

1=1 Lhe rules and regulations of Banking Supervisory Authority(BSA) define
a rescue Joan as follows

A loan which a group of banks offer to assist recovery of a firm and to
minimize the luss of banks by the lead of main creditor bank under the
judgement that a firm can be recoversd withn 3 to 4 years

1-2 Follow;mg are measures crediter banks should take before they give a
rescue loan according to the mules and regulations of BSA

o Creditor banks should be delesuted property disposal nghis and take
measures which are needed to secure obligatory nights

o Creditor bunks should establish rules that state how to handls and call in

& rescue loan \

1-3 The rules and regulations of BSA also prescribe follow-up messures
subsequent tv offering a rescue loan

o Creditor banka should file related infumation on an oblignr and make
checks every month as 5 whether an ohhigor 1s implamenting a
self-rescue plan and redemption of debl plans faithfully

o Craditor banks should analyze financial etetements, rcsults of operations,
and related reports and use them to review a self-rescue plan at least
once a year

-
0 If a restne loan reciplent dnes not display a commilment to pursue a turn

around or knawingly does not follow a rescue-request of creditor banks.
creditor banks can stop offerng loans and take actions to liquidate the
fim after discussing the matters among themselves

o Creditar banks shauld prohibit an obligor from giving dividend to large
stockholders until an obligor fully repays its debt or returns to narmal
condition

PRGE @3
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© If en oblgor follows a self-rescus plan very well, creditor banks can v

chunge their rescue plan such as cutting the penod of walver of an
obligatlen, dwindling loans whose interest 15 warved and changing
interest rates

2 Do banks have to report “rescue loans” to thc FSClor how is
this information collected)? )

2-1 Yes ‘

Creditor banks are required to report to the BSA in wnting immediately
when they decide to make a rescue loan

Creditor banks are requirsd to report to the BSA in writlng how an
obligor follows the self-rescue plan every 6 months

7 Is there any further infarmation on the terms (ie interest rates,
maturity) and other conditions for these loans? If not, can we
say why we don’t have these informations?

3-1 regarding whether to viclate 'Fair Trade Act’

- It 1 violation aganst the Fair Trade Act for creditr Lanks to offer &
rescue loun whose terma such as interest, amount. loan—peried are
dentical, for it restraing commercial banks' competiton

= However it does not matter if creditor bank extends a rescue loan with
different terms, und any creditor bank can reject the rescue loan if Inan 4
terme presented by the fmm concerned: are unreasonable in s
! Judgement.

3-2 regarding how to handle
- Creditor banks’ non-performing loans can be enlsrged if a raseue loan 1s

offered without objective entcrion of deciding recipients of a rescue loan
amount of loan, decision~making procedure ete
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= Even though it thoroughly depends on the bank whether it offers a rexcue
loan, the rescue loan is treated by the bank’s inlernal regulation to
minimiza the subjectivity

0 And creditor banks are now disclosing the procedures and contents
related to the rescue loan for secunng transparency

v In determining which compames a rescue loan will Le extended Lo,
creditor banks will consider particular companies that are suffenng from
temporal financing difficulbes have the potential to continue busmese
vperations based on objective mutenals such as 1ts business prospect =
self-rescue plan management ability, etc

a The nming and amount of a rescue loan is determined complying with
the firm's request by discusson with creditor banks i order to

rehabilitate the fum

!

3-3 regarding 1nterest rate and loan-penod

~ The intcrest rates and period of a rescue loan are determined on a
commercial hasis by reflecung the characteristics of the firm

o Crecitor bank sets interest rate as prime rate plus spread which can be
decided by considering each bank's funding rate, flrm’s eredit grade and
contnbution to that bank

+ The interest rates of the rescue loan ranged from 1309 to 24 8% since
Oct 1997 which can be divided az 1309%~22 496 defors Nov 1937, 16096

~24 8% after that.,

v+ Ihe trend of prime rate of creditor banke (Month, %)

§7.10 g711 9712 81 | 982 | 684 B85
85 B85 95-1175 [116-1176 | 116~1176 111 5~1] 78|11 5-11.75 ]

a Seme creditnr hanks offer & rescue loan with lower intersst rates m
contrast with narmal interest ratcs but thus favorsble purpuse, or bank's
credit policy 18 tn quckly normalize the firm through reducing financial
cost mirden

é
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o It 1s normal for creditor banks to adjust interest mtes when the firmm has
completed or executed it rescue plan to a eatisfactory level in order to
recover logses mcurred due t0 reduced rates

0 LomTMad o be set somewhere between four munths to sne year for
rescues loans after Oct 1997 is also determined by each bank in
pruportion to period that the firm needs & rescue loan

3-4 the tnle of parties concerned for normahization of the firm

= (the responsitulities of owner) In thet the owner has the social
responsibiliies fer the insolvent operation, he might tispose of hus personal
properties for repaying the obligations of the firm eancerned {corresponding
to execution of his guarantee for the firm's debt ta creditor banks) or
delegate maneging right to professional management.

o The owner dispases of or délegaras to creditor banks the nght of disposal
of his awn properties excluding proparties not appropriate tu their disposal

such as houses
{

o The owner renvunces the right of management.

- {the responsibihities of shareholders) Sharcholders have to be ready to suffer
losses anaing from free issue of new shares, non payment of dividend and
drop n their stock price due to disposal of related affibules, mortgaged
a3sets Or other assels to the extent that they neglert their role mn
monitoring and supervising firm's management.

(the 1esponsibiliies of management) In general, management nvolved in the
Insolvent nperation are replaced and other existing management have I
suffer wage cuta

- (the role of creditor banks to minimize their loss) Creditor banks admit that
insolvent firmy repay obligations in lower interest rates than that of normal
fevel untl they are recovered
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But creditar banks try to secure cbligatory mghts by receiving alditonal
collateral and urging them to follow & tescue plan

0 Creditor banks try to take. as sccunty, shares of firms owmned by parties
concerned such 85 owner, management ssek for concealad properties and
get disposal nghts of them

0 Craditor hanks play a monitoning and tuparvislr;g role together with other
banks In such as preservation of collateral wxl monitoring for a fund
supply and demand program by sending a managing agency to the firm

concemned
/

4 Other than Dong-Ah Group, can we say whether any of the
other groups are restructunng (either on thew own or forced by
the creditor banks)?

d-1 BSA mstructed main creditar banks to meke an agreement with each
group so a3 to improve its financial structure on Feb 13 1998

The major cantents of that agreement for next S years include .

o plen t reduce the debt ratio of the entire group en a gradual busis
o self-rescue plan and debt repayment schedule for the entire group
o réstructuring plan for the entire group

0 improvement on corporata govermance ete

4-2 Mun creditor banks made agreements to the contents of restructuring m
free consultation with groups

The ways for major groups’ restructuring are rs follows

o debt reduction by way of asset, business and subsliary disposal

o expansion of own funds by inducing forelgn investment and increasing
capital

o subsihary lqudation
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4-3 For your reference corporate wviability assessment commuittee of each bank
rcviewed the powhnhty of normalizstion of the debt-ridden companies for
the scculeraion of corporate restructunng snd banks announced a list of
85 firms deemed non-wisble on June 18 1988

The annnuncement of the mt list for hquidation will not end this time

4-4 Among 11 gruups recetving rescue loans 7 groups such as Hanwha, Dong
Ah, Kohap, Huitar, Shinho, New Core snd Hanil are cxperted to fet out
group=wide 1estructuning more thoroughly wath the hiqwdation or morger
of thor athliates including nonviable companies

Dspeclalls;, Hanil Group is forced to enter into uverall group restructunng
becausc Haml Synthetic Co, its core company, i8 subject to possible
liquidation along with 3 other (ompenies

t

o Dong .A:h Croup has already ennounced to dispose of ite entire affiliates
othor thun Dong Ah Construction Industry It owner gave up hie
stock holdings and management and further returmned his private astates
to s group to repay debt )

o Other 4 groups Lhat reccived rescue loams, that 18, Jindo Shinwon,
Woubang and Whasung will liquidate some affiliates uccordmg lo thar
own rescue-plan
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To Mr Tseng M June 22, 1998
Mr Rahno
From JR Dodswonh'@&
Subject horea FSC Financlal Sector Restructuring Plan
Attached is the public veision of the I'SC Plan dated June 19, 1998 I have talked to Mi Hun

Jae Lee about potential differences between the plan and the previous LOI and will discuss
further with FSC staff tomorrow and with the Chairman Lee on Wedncesday
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Structural Reform Planning Unit
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Financial Restructuring Plan

Actions
ta be

taken
under
e

1BRD

Agree~
ments

BIS Ratio <§% BI1S Ratlo>8% Merchant
Korea Fimt Baak Basls 1 Baaks Banks
Seoul Daak
Submission of J
Retisbilitation Plan
(Aprll 30, 1998) Review of
; RIS Ratia (May)
Evalustion by Apprelesl l
Commtiea Resolution for Ssechan
(Lgte June, 1998) Marchant Bank (June, 1998)
Disapprove! l
Review of i’mper )
Mandstory Bxlt
(Early Julz 1998) Implementation of -
e Rehabilitation Plan f,
| Conditionsl l‘:;{‘:m“:!'"t‘::;‘; BIS Ratlo §%(July,1998)
A va
ppro Approval ‘ Order)
Qubmicalan ~F Blagneetlea Re~ o
Impiemenution Plan (Late Aug,1998)
(Late July, 1998) Y ! Quarterly
Approval Disgpproval | Reviow
Yoy and
Disapproval 'Jfl'&anﬂunm ent Cormective
Pclvatization o by Himpmvvmeﬂt Mcasuces

Completed Prior
to Deadline .

Nov 1§, 1998

i

]

2" Half

I ' Omder
L (Sept , 1998)

v
Approval \

BIS Ratio 6% (Mar ,1999)

v

A 1A

‘l BIS Ratip §%
(June, 1999)
BIS Ratio 3% (Mar ,2000)
BIS Ratlo 10%
{Dec , 2000)
08 0oL PEPR-£8S AT WoNd NOW BS 6@ 22-3@



1U D e

PRt 24

Sccurities
Firms

Tnsuranee
Companles

Companics

Leasing

Investment

]

l l

Taternsl
laplenentat
Plan

RO Sld

Prompt Corrective ' Due Diligence Reviaw Rehabilitation
Ad tin Iimprsvenistit and Submisalan of Plans
(May 1998) Ry 1o9) (May, 1998)
[- Prompt Correstive | T ' !
Detdpmination of Phliey
_,;:;1;;}‘1‘?;;:;emnt Resolunhon Improvement
Rehabilitation Plan (uns, 1398) (June, 195%)
(June, 1998)
| , l Review of
Proper
Examination Dus Diligence Review !
of Reports and Evaluation of Plen Reviaw of L‘?ﬁ:ﬁ:ﬁ,‘;ﬂ‘,ﬁ:
(July, 1998) (July, 1998) Rehﬂg\‘i;iﬂwn Plan
‘ and
Dua Diligenca | ' Resolution
of Assets and Mandatory ‘gfi
Liabilines (Au‘,' 199 )l.: -
(Aug,, 1998) e
Managsment
Improvement
Otcder
(Sept, 1998) ,

!

Evaluation of Rohabilitation
Plan and Subsegquent
Carrective Action

(Dec,

1998)
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)} Bank Restructuring Plan
1 Implementation to-date and future plang

(] Financial restructunng 1g baing carried out In accordance 1o tha MOUs with
IM" and IBRD ae wall as other previeusly announced plans

}(sooui ¥nk and Korea First Rank

U Privatization wil by pursued In ciosa sooparation with an internationally
/well-known lead manager, Margan Stanley

0 As ihe assel due diigenca review by @ foreign wccounting firm
(Coopers & Lybrand) is ciosa to compistian, the privatization of thasa
two banks will be carried out ahead of the eriginglly planned echedule
of November 15, 1888

g If the sel-ufi lo formgn financlal institutione ic not succeasful on
aiternativa pian will b8 put Into place

) 12 banks thet fall short of BIS espital adaqudacy ratio of 8%

0 Upen completion of assat appraisal reviews by respeclive eccounting
firme the Bank Appraisal Committea (consisting of 11 oulside experis
including academics, accountonmts, lawyers ete) will be formed (June

20, 1998)

0 Rehablltation plans submitted by each hank wil be avaluated by thig
committee and the results of the evalustion will be reported to the
Finanmial Suparviaory Commission

0 Takiag Iinle aceount the rarnmmendatinons by Iha Hank Appraisal
Committes, the Financial Supervisory Commission will prepare a
comreclive acheme for troubled banks

S9139ud 08 01 < cBe6-gas
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P 12 banks that satisfy the BIS cspital adeguacy ratio of 8%

0 Upon wompletion of due diligence reviews by the end of August
troublod bankg will be subject to forcefil management improvement
. erders, such ss the change iIn management or merger with another

bank (

2. Implementation Scheme

[J Restructuring of the banking sector will be pursued In accordance o the
following basic principles ’

O Subsequent to @ realistic assessment of the size of non-performing lvans through
assats due diigance reviews by respective accountlng firms, full provisioning and
writs-off based an the actual size of NPLs will be pursued and as 3 resull total
~apital at hanka will ha raduran leadina to the deterioration of BIS ralle

0 The additonal caepitsl needed to achiave & BIS ratio of 8% wil be
determined end the regulatory aulnamy will evaluate the reaslbuny of capital
incraasa tn maka up tor capital geficiency

0 Howaver, there are concarns of a liquidity squeaze as banks are expected to
call back or suspend losna for tha purposes of achieving BIS ratio of 8% As
such, a stage-by-stage approach in achieving BIS ratio over a 2 year period
will be aliowed

,
Sat the minimum intermediate target for March 1898 at 8IS ratlo 6% and
reviow tho prograss of implementaton on a nuandsrly basic in order tn
encourage an early achievement of such targets

Apply a mere lanient set of BIS ratos for regional banks and commercial

banks that do-not lend In amounts above g set amount (eg , & billlon won)
o an individual corporate end that do not engage In international business

S92.355ud Jo8 ol cBe5-£as dWl WUdd NUW BS 68 22-S8
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Mar 31 1889  Mac 31 200y Lec 31, 2000
~ banks thal engegé In 6% 8% 10%
international buainess
~ banks thet do not engage 4% 6% 8%

{
In intemational busiNess

O The Bank Appraisal Committee will evaluste recaptalization plans afier a
comprehensive review of adequacy In capnaiization asset soundness
profitability, liquidity, management expertise and the prospacts of future
achisvement of respective BIS ratios and will make recommendations s to
whether a8 certain bank should be given an approval conditional approval er
disepproval classification ‘

14

. Mea;urn to be underiaken subsequent to appraisal results

J
O wWith tha input from appraisal results from the Dank Appraisal Caommittes F8C
will closely examine the feasibility of achleving 8IS target rglics and amive at
sither en approval, conditional approval eor disapproval classification for each
bank

0 Approval
\

Mandated to prepare and submit 8 MOU containing detalled quarterly
implementation plans

Implementation ef rehabilitation plans will be menitored on a conbinuous
basis ang in tha event the plan 18 nat being impiemanted accordingly,
management improvement measures such as capital reduetion, change
in management or merger will bs imposed

0 Conditiona) epproval

Submission of implementation plans within one month since the dete
conditional approval waa obtained This plan should contsin contants

-3 -
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summarized bwiow

 {n the e&vent of disapprovdl of 8n Implementation plan a mandatory
merger order or transfer of business order will be imposed

<Cantent of Implemantation Plane>
« Changse In management

« Capttal raduction

- Expanse reduction through adjustrnontp in organizatlan personnel
and compensation schamas as well 88 Improvement in profitability

Maintenance of sufficient liquichty

Plans of racapitalization, -8uch s murger jaint vanture or rnghts
isSuw 4

0 Disapproval |

Mandatory merger oc transfer of business under a purchase &
assumption arrangement will be ordered ‘

» Banks idenlfied as boing conditionally approved or disaporoved that
voluntarlly pursue mergors wilth sound banks will be exempt from
mandatory oxit

* In paraliel schamae to minimize tha possible sidn efects grising frem
disniptinng o tha financial merket dunng the bank resclutien procese
heave 10 be put INte plece

M Purchase and Assumption Arrangementa

{

+ Troubled bank will ranefer ita good ascets snd debt to @ scund hank

if the falling bLunk'e total Liabiities exceed total performing asssts the

Ha H8ud J08 oL cBBs-£0S JWI WOM4 NOW 65 €0 22-50



Resolution for Non-Viable Banks

Nurturing of
Leading Bank

—

BIS Ratlo >8% |
Banks

B A R

Purchase of NPL3s and
Fiscal Support for

Aaset Due i
Diligence Review

by Aceounting M

Firms

o, ety

e e,

~

inancial Supervisory
Commission

68133Ud

08 0L

T wy

<Bls-£as

Recapitalization
' ' :
Dmpproval Conditional Approval Approval
Mandatory Exit
- //’
Moerger Ordor Impsl;z':i::it?:no:lm Normal Business
Business Tranafor Within 1 Month Uperation
¢t .
Dlsapproval Approval
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Kores Deposit insuranca Corporation (KDIC) will cover the disergpancy
by injecting capital and etc (examples of providing fiscal support 10
cover excass llabilities of roubled banks can be found in many foreign

countries as well)

3 Fiscal Support for Bank Restructuring

1 Size of Figcal Support

4

0 Fiseal support for financisl restructuring through issuance of bonds
was get at 50 triilion won at the National Economic Council Mseting
on May 20

0 This can be broken down_as follews , purchase of non-performing
uusels 25 trllion won, recapialization of bank 14 trillion won, deposit
paymani 9 trillien won

-

O Underlying Pnnciples are to minimze laxpayers’ burden, mandate
' self-rescue efforts that match fiscal support levels, while at the same
time esablishing a responsible  managemsnt system  through
loss sharing of shareholders by way of capital reducton and the
remaval of incompetent managemaent

O Fiscal support to be provided for through the 18suance of bonds cuuld
either be through KAMC's purchase of NPLs of the traubled bank or
Uruuyh 1euapitalicolivi pivvided by KBIC fu o puiposes of Luvering
the detanaration of BIS ratio upan acgquisition of a troudblea bank

0 Voluntary merger between banke and tho Inducement of forsign
investnent will be encovraged through support measures such as the
purchase of NPLs and recapitalization

0 Details pertaining to support method and critena will be decided wfter
consuitation with the Ministry of Fingnea ang Feanomy the Planning
and Budgel Committee as well as other ralgted authorities

\
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4 Suppiementary Measures

1 Amendments to relatod Taxaton Law and the [Art Conearning the
Structural Improvement of the Financlal Industry] are nocassary for
the faciitation of mandstory @xit of troubled banks

0 Contmgancy programs to minimize adverse side affects euch as
disruptions to tha tinancial market as @ result of bank restruciuring have
been devised, in consultatien with Minielry of Finance and Economy and
the Bank of Korea |

(] Evaluate the level of support provided to small-io-medum sized
enterpriges by benks as of the end of June and differentiate the level of
sUPPOR ta concerned banks accoraingly 8s a way to sncourage support to
such enterprisas who are likely to recalive less attention especially
throughout the bank restructuring pracess

All banks are catagorized into one of three categories (A, B, C),
where banks cateaorized as A and B banks will be provided with

subardingted loans or capital Injection amounting to 1 tnilen won on
a 2 basis.

In addition, subordinated loans eto worth 1-2 ftrillon won will be
provided to banke in accordance to support level o small-to-medium

sized enterprises

3 Enhancemsnt of prudontial rogulation through—amendment of related
regulations

0 Adopt transparent accounting principles through mark-tc-marketing
accounting and strengthened disclasure raguiramant for NP1 s

0 Resolve disproportionats (ending practices through the reduction of
lending amounts that surpass larga exposurs limits ate

0 Btrictly enforce prompt correclive actions for the prevention uf and

I S8ud %08 0L “AAA-£BS SWI WoM4  NOW T@ 8T 22-98
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contreetion of problems smbedded \m the system

0 Stmngihen prudent managoment threugh gmendments to the asset
soundness classfication standards

O R« importamt for financial institutions tn rasalva NPLs to tha oreates!
extort and ts oliminate the possihiity of additional NPLs especlally with
bank restructuring maving forward in a more accelarated pace

¢

0 From the pont of view ot financial Institutions, a8 the borrowing limd
toward @ buainesa greup (chacbol) 1s 1o be reduced, further lending o
such groups will be difficult

0 In preparation of such @ situation each Dusiness Qroup snould push
herd toward corporete restructuring offoris through tha reduction of
carporate aeot ratias

il Non-bank Restructuring Plan

< Insolvent non-banking financial instlivliena that emerge ac a reault of
bank restructunng will be subject 10 mandatory exit

O As non-bank financial inotitutions have majarlty shareholdera, gelf driven
rehabilitation theough recapltalization will dbe eoncouraged under the
respongibilily of mejor shareholders However, if a recovery s deemed
unreslistic those (nstitutions will be exitad without hesitation

O Leasing Companies

© Leasng companies with eroded capital will Bo onssuraged to oxit the
markat However, f the majofly sSharanolaers pOssess & Clear
commiment @nd have the capecity to recapltulice, thusu leasing
companies will eentinve to oporato Troubled lessing compamos will

athar bs hqudated or exited by means of a bridge leasina company
(June 18988)

C Marchant Ranks
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0 Determine a resolution scheme for Seehan Merchant Bank (June 1988)
and review ihe safisfactory Implementation of rehabiitation pians of other
merchant banks (n the event dissatisfactory implementation is revealed

additional mandatory oxits will be pursued (July, 1688)
O insurance companiss

O Afer receipt of rehabiltation plans (June, 1998) assel due diligance
raviews will be conducted An appraisal committea will be formed and
this committee will svaluate rehabilitation plans (July, 1668), efter which
the axit of troubled Insurance companies wil be pursued (August, 1998)

v

O Securities Firms

0 After recelpt of operational nat capital rato and asse! lisbility ratio
reports (July, 1898) asset due diligence review will be conducted
Prompt corrective actions are t6 be imposed upon completion of asset
due diigence reviews (Septamber, 1998) and subsequent lu review of
management improvemen! plans apprupriate measuras will be mposed
{December 1988)

(O Investmant Trust Companics

© Submesion of rehabiiitation plans has been cumpleted (May 1998) ang
after a review of satisfactory implementation of such plans, management
imarovamant masaures will be mposed (Soptombar, 10€9)

0 Amendment fo related rules such as the adopuen af mark-te-marketing
of bonds and changes 1o the repurchasing system will be pursued, in
conjunetion with bank trust asseunts !

The first round of financial restructuing will be complated by
September, 1998, whereas restructuring of financial mstntuilons
that were not included In the firat round will be dealt with after
October, 1888
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Office Memorandum

To: Mr. Taylor June 22, 1998
From: Manuel Guitian W

Subject: Korea—MAE Staff Visit

A team from the Monetary and Exchange Affairs Department will visit Korea from

July 8 to 22, 1998 in conjunction with the third quarterly review under the Stand-By
Arrangement. The team will support the work of the APD review mission and focus on
technical aspects related to the implementation of the program, especially in the areas of
financial sector restructuring, market development, and prudential supervision. The team will
comprise Messrs. Peter Hayward, David Woo, and Angel Ubide.

Questions regarding this mission may be addressed to Mr. Hayward (ext. 36616).

yd
cc: Mr. Neiss 7

Mr. Hayward

98 JUN 23 RH10: kO
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INTERNATIONAL MONETARY FUND EXTERNAL

RELATIONS

Press Information Notice DEPARTMENT
NEISS, Hubert
ROOM HQ 4-320 0433
Press Information Notice (PIN) No. 98/39 International Monetary Fund
FOR IMMEDIATE RELEASE Washington, D. C. 20431 USA

June 19, 1998

IMF Concludes Article IV Consultation with Korea
On May 29, 1998, the Executive Board concluded the Article IV consultation with Korea?.
Background

Until the financial crisis in late 1997, Korea had experienced a long period of rapid growth, low
inflation, and a sustained improvement in the standard of living. Prudent macroeconomic policies
and high domestic savings and investment contributed to the rapid transformation of Korea into
an advanced industrial economy in four decades. The government had begun an economic
reform program—which gained momentum in 1993-96— to gradually liberalize financial markets
and the capital account.

Capital account liberalization, however, was not well sequenced nor accompanied by the
necessary reforms and strong prudential supervision of the financial system. The vulnerabilities
of the economy to external events stemming from weaknesses in the corporate and financial
sectors were not fully recognized. Controls on short-term external borrowing by banks were
eased, but controls on medium- and long-term capital remained in place. In 1994-96, Korean
conglomerates undertook an aggressive investment drive financed by large increases in
borrowing from domestic banks, which, in turn, sharply increased short-term external borrowing.
During 1997, an unprecedented number of highly leveraged conglomerates went into bankruptcy
as the buildup in capacity proved unviable owing to the depreciation of the yen, a sharply
adverse movement in Korea’s terms of trade, and the slowing of domestic demand in 1996. The

'Under Article IV of the IMF's Articles of Agreement, the IMF holds bilateral discussions with
members, usually every year. A staff team visits the country, collects economic and financial
information, and discusses with officials the country's economic developments and policies. On
return to headquarters, the staff prepares a report, which forms the basis for discussion by the
Executive Board. At the conclusion of the discussion, the Managing Director, as Chairman of the
Board, summarizes the views of Executive Directors, and this summary is transmitted to the
country's authorities. In this PIN, the main features of the Board's discussion are described.

Washington, D.C. 20431 e Telephone 202-623-7100 e Fax 202-623-6772 e www.imf.org



-2-

bankruptcies resulted in a severe deterioration in the balance sheets of Korean financial
institutions

The onset of the cnisis in Thailand in mid-1997 brought Korea's financial and corporate sector
problems into sharper focus and increased the concemns of foreign creditors about the
soundness of Korea’s financial system With markets already apprehensive, the correction of the
Hong Kong stock market in late October 1997 tnggered a massive and sudden loss of market
confidence In the weeks that followed, credit lines to Korean banks were cut back severely and
usable reserves fell to cntically low levels as the Bank of Korea provided emergency foreign
exchange support to Korean banks to avoid default Korea entered into a Stand-By Arrangement
with the IMF on December 4, 1997

The program supported by the Stand-by Arrangement has two main objectives the restoration of
confidence in the basic soundness of the Korean economy, and the fundamental restructuring of
the financial and corporate sectors supported by far-reaching market opening to lay the basis for
recovery and growth In the immediate period of the crisis, monetary conditions were tightened in
support of the stabilization of the foreign exchange market With the stabilization of the foreign
exchange market, interest rates have fallen substantially in recent months Fiscal policy has
been flexible so as not to aggravate the downturn in economic activity The program for 1998
envisaged a fiscal deficit of 1 7 percent of GDP, close to the estimated cyclically neutral deficit,
and allowed for increased social safety net expenditures The social safety net has been
improved through a widening of the coverage and extension of benefits Structural reforms have
been accelerated In the financial sector, an autonomous consolidated supervisory agency has
been established, the merchant banking sector has been rationalized with the closing of about
half the onginal number of banks and approval of recapitalization plans of the others, and 12
undercapitalized commercial banks have been asked to submit recapitalization plans by end-
June With regard to corporate restructuring, large conglomerates have been required to publish
combined financial statements by next year, shareholder nghts have been strengthened, and
bankruptcy procedures improved Restrictions on foreign investment in domestic equity, bond,
and money markets have been eliminated and foreign direct investment substantially hiberalized
in addition, legislation has been passed to increase labor market flexibility

Substantial progress has been made in overcoming the immediate external financial crisis, and
the won has appreciated and stabilized A debt restructuring agreement with foreign banks was
finalized at end-March and in early April, the government i1ssued $4 billion in a global bond issue
The current account balance has turned into a substantial surplus (some $14% billion in the first
four months of 1998) and there have also been significant inflows of portfolio capital Usable
reserves have been rebuilt to exceed pre-crisis level—reaching $34%2 billion by end-May

The impact of the cnsis on the real economy, however, has been severe After growing at

5 5 percent in 1997, real GDP contracted by 3 8 percent in the first quarter of 1998, as the
dechine in consumption and domestic investment outweighed the strong positive stimulus to
growth from net external demand The unemployment rate reached 6 7 percent in April 1998
(compared with 2 5 percent in 1997) In spite of the won depreciation, inflation has been
subdued, reflecting falling domestic demand and the absence of wage pressures



Executive Board Assessment

Executive Directors commended the authornities for their steadfast implementation of their
wide-ranging stabilization and reform program This had contributed to a rapid rebuilding of
usable reserves, the strengthening and stabilization of the won, and Korea’s successful re-entry
into international capital markets Directors stressed that international confidence in the
authonties’ commitment to reforms had been a key factor contributing to these achievements
Nevertheless, they cautioned that confidence remained fragile—as indicated by the more recent
weaknesses in the equity market—particularly given the severe downturn in economic activity
and the difficult challenges that were widely recognized to remain ahead Several Directors noted
that the weakening of the yen and adverse developments elsewhere in the region were also
iikely to make Korea's situation more difficult Directors urged the authornties to persevere with
the determined implementation of the reform program, especially as the contraction in output will
be sharper than oniginally anticipated, with unemployment expected to continue nising Directors
stressed the importance for the successful implementation of the program of continued efforts by
the authonties to maintain social consensus and stability In this context, they emphasized the
need for an adequate social safety net to protect vulnerable groups in the economy that are
adversely affected by the restructuring process Directors welcomed the initiation of the
second-round tripartite committee *

To lay the basis for recovery, Directors urged the authorities to continue to pursue policies to
safeguard the gains in confidence, preserve social stability, and decisively address weaknesses
in the financial and corporate sectors In particular, Directors advised the authorities to continue
to focus monetary policy on maintaining exchange market stability Directors saw scope for
further gradual reductions In interest rates, provided the exchange market remained stable

Directors viewed fiscal policy as prudent, and many supported a further widening of the deficit
through the operation of automatic stabilizers, should the economic downturn prove to be worse
than currently expected Indeed, in ight of the seventy of the downturn, many Directors observed
that additional social expenditures were desirable to help preserve social consensus, and
supported a modest further widening of the fiscal deficit to allow additional social safety net
expenditures

Directors considered decisive action to strengthen the financial system to be imperative in the
period ahead They welcomed the progress made In rationalizing the merchant banks, and
emphasized that focus should now shift to creating a sound and more efficient commercial
banking sector In this context, Directors were encouraged by steps taken to prepare two major
intervened banks for pnvatization They emphasized that the decisions expected shortly on the
recapitalization plans of undercapitalized banks should be made with the benefit of a ngorous
review of the magnitude of the nonperforming loan problem

Directors welcomed the authonties’ recent efforts to make public a more realistic assessment of
the size of the nonperforming loan problem and the commitment of public resources to support
financial sector restructuring They underscored the.importance of setting clear conditions on the
use of public resources for bank recapitalization Systemic importance and clear market
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indications of viability, as signaled by the willingness of private parties to inject new capital,
should be cntenia in the provision of such assistance In this regard, several Directors cautioned
against the provision of public funds for nonviable banks Directors welcomed the authonties’
plans to bring Korea's prudential regulations and supervision closer to intemational best
practices They regarded the proposed regulations relating to short-term external borrowing and
foreign exchange exposure as especially important, particularly in view of the liberalization of the
capital account Development of the capital market was also seen as a key element in corporate
restructuring and in mobilizing the high level of domestic saving more efficiently

Directors saw corporate restructuring as a further key challenge facing Korea, emphasizing that
delays would only serve to postpone economic recovery and undermine the credibility of the
reform effort Directors noted that the important steps taken to improve corporate governance
and strengthen market discipline needed to be complemented by actions to deal decisively with
corporate overindebtedness In this regard, Directors pointed to the need to put in place a
framework for corporate debt workouts by June Some Directors expressed concems that the
making of "rescue loans" could impair banks’ balance sheets and represent a return to former
modes of lending, others regarded such loans as.a temporary necessity pending a more
coordinated corporate restructuring As next steps in this regard, Directors identified the creation
of debt workout units in commercial banks with the help of external audits, the formation of
voluntary creditor committees, and improved disclosure to creditors by the large conglomerates
Directors underscored that corporate restructuring would also be spurred by the development of
capital markets, the phasing out of cross-corporate payment guarantees, further opening up of
the economy to foreign investment, and the strengthening of prudential regulations and
supervision of banks

Directors noted that, in view of the continuing difficulties expenenced by small and medium-sized
enterprnises In obtaining trade financing, the provision of temporary credit support was necessary
They stressed, however, that trade financing and trade credit guarantee schemes should be time
bound, provided on commercial terms, and not directed toward specific industnes

Press Information Notices (PINs) are i1ssued, at the request of a member country, following the
conclusion of the Article IV consultation for countrnes seeking to make known the views of the IMF to the
public This action is intended to strengthen IMF surveillance over the economic policies of member
countnes by increasing the transparency of the IMF's assessment of these policies




Korea Selected Economic Indicators, 1992-98

GDP US$442 6 billion (1997)
Population 45 2 million (1996)
Quota SDR 799 6 million

1992 1993 1994 1995 1996 1997 1998

Real GDP (percent change) 51 58 86 89 71 5§56 1to-2

Final domestic demand 39 53 88 88 70 08 122

Consumption 68 53 70 72 69 35 35
Gross fixed investment 08 53 120 17 71 35 277

Stock building 1/ 05 -10 14 05 12 37 03

Net foreign balance 1/ 17 14 17 05 08 86 109
Saving and investment (in percent of GDP)

Gross national saving 353 354 348 352 337 330 323

Gross domestic investment 366 351 358 370 384 350 251
Pnices (percent change)

Consumer price (end period) 46 58 56 47 49 66 82

GDP deflator 61 51 55 56 34 24 78
Employment and wages

Unemployment rate 24 28 24 20 20 27 65

Wages (annual percent change) 2/ 157 109 1585 99 122 52 78
Consolidated central government (in percent of GDP)

Revenues - 182 193 202 207 219 22 28

Expenditure 189 190 197 203 217 222 245

Balance 07 03 0S 04 03 00 17
Money and credit (annual percent change)

MCT (end of period) 22 224 244 230 174 115 101 3/

M3 (end of period) \ 209 186 267 191 167 139 149 3/

Yield on corporate bonds (percent period average) 162 126 1289 138 19 134 181 6/
Trade (percent change)

Export volume 81 70 148 240 198 249 138

Import volume 20 14 215 212 126 15 113

Terms of trade 03 -11 15 -36 -123 113 19
Balance of payments (in billions of US$) |

Exports fob 762 821 850 1246 1300 1386 1455

Imports fob 780 798 978 1291 1449 1425 1189

Current account balance 39 10 39 85 230 86 231

Current account balance (in percent of GDP) 13 03 -10 19 47 19 73
Usable gross reserves 4/

In bitions of U S dollars (end of penod) 171 202 256 285 294 g1 3456/

In months of imports of goods and nonfactor services 22 26 26 22 20 06
BExternal debt 5/

In billons of U S dollars 1575 1544 1633

In percent of GDP 325 349 515
Exchange rate (end of penod)

Won per U S dollar 788 4 808 1 7887 7747 8442 16958 140086/

Nominal effective exchange rate 874 847 825 837 800 490

Real effective exchange rate 952 948 850 989 972 624

Sources Bank of Korea Monthly Statishical Bulletin IMF International Financial Statistics data provided by the Korean authonties and
IMF staff estimates and projections

1/ Contribution to GDP growth

2/ Monthly earnings in manufactunng

3/ February 1998

4/ Excluding deposits at overseas branches and subsidiares of domestic banks

5/ Includes offshore borrowing of domestic financial institutions and debt contracted by overseas branches of domestic financial
6/ May 1998



<<, Foss

"m‘“‘.::"’*‘f JJ S
S5
{
lo Ms [scng Tunc 19 1998

i
“

From J R Dodsworth

Subject Korea Domestic Banks’ Repayment Schedules

As envisaged in the LOI, payment schedulcs have becn agreed with commeraal and
merchant banks n respect of outstanding BOK foreign exchange support The attached
schedule indicates repayments ot $7 9 tnliion 1 1998 and $3 3 trllion in the first half ot
1999 The remamning balance ($1 36 billion) 1s within the Bnidge Merchant Bank

One difference with the LOl 1s that the applicable interest rate has been reduced to LIBOR +
400 bp for amounts 1n 1998, but only to LIBOR + 600 bp for amounts 1n 1999

~
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From: John Nndsworth ;?<;~
Tos WTseng \C)Cb S
Subject: Supplementary Budget

Wanda:

Mo I mentioncd on the phone, I hawvo baon dipeuccing with Mofe officiale
plana for rhe secand half of the year and have mef atrong resiarance to the
revigsions to macro projections that are envisaged in the briefing paper.
This ewening I was ~alled inm hy rhe Vira Miniater +n Aiacnas macrn pnlicy
direction in the short term. Mr. Chung announced that his staff had
prepared a draft supplementary budget, the details of which are set out
below. He would like to have an immediate response from the Fund as the
plan is to be discussed with the President in broad outline in the next few
days. I registered some initial reservations as to the underlying macro
asocoumptions and cice of the expandod doficit, and noted that this whole
topic would need to be discussed in detail with the mission. I believe
thial. thisre will be a time period for discussion if onlvy because the
National Assembly will probably not be in session until mid July at the

earliest; but the higher the plan goss in internal dircursiona, the more
Jdifficult it will be for the miscien to malke changocao. The Vico Miniotor

also gave me an "aide memoire" on macroeconomic policy direction which I
will send by fax.

Tho onwvicagod Efupplomentarxy budget will aim te inject addiecisonal funds inra
rredir guavantee and aAther funda aa well aa expand the rorial rRafety net
and increase spending on social overhead capital. Some additional
coffoetting recvenuc mecacurcse will be talken. Thoso aro coon 26 politioally
necessary as a form of "burden sharing" and because the authorities feel it
imprudent to averly expand the fiscal deficit. Given the authorities'’
assumption that real GDP will contract by 2.5 percent in 1998, the net
effect of fiscal measures would be to increase the fiscal deficit from 1.7
percent to 3 percent of GDP.

The breakdown of the planned measures is as follows:

Initial Deficit 7.8 (trillion
won)

Tax Shortfall 4.7
Increase in revenue 3::2
Automatic redn in expenditure 1.0

New expenditure 6.1
New deficit 14.4
less foreign funded exp (IBRD) 1.4

Deficit 13.0 (3 percent
of GDP)

Ifle antlClpatea nNew [mvenues 4rc withnoldliay tdxX Ol lulerest lucome (abodl
w B00 billion), increase in gasocline/diesel taxes (200 billion),

- ) B ARE] A e TY L ay e 2AA el ———- _—— b e Amm e ———— - feya
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[
primarily from shortfalls in earmarked taxes New expenditures compraise an
injection i1nto credat guarantee funds of W1 ¢ trillion (which will be
foreign financed), an increase of 0 2 trillion in export insurance, an
increase of W1 1 trillion in the National Housing Fund, an increase in
social overhead capital of W1 9 trillion, and additional social safety net
expenditure ¢f W 1 5 trillion There geem few details beyond these broad

categories

The deficit 18 expected to be bond financed The Vice Minister gaid chat
initially the intention was to avoild monetization of the deficit but it
would be necessary to assess the situation in the market as the year
progressed &
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Korea's Macroeconomic Policy Direction

v

I Diagnosts of the Korean economy

As the economy was gripped m a war ume survival mentality’, total
domestic demand m the first quarter has fallen over 29 4 per cent  Such an
Juggish domestic demand engenders contraction 1n wmdustnial production
and avecrage opetation rato ot the manutactunng sector

Also, an unemployment rate confinues to tisc, and 1t may cause social unrest
by distupting long-standing soctal cohesion in the Korean society

Furthermore, owmg to unfavoiable external circunstances such as high
yer/dollar cxchange tate and low GDP growth in the Asia region, export
gmowth niarked a very low rate and even minus during last month despite a
sharp currency depreciation

All in all, these factors, if prolonged, may collapse Korea’s industrial
hase, and undermine greatly Korea’s growth potential

2 Future macroeconomic policy direction

Without any doubt tight macro¢cononic policies are inewvitable for a time
dwing the period of cnsis However, economic policies should be
pragmatic and flexible m advancing structural refonn as rapidly as possible,
as well as adapting to developments 11 the real economy The Korean
government views that this approach will be able to avold overkill duning the
crucial penod of transition period and successfully implement economic
structuial reforms
J

With this direction as its mmpetus future macroeconomic policies will be
centered on resolving a high nterest conundulum and a credit crunch
thi ough normalizing finanaal system
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3 Fuscal poliy during the reform period

| {
A lugh RP 1ate combmed with the newly imposed regulation on the BIS
captial 1a10 and the wave of mnsolvencies due to the pumshing level of
mterest 1ate, 1~ engendering a distortion n credit flows and a credit crunch
supphed money quickly retum to the Bank of Korea swce finanual
nstitutions meluding commetcial banks tend to purchase RP s rather than to
lend to coporate sector

Agamst this background, while it should support reform measures the tiscal
sector should serve as a conduit for money supply However, newly
cnvisaged fiscal policy does not intend to counter the current cyclical
movements  Rather, it will have gtven prionity 1o the resolving credit
crunch mirer aliu by ingecting resources into the credit guarantee agency
to mcrease guranteeing capacity for export or small- and medium sized
companics [t also aims at expansion of a social safety net

Toward this end, although tax revenue will be reduced more than ongmally
expected, due to the deceleration of economic growth, governemnt outlays
<hould be mncieased  This imphed an increase in fiscal defiat n
consolidated government balance up to about 3 per cent of GDP

As for mnflation considering an asset deflation and decrease In real wage
bills along with sharp decline in domestic demand, an inflationary pressure
from the fiscal deficit will be subdued In addition, the decelerating income
velocity seemns to suppress the possiblity of inflation
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To Ms Tseng June 18 1998
D5
From JR Dodsworth

.

Subject Korea Corporate Viability Assessment

T am attaching a table 'on the 55 nonviable corporations that were 1dentificd yesterday The
data are rough 1n some areas, but give some indication of the size of the companies mvolved
The total direct bank indebtedness of the companies Is cstimated at W5 6 trillion The W17
tnllwon quoted yesterday as potential non performing loans includes cofinancing
arrangements and guarantees as well as bank habilities

I am also attaching a MOFE report on the viability exercise and a Q&A note on the same
topic
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wunil Merchant Marine
lyunda Alummum
sung
amsung Watch
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aedo Pharmaceutical
anii Wire
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onjeon Energy
» Owenscoming
1 ENC
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Storage
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4 Group
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18
19
20

21

22
23

Capital

47 800
10 000

2000
21200

86 500
6 800
1500

10000

1148
6 400
13240
300

5 000

25 000
82

49 500
5000

10 000
5000
200

20 000

4 300
1800

Total Liab

416 100
66 600
21,400

120 500

77 800
176 300
21 600
82,100

27 751
21 5§56
42 761
21115
98 300

143 317
47 578
149 033
24,186

12 900
18 400
97 300
597 000

104 300
42 200

Sales

514 600
112 700

25600
158 600

33 600
59 200

2 500
81 300

20874
21 050
79 600
43 096
73 000

241679
66 729
55 483
32 116

2 900
8 500
36 100

2153 900

33 400
6 400

Net Profit Employees

(45 800)
300
200
(100)

(6 600)
(38,800)
(4 80O)
(6 700)

(4 206)

(2 696)
739
167

(18 200)

(8 343)
(1671)
(11 172)
(3 600)

(7 100)
100
(1 900)

(41 100)

(9 700)
(6 800)

nonviablecorp xis

926
635

5
538

87
630
110
311

127
58

5
1730
138

2 358
168
297
561

56
72
205

490

265
156

Restructuning

Merger w/affitate

Independent employee company
Merger w/Hyundai Merch Marine

Merger w/Koryo Ind Dev

Sale or liquidatron
Sale or hquidation
Sale or iqurdation
Sale or liquidation

N/A
N/A
N/A
N/A
N/A

Asset sale & liquidation
Equity disposal & kquidation
Equity disposal

Sale or liqurdation

Sale

Acquire or sale
Acquire

Absarb HR to Ssanyong O1l

N/A
N/A
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19 Ah

Dong Ah Engmeering
sung

Hyosung Medta
Hyosung Number One
Dong Kwang Chemical
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CohapIT
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{aai Distibution

fatar Electronics -

latar Confectionery
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hinho Telecom
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‘opyong nd Development
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il Synthefrc

hae Chemical

mju Development
iInnam Development

24

25
26
27

28
29
30
R Y|

32
33
34

35
36
37

38
39
40

41
42
43

44
45
46
47

Capital
6 000

17,800
3 000
1550

1000
1000
3300
4000

29 800
66 800
44 600

23 500
11 500
24 500

6 700
11,770
10 513

272 500
(25 900)
26 000

97,900

2 800
22 000
26 000

Total Liab
70600

40 752
4 486
2740

240
2 350
68 900

377 000
794 000
1 086,100

294 900
68 500
133 200

76 327
46 515
185 257

357 000
343 200
182 700

1140 100
65 400
80,300

170,000

Sales
50 900

4100
281
2644

5900
29 500
15 500

400 500
419 900
789 000

237 900
103 800
31900

24 700
70 400
204 800

215 100
48,500
118 500

697 500
56 900
16 400
21600

Net Profit Employees

(5 800)

(1772)
(1774)
(675)

(100)

{(100)

(6 900)
40

(21 400)
(139 100)
10 400

(12 600)
(20 600)
(73 300)

(4 484)
(17 927)
(24 624)

600
(18 900)
200

(87 400)
(12 400)

(8 700)
(19 700)

nonviablecorp xis

420

11
15
4

4

4
150
94

2 343
2835
4226

203
131
36

875
52
372

800
170
1,500
200

270
360

Restructunng
Liquidation

Sale
Lriqurdation
Asset sale & iquidation

Equity disposal
Sale or liquidation
Sale or kqurdation
Sale

Forergn asset sale
Asset sale
Foreign asset sale

N/A
N/A
N/A

Merger w/Department Store
Merger w/Depariment Store
Merger v}.rIDepartment Store

Sale & iqurdation
Lrquidation
Liqudation

Merger wiintemational company
Sale

Sale to US holding company
Sale to US hoiding company

/
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ble Companies

m milhion) ‘ Caprtal  Total Lyab Sales Net Profit Employees Restructuning

ol

urthan Fabnc 48 4150 48 500 15750 (12 500) 300 N/A

Juk

ingguk Elect 49 5000 68 900 16600 (13 100) 225 N/A

N

ha 50 99 250 332 394 126 331 (8 969) 883 NI/A

Jang

e Sung Housing 51 230 1553 2069 53 30 Liquidation

uk Synthetic N\

ha Distnbution 52 1080 12 000 37 900 (6 000) 900 Merger w/affihate

2 Han Wool 53 1700 81,100 32 480 (6,570) 438 In auction after bankruptey on 6/10
g Young Paper 54 8400 - 63 000 200 230 In auction after bankruptey on 5/30
0 Jung Hosptal 55 - 35600 9 300 (1 000) Takeover by 3rd party or kqurdation
al \ 1,141,323 8,611,311 7,733,092 (732,684) 21,739

of cooperative loans
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Assessment on Corporate Viability:
Progress Report

June 19, 1998

Ministry of Finance and Economy

Republic of Korea
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1. Background

Korea’s economic restructuring program consists of a
coordinated, two-pronged approach which we believe is
particularly germane given the close linkage between the financial
and corporate sectors

Specifically, the government 1s €XErcising 1ts Supervisory power
to enforce financial sector restructuring, which impels financial
institutions, 1n tumn, to apply corresponding pressure on
corporations with regard to their debt reduction and business
restructuring

In short, the government 1s creating the proper mstitutional
framework to facilitate and monitor the restructuring process
This leaves the actual duty of corporate sector restructuring to the
creditor banks themselves

This process has been underway since early May The creditor
banks’ formal review commuittees completed therr first round
assessment of client firms, and on June 18, made a public
announcement of the list of firms deemed to be financially non-
viable In making their assessment, creditor banks have been
exercising full autonomy, and will continue to do so with regard
to enforcing any necessary requirements for change

As banks enforce more stringent standards on their client firms,
increased bankruptcies and Liquidations could potentially worsen
the financial institutions’ asset portfolios The FSC will monitor
the possible adverse incentive this poses for financial institutions
with respect to enforcing a policy of no forbearance

T-NAr-8661
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/
2. Assessment Results and Resolution Scheme

Coverage and Criteria of Assessment The assessment covers
313 corporations that show indications of significant financial
weakness, most of which are subsidiaries of the 64 largest
business groups, (chaebols), including those 11 business groups

currently under co-financing arrangements made by creditor
banks

The creditor banks’ committees made their assessments on an
autonomous basis In order to ensure an objective decision-

making process, a voting scheme was utilized by the assessment
committees

Creditor banks established on an individual basis therr own
assessment criteria  Nevertheless, several core criteria have been
commonly applied

® Financial standing of corporations

® Potential for future business profit

® Business capacity to accommodate financial costs

In addition, the following principles have been applied in the
process of assessment

® The assessment of the future value of a business firm should
be made assuming a normal interest rate, instead of the
current, unusually high rate,

® The future value of a firm should be the primary criteria m
viability assessment when such firm 1s indebted to more than
one creditor bank

PT I9od SBLb £29 2ve 0L WO¥4 $T 18 £1-NNC-866T



Assessment Results The assessment result shows that 55
corporations, which represent 17 6% of the total number of
assessed firms, were classified as financially non-viable

Among those deemed to be non-wviable, 52 corporations are

affiliated with Korea’s top 64 business groups, 20 of which are

affiliated with the 5 largest business groups The remaining 3

corporations do not have any affiliation with business groups >

® Korea’s 5 largest business groups 4 firms each from
Hyundai, Samsung, and LG, 5 from Daewoo, and 3 from SK
were deemed non-viable,

\
® Business groups ranked 6™ to 64™ 32 firms from 15 business
groups, including those 8 groups that are currently under co-
financing arrangements

Resolution Scheme The basic modality of resolution 1s as
follows
Y N
® Corporations classified as financially viable will recerve full
support from financial institutions,

® Those deemed to be non-viable (or, equivalently, classified as
“subject to exit”) will be subject to mandatory exit on a timely
basis,

® Those classified as “subject to restructuring” will benefit from
proactive support from financial mnstitutions conditional upon
self-rescue efforts

Corporations deemed to be non-viable will not be able to receive
any new credit from financial mstitutions In order to facilitate
their smooth exit, however, creditor banks will allow a grace
period for repayment of loans falling due until the resolution
scheme 1s finalized

4 §T I8 £T-NNL-8661
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® Financial assistance across affiliate companies for the purpose
of bailout will not be allowed, although the fulfillment of
cross-debt guarantees can be enforced,

® Creditor banks will formulate, as soon as possible; specific
resolution programs and a resolution timetable 1n consultation
with the concerned corporations

For those non-viable corporations under court“recervership or
mediation proceedings, creditor banks will decide the resolution
scheme by the end of July, creditor banks will either facilitate the
legal process or induce third party acquisition, etc

Upon the completion of the first round assessment of client firms,
creditor banks will establish workout units by June 20, 1n order to
provide timely support to viable firms

Future Measures For the 5 largest business groups, 1llegal
mnside trading and financial assistance across affiliates will be
banned

More importantly, the financial mstitutions’ disproportionately
large exposure to the 5 largest chaebols will be reduced In this
process, creditor banks will monitor and assess, on an ongoing
basis, the financial viability of these groups, and take necessary
actions 1f there 1s any further indrcation of financial weakness

To this end, major creditor banks will reformulate by the end of
July their contract with the 5 largest chaebols for caprtal structure
improvement to reflect specific steps to be taken for debt
reduction

For SMEs, banks will sort out healthy firms, and will provide full
financial support to them

WoM4 ST 1@ £T-NNL-8661
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3. Ancillary Measures: Alleviating the Credit Crunch

The already severe credit crunch 1s likely to further intensify over
the course of financial and corporate sector restructuring The
Korean government has and will respond to this possibility by
implementing various macroeconomic and financtal measures

Stabilizing Interest Rates At the macroeconomic level,
monetary policy will be conducted more flexibly n order to
create room for gradual interest rate reduction

At the microeconomic level, the deposit insurance scheme will be
revised so as to discourage adverse incentives on the part of
banks’ hability management Under the current full protection on
depositors, banks are inclined to offer high deposit rates without
due consideration of risks involved

Increasing Credit to Small and Medium Enterprises Banks
plan to mobilize their own financial resources of 12.5 trillion won
to be used exclusively for lending to SMEs Also, they will
convert the existing overdue loans made to SMEs 1nto general
loans This will improve the access of SMEs to bank loans

Expanding Credit Guarantee Facihities Credit guarantee
agencies will expand their allowance by about 4 trillion won by
strengthening their loan collection efforts and self-restructuring
The Korean government will allocate additional fiscal resources
to credit guarantee agencies

Furthermore, mn order to improve efficiency, more credit
guarantee services will be made available to healthy SMEs A
system of partial guarantee will also be introduced

WOM4 9T 18 £T-NNL-B66T
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rxpanding Trade Financing The Bank of Korea will expand its
support for trade financing The allowance of the Korea Export
Insurance Corporation will be augmented from the current 20
trilhion to 31 trillion won The KEXIM Bark will also mobilize
additional financial resources 1n advance of the origmal schedule

Others: More financing facilities, will be provided to housing
Investment and construction companies The Korean government
will set up a contingency plan 1n order to make a timely response
to changes 1n market conditions

L1 1@ £ET-NNC-866T
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Q&A
Assessment on Corporate Viai)ﬂity

June 19, 1998

Erae

Ministry of Finance and Economy
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Contents

1 It seems that the government was involved in some parts of
the corporate viability assessment process. ls this not guoing
against the market principle?

/

2 The announcement had originally been scheduled to be made in
early June, but was delayed to include the affiliates of the top
5 chaebol among those companies classified as naon-viable.

Why?

3 Altb/nugh 20 companies affiliated with the top 5 chaebol have
been ordered to exit as a result of the corporate viability
assessment, they are relatively small and unimportant umits.
Will their exit be sufficient for the corporate reform of these
conglomerates, and do the assessment results mean that there
are no more non-viable companies affiliated with them?

4 Was the viability assessment made in a fair and objective
manner? And, will an appeal be accepted far those
companies that refuse to accept the judgment of mandatory
exit?

J

5 Was there sufficient consultation with foreign banks in
creating the list of non-viable companies?

\
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6. Has the government disEussed the viability assessment issue
with international institutions, such as the IMF and the
IBRD?

7

7. Samsung Motors 1s known to be experiencing financial
difficulties, while problems concerning the government's
industrial policy against duplicate investments are still being
raised. What was the reason for Samsung Mbotors’ exclusion
from the recent list of non-viable companies?

8 Is it not against the principle of fairness that all other
recipients of co—financing have been classified as non-viable

with the exception of Dongah group?

9 The government announced that it would settle the problem of
companies under court mediation and receivership, like Kia
and Hanbo, as soon as possible. But it seems that the
government can hardly solve the problem without the courts’
agreement. What are the chances of an early settlement in
view of the courts’ positions?

10 Will the viahility assessments continue on to the second or
the third round for those pending companies which have not
been judged as being non-viable in yesterday’s announced
results?
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11 The announcement of the results of the corporate viability
assessment may wursen the credit crunch on the domestic
financial markets. What measures have you prepared to
deal with the possibility?

12 Will not the other affiliates of chaebol that have
cross—guaranteed the debts of the non-viable affiliates
become non-~viable themselves?

13 Many people are currently working for the companies that
have been judged non-viablee Have you prepared any
measures to assist them?

14 What are the measures to protect minority shareholders who
have invested in the companies judged non-viable?
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Question 1 It seems that the government was involved in some
parts of the corporate viability assessment process. Is this not ‘
going against the market principle?

The government was not directly mvolved 1n the process of evaluation
camed out by the financial institutions However, the government did
urge the financial institutions to do thewr best to make the judgments
with mtegnity

The reason for this \urgmg was that, 1if the bad loans are allowed to
increase further, not only would 1t become more difficult to protect
the depositors and mamntain the stabibty of the financial system, but
also the burden of the accurmulated bad loans would be ultimately lad
on the general public in the process of consolidation  Thus, the
government only exercised its supervisory nghts to ensure the
soundness of those financal institutions

/
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Question 2 The announcement had originally been scheduled to
be made in early June, but was delayed to include the affiliates
of the top 5 chaecbol among those companies classified as
non—viable. Why? N

Affihates of the top 5 chaebol were not imtally subject to the
assessment by corporate viabihty assessment commuttees, because of
their cross payment guarantees or therr apparent ability to repay
debts However, those companies, hke affihates of other chaebol
ranked 6% and below, eventually came to be mcluded, based on the
, judgment that there was a need to assess the soundness of each
individual company as a separate and mdependent entity aside from its
affillation with the parent busmess group. The deasion 1s only
natural, considenng that the top 5 chaebol need to lead the way 1n

overcoming the current cnsis as quickly as possible
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Question 3  Although 20 companies affiliated wath the top 5
chaebol have been ordered to exit as a result of the corporate
viability assessment, they are re'laﬁvely small and ummportant
umts. Will their exit be sufficient for the corporate reform of
these conglomerates, and do the assessment results mean that
there are no more non-viable companies affiliated with them?

13
h)

In the case of the affiliates of the top 5 busmness groups, even though
there were signs of financial troubles, only a few companies had
actual problems 1n repaying loans owed to the financial institutions
From the view pomt of the financial institutions, they could not judge
a company as non-viable as long as 1t was paying nterests on its
loans on time Part of the reason that lcan repayment problems did
not occur with these affihates could be financial supports through
internal transactions within the groups

However, the corporate viability assessment ulbmately aims to Judge
every pending company for its abihty to survive independently In
the case of the affibates of the top 5 chaebol, there 1s a high
possibility that there were 1illegal intra-group financial supports
Therefore, more affihates of the top 5 chaebol may be judged as
non-viable m the future, regardless of yesterday’s assessment results

In the future, strict inveshgations 1nto illegal internal transactions
among the chaebol affihates will be carmed out to prevent mtra-group

financial supports And, should any loan repayment problems occur to
these companies as a result, financal nsttutions will be directed to

continually assess therr viability as an individual company
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Moreover, if the top 5 busmess groups do not ca}ry out more active
restructuning efforts such as business swap deals for thewr affihates
from the viewpomnt of national competitiveness, financal nstitutions
will be directed to stop providing further credit to these comparues
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Question 4 Was the viability assessment made 1n a fair and
objective manner? And, will an appeal be accepted for those
companies that refuse to accept the judgment of mandatory exit?

The cntena for the wiability assessment were set by the mdividual
creditor banks of ther own  Therefore, we cannot say that all
creditor banks rehed on the same cntena, but the government had
required the next two pants to be considered 1n order to guarantee
objectivity and fairness in the process /

1 The judgments should focus on an mmdividual company’s business
prospects in terms of factors such as profitability and cash flow
rather than its affihation with other companies in the parent group

2 The judgments sﬁnuld consider the future value of each company
under normal Interest rate conditions rather than the current high
interest rate conditions

Because these points were fully reflected n the assessment process
along with the help of external experts mn applying the newest credit
nsk management tec:hmo:[ues3 we are convinced of the fairness and
objectivity of the results Moreover, yesterday’s assessment was to
decide whether or not propriety of fresh loans will be given to the
pending compames However, this decision 1s ultmately to be made
under the authonty of the individual creditor banks and therefore, the

ruling of mandatory exit will be difficult to reverse
]
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Question' 5 Was there sufficient consultation with foreign banks

|

in creating the list of non~viable companies?

We feel that there was no need to consult with foreign banks because
the compames subject to the wiabiity assessment have almost no
borrowings from abroad. But should such assessments be required to
be rmade on compames with large foreign bank loans in the future,
consultation with foreign banks will be included 1n the process
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Question 6 Has the government discussed the, viability
assessment issue with international institutions, such as the IMF
and the IBRD?

The government closely consulted with officals from the IMIF and the
IBRD on the 1ssue, and reached an agreement as to the assessment as
well as general corporate restructunng processes Both the IMF and
the IBRD have sent delegates to discuss regularly with the Financial
Supervisory Comnussion on various corporate reform 1ssues They
have also provided technical support by hiring experienced consultants
out of therr own budget Currently, Dr Ira Liebermann, the head of
the corporate restructuring team, 1s in Seoul to observe our progress
In carrying out the restructuning process He appears to be satisfied
at least for confumung ocur firm will to reform by obéerwng the
_ assessment process of non-viable companies
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Question 7. Samsung Motors is known to be experiencing
financial  difficulties, while problems concerning the
government’s industrial policy against duplicate investments are
stll being raised. What was the reason for Samsung Mbotors’
’ exclusion from the recent list of non-viable companies?

Samsung Motors 1s not classified as a company on the verge of
insolvency as 1t 1s still in the mmtial development stages of its
business Financial institutions will decide whether they wall extend
or suspend the company’'s credit, as the process of voluntary
restructuring 1 the automobile mndustry gets under way
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Question 8 Is it not against the principle of fairmess that all
other recipients of co—financing have been classified as
non-viable with the exception of Dongab group?

Unlike prior cases, co-financing to Dongah group was not a bailout
assistance. Financial assistance was given to the group as part of a
"workout” process based on a loss-shanng agreement between Dongah
and 1ts creditor financial institubons Dongah Group s expected to
sell off of all its affihates, with the exception of Dongah Construction
The owners will also give up the majority stakes and management
rnights as well as contribute privately owned real estate properties

Such corporate restfuctunng cases i which a "workout” 1s
established, with the owners giving up the business, could be apphed
not only to Dongah, but to any company facing financial problems as
long as an agreement can be reached with its creditor financial
mstitutions
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Question 9 The government announced that it would settle the
problem of companies under court mediation and reoeivership,\
like Kia and Hanbo, as soon as possible. But it seems that the
government can hardly solve the problem without the courts’
agreement. What are the chances of an early settlement in view
of the courts’ positions?

Early settlements of 1ssues concerming the troubled compames under
court mediation and receivership still needs to be made within the
v

legal framework

z

Under the new Composition Act and Company Reorgamzation Act
revised 1n February this year, the creditor banks can promptly obtan
the courts’ a,greiament when the banks decide upon a reasonable course
of acton  Because of the troducton of the creditor counci
consisting of major creditors, 1t 1s now possible for the creditor banks’
mntention to be fully reflected in the settlement process It 1s also
possible now to terminate the process early, i1n the case in which the
revival of the company 1s deemed 1mprobable

By uthzing these procedures, pending 1ssues concerming court
mediation and recervership may be settled at an earlier date

3

- 10 -
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Question 10 Will the viability assessments continue on to the
second or the third round for those pending companies which
have not been judged as being non-viable in yesterday’s
announced results?

In the case of the affihates of the top 5 chaebol, the extent of the
assessments was himited by the fact that publicly available accounting
documents served as the only basis for judgment If in the process
of restncting intra-group financial supports, these compames fail to
repay their loans, individual creditor banks will decide the wviability of
these companies

For those busmess groups ranked 6™ and below, sufficient evidence
have been gathered m the process of their assessments, and therefore
those not announced in the list of mandatory exit compames, have for
the moment been classified as viable and will undergo an aggressive
workout plan However, if the company faces financial trouble durng
the process of restructuring, agamn 1t will be up to the creditor banks
to decide the viablity 1in each case

- 11 -
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Question 11 The announcement of the results of the corporate
viability assessment may wuorsen the credit crunch on the
domestic financial markets. What measures have you prepared
to deal with the possibility?

It 1s possible that the anmouncement will cause a temporary clog n
the financial market by destabilizing interest rates and stock prices as
well as tightemng the money supply X
To cope with the possibihity, we will

1 maimntamn a flexible money supply,

2 strengthen efforts to stabilize nterest rates, such as stabiizing the
call rates through open market operatl/on, and

3 carefully supervise every finanaal institution to ensure proper
supply of money, such as the special fund (worth 125 tnlhon won)
for small and medium-sized firms, so that the damages will not ™
spread to other compames that have business relations with the

non-viable compames

After a transition period, the announcement will ultitmately lead to
stability by removing the uncertanties in the financial markets

(
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Question 12 Will not the other affiliates of chacbol that have
cross—guaranteed the debts of the non-viable affiliates become
non-viable themselves?

There 1s a possibility that the comparues which guaranteed the debts
of the non-viable compames will become non-viable as well when
they become incapable of repaying the debts In such a case, the
matter will most likely be settled n the end by a shanng of the
losses between the company and its creditor banks Again, this 1s
one part of the aforementioned process known as "workout ”

\

-13 -

pS 3obd Seib £238 262 0L WOY4 b2 T8 £T-NNr-3667



Question 13 Many people are currently working for the
companies that have been judged non-viable. Have you prepared
any measures to assist them?

We believe that some of these people will not have to leave their jobs
if the compames they are working for are merged into or acqured by
financially healthy comparues, be they domestic or foreign  Some
people will also be able to get a job at other compames However, we

s foresee that qute a lot of those people will imevitably be out of
employment due to the tight job market.

Unfortunately, 1t 1s difficult for the government to provide special
arrangement for these people, nevertheless. The government will,
however, do its best to provide them with every possible means of
assistance within the existing framework of retirement payments,
unemployment imsurance and other general support measures for the

unemployed

Since a lot mare people than ongmally expected are projected to lose
ther jobs in the ongomng process of corporate and financial
restructring, the government plans to strengthen general
unemployment policies even at the cost of extending deficits 1n public

finance.

- 14 -
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Question 14 What are the measures to protect minority
shareholders who have invested in the companies judged
non-viable?

Since an mvestment 1n a company 1s made at one’s own mnisk, the
government will not prepare any measure to compensate the losses
from having mvested 1n the compames which will be forced to exit
However, the listed compames judged as non-viable will not be
immedhately unbisted from the stock market, and part of the
investrnent maybe redeemed through selhing off of company assets

{

- 15 -
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TA A

Results of Corporate Viability Assessment
1 Progress to-date of Corporate Viabllity Assessment

© A total of 313 corporates, including corporates 1n 11 business groups that are
recipients of cooperative assistarnce, as well as troubled corperates belonging to the
big 64 business groups were assessed in the recent corporate viabtlity assessment

O As for the corporates belonging to the top 5 business groups, they were excluded
at first as they were deemed to not have problems in connection with tepayment of
liabilities However, under the Judgement that the assessment of those corporates
In accordarice to the soundness of the individual corporate 15 nceded as well, they
were added onto the list of corporates to be identified

© Corporate Viability Assessment Commuttees at each bank came up with internal
assessment results by June 13 and following a peliod of reconciliation to resolve
discrepancies among banks the final results were concetved on June | 7

o The banks’ assessment pracess was based on the principle of voluntary decision-
making and after a sufficient level of discussion between members of the
assessment commuttees, objective measures such as voting were utilized to arrive
at final results

© In principle, critenia for viability assessment was left tor each bank to decide on
their own However, there were some common criteria For example, financial
standings, capacity to create profit-making opportunities or capabilities to endure
financial costs were commonly considered throughout the evaluation process

- Instead of evaluating a corporate’s viability under the current high nterest rate
cnvironment, normal interest rate levels were applied when celculating a
corporate’s future value,
- Much weight was placed on the corporate’s future value when it came to making
reconciliation toward the viability of a certain corporate during deliberation
sesgions between banks
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2. Results of Corporate Viability Assessment

O The recent assessment revealed that 55 corporates, which represent 17% of total
numbet of carpotates subject to the assessment, are subject to mandatory ext

O Among the 55, 20 corporates are affiliated with the top 5 business groups, 32 with

the 6"-64" rankmg business groups, while the remaining 3 do not have any
affilation with  business groups
{

- Corporates that are subject to exit and are affiliated to top 5 business groups are
4 corporates each from Hyundal, Samsung, LG groups, 5 from Daewoo and 3 from
SK

- Among the 6™-64" ranking business groups, 15 corporates, which include 8
corporates i the business groups that are recipients of cooperative assistance were
cvaluated as corparates subject to exit

3. Resti ucturing Scheme

O Corporates classified as “viable” will receive full support from financial
institutions, whereas corporates that are classified as “subject 10 exit” will be
exited on a timely basis and those that are classified as “subject to restructuring™
will benefit from proactive support toward restructuring from financial institutions
to the degree of self rescue efforts displayed on part of the corporate itself

O New credit from financial institutions to corporates that face mandatory exit will
be suspended However, for the smooth exit of corporates, upon deliberation
between credit banks, a grace period for repayment of loans reaching maturity will
be applied until the resolution scheme 1s finalized
- Although the fulfiliment ot liabihties guarantee by affiliate companies 1s
allowed, financial assistance for the purposes of continuing operations will nat be
permutted

Specific imetable and scheme for the exit of such corporates will be set in 8
timely manner by creditor banks after consultation with the concerned corporates
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- Among the 11 business group recipients of cooperative assistarice, 7 business
groups, that is, Hanhwa, Dongah Construction, Gohap, Haitai, Shtnho, New Coro,
Hanul will be subject to exat and groupwide restructuring

- As 4 corporates of the Hanil business group, including a core unit Hanil Textile,
are subject to mandatory exit, a serious restructuring ot the overall group wil| be
requied

- As for Dongah, 1t has already announced plans to dispose of all of its affihates
except for Dongah Construction, and the majonity shareholder of the group hes
decided to  give up 1ts share holdings as well as management position and has
contributed privately owned real estate property

© Among the rest of the 11 recipients of cooperative assistance, Jinro group will be
handled under the mediation and court receivership proceedings and corporates of
Jindo, Shinwon, Woobang will, depending on internsl decisions, either be exited or
will be provided with support toward their restructuring efforts

O Hyosung, which although 1s not a recipient of cooperative financing but 1s facing
difficulties in fundings at it's core umt Hyosung Industries, 1s subject to the exit of
3 affiliates including Hyosung Media, while other 1estructuring measures withun
the group will be pursued such as mergers or sell-offs

O For those corporates that are under mediation or court receivership, such as Kia
and Hanbo, creditor banks will prepare by the end of July schemes to facilitate the
lepal process or to induce a third party acquisition ctc
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FSC Chairman Announcement
1 Corporate Restructuring and Viability Assessment

O From the point of view of financial mmstitutions, the current restructuring eftorts
represent a cote piece of economic reform pursued by the Korean government
and can be taken as a process of conecting problem loans or possible problem
loans ot the future that are embedded 1n the system

O Along these lines, financial institutions' practices of suspending credit extension
to corporates that do not possess the capacity to make repayment on their
liahilittes and on the other hand continuing support 1o corporates ot which a
prompt trepayment i1s expected, in fact coincide with the process of assessing
cotporate viabylity

o Corporate viahility 18 assessed on a routine basis at most of the tinancial
institutions of advanced nations and therefore 1t could be said that corporate
restructunng 1s carried out on a continuous basis 1 those countries

© However, the corporate viability assessment mechanism has not been put intv
work at financral wnstitutions 1in Korea and the number of troubled corporates
have been accumulating ever since, calling for the resolution to provide a one
shot solution to overhaul the system, 8ccording to restructuring plans
- Once the financlal system is rehabilitated, financial insututions will be

transformed and will regard the evaluation of corporate viability as an ongoing
sctivity within their overall operations

o Corporate viabihty assessment will mark the start of serious restructuring efforts

toward the corporate sector and will be followed by workout plans or business
exchange arrangements s a8 way to enhance compentiveness and efticiency,
which at the end will mark the completion of overall corporate restincturing

2. Results of Corporate Viability Assessment

O lhe initial assessment results of early Junc was not deemud satisfactory as 1t
revealed only 14 corporates as being subject to exit, while the assessment of 7
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corporates were put-off and none of the affiliates to the top 5 business groups

were included

- Confronting unsatisfactory results and with concerns that by accepting such
results problems in financial institutions would continue to present sertous
impediments to the financial system, the FSC required the reassessment ot
corporates to be completed by respective banks until June 20

O In companison to previous assessment results, the number of corporates that will
be subject to exit rose to 55 corporates an increase of 34 corporates from the
previous 21 Among the 34, 20 of them belong to the top 5 business groups
representing 59% of the increase scen between the two results
- Inmally, financial instituttons excluded corporates belonging to the top S
business groups from viability assessment, as they were deemcd to possess the
capacity to make repayments on their loans through means lihe mutual
gusrantees within a given group

» However, as the leading role by the top 5 business groups within the overall
corporate restructuring scheme 13 regarded to be of significant importance,
the FSC directed financial institutions to asscss the viability of each aflihated
company of the top S business groups 1n accordance to the soundness of the
individual corporate and the capacity of loan repayments etc , the same way in
which ather ranking business groups were evaluated

O Although results of corporate viability assessment of the top 5 business groups
reflect an aggressive and forward-looking approach pursued on the part of
financial institutions, there 1s also concern for some weaknesses in the procedure
- As only accounting reports that were readily available were utlized for the

recent assessment, there were unavoidable Limitations tn 1dentifying funding
flows between affiliated compames within a business group and in turn the
viability of a given affihate within a group

3 Future Direction for Corporate Restructuring
© In accordance to results from the first round ot corporate viability assessment a

workout plan for those corporates that were 1dentified as viable will be pursued,
based on negohiations hetween financial institutions and coipurates
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<Top S business groups>

© The possibility of pursuing mutual funding arrangements among affiliated
companies through insider trading deals will be eliminated and more importantly
the practice of disproportionate lending toward the top S business gioups will
be overhauled
- In the svent problems in the repayment of principal on lending to a particular
corporate 1s revealed, banks will reassess the viability of the given corporate on
a voluntary basis

O Assertive judgements on the part of financial institutions will be required tor
corporates who in spite of lack of competitiveness of international standards, faii
to pursue a more aggressive approach in 1ts restructuring efforts through business
exchange etc (eg, motor vehicle industry)

© With input from outside experts, creditor banks of the top 5 busmess groups will
make adjustments to the financial structure improvement agreement 1n order to
provide a more detailcd and teasible approach to restructuring end based on
such agreement workouts wil| be pursued

<Other large business groups>

© As for corporates belonging to other large business groups, workout teums of
banks will be dispatched to corporates that were identified as being viable to
support efforts toward enhancement ot corporate value
- As for the 64 business groups 8 large commercial banks will each idenufy by
July 15, 2 business groups that will be subject to workout
- As for other large corporates as well as relatively large sized corporates, 8 large
commercial banks will each identify 10 corporates or accept applications trom

{
orporates

<Small-to-medium sized corporates>

© As for small-to-medium sized corporates, each bank will identity sound and
promrusing corporates and through the special tash torce on small-to-medium
s1zed corporates financial supervisory authontics will encoutage banks to provide
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tull support to such corporates

= The first round of corporate restructunng efforts will be completed by the end

of September and possible problems that may arnise throughout the overall

corporate restructuring efforts will be deliberated at the Econvmic Poliy
Coordination Meeting

O Restructunng efforts based on hegotiations between creditor banks and corporates

are practices used at advanced nations (eg, London approach) and we fully
consider their expenences
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gB JUH 1B P03 e Nandeun o fng o S 100754, Ko S
Facsimile Transmittal Form
DALE  Junc 18,1998 (Total Pages 2)
10 Mr Byan B Aghevll (Fax No 1-202-623 4795)

Acung Director

Asta and Pucific Department
Inwrnauonal Monctary Fund
Washuagton, DC US A
(ROOM NUMBDLR 4-320)

from  Tlohng-InHa (Fax No K7 2 799-9826)
Head
international Kelations Office

Subject Letter

Please see the dttached letter

C\OAMINC\RTADMU\letter hwp  (Jun /18/38 (7 40)
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THE BANK OF KOREA

110 3-Ga Namdaemun-Ro Jung-Gu
enui 1NN-794 Korea

Tl 822754 S6¥3
Fax 822 759-9826

HLab
INTERNATIONAL RLLATIONS ORFICL

June 18 1998

Mi Byan B Aghevh
Acling Duector

Asta and Pacific Departinent
International Monctary Fund
Washington DC USA

Dear Mr Aghevh

In response to your letter dated June 17, 1998 | am wnting to inform
you of a change rcgarding the host to your scheduled trip mm July  Dr
Hyunchul Shin  has  been  transferred  to another position, Director of
Intrnational Department I have succeeded his office since May 14, 1998
On this account 1 will be responsible for working with your mission to
Korea 1 look forward 0 mecting you for the fitst time and cooperaung
closely with your mussion for a successtul compleuon of the thud quartetly
review

Should you have any questions, of course please do nof hesitate 10
contact me via telephone at 822-759-5695 or via fax at 822-759-3826

Thanking you in advance for your cooperation in this regard, I send
my wadrmiest regatds

J

Sincerely yours

gfxz On ST

Johngdln lla
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) Office Memorandum
fo Ms Tseng June 18, 1998

I'rom IR Dodsworthm

Subject Korea List of Nonviable firms

A prehiminary transiation of the list of nonviable firms announced carlier today 1s attached
There 1s Iittle information available as of now but 1t appears that most of the firms, aside
from Har 1a1 Group Hyundai Livart, and Haml Svathetic are quite small Of the 55 firms
identified only 10 are histed companies and most of these had already been jdenufied as
defunct Therc was therefore litile direct impact on the stock market Uiy estumated that, 1n
total the 55 firms employ about 20,000 workers

Tt 15 reported that the maxtmum potential addition to nonperforming loans in the banhing
system from the 5S firms will be $17 tnllion However, 4 good part of this may be recouped
through asset sales and guarantees The indebtedness appears to be well spread among the
banks, though I have not been able to obtain data on this so tar
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Non Viable Companics

Top 5 Group
Hyunda
Hyundan Livart
Hyundai Heavy Machinery
Sunil Merchant Marine
Hyundai Aluminum
Samsung
Samsung Watch
Icheon Electric
Duedu Pharmaceutical
Hanil Wire
Daswoo
Hankuk Industrial Elect
Hankuk Aulo Systems
Orion Electric Parts
Dongwoo Construction
Daechang Industries
LG
LG Elect Parts
Wonjeon Energy
LG Owenscorning
LG E&C
8K
My TV
SK Storage
Kyungjin Shipping

ceTan Nl
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1
12
13

14
14
16
17

18

19
20

Tup 6 tuv 64 Group
Ssangyong
Bum A Petroleum 21
* Hanwha
Otron 22
Hanwha Travel 23
¢ Dong Ah
Dong An Engineering 24
Hyosung
Hyosung Media 25
Hyosung Numhber One 26
bUong Kwang Chemical 27
*  Kohap
Kohap | T 28
Kohap Fine Chemical 29
Kohap lextie 30
FCN N
* Haiten
Haita: Distribution 32
Haital Electronics 33
Haitai Confectiunery 34
* Shinho
Shinho Trading Corp 35
Shinho Telecom 36
Younglin Tech 37
* New Core
New Town 38
Shi Nae Livestock 39
Shi Dae Distribution 40
Keopyong
Dae Han Tungsten 41
Keopyong Ind Davelopment 42
Keopyong Construction 43
*  Hanil
Hanil Synthetic 44
Jinhae Chemical 45
Namju Development 46
Shinnam Development 47
Kabool
Shinhan Fabrnic 48
Dongguk
Dounyguk Elect 49
Tongll
llwha 50
* Woo Bang
Tae Suny Housing 51
Hen Kuk Synthctio
Ewha Distribution 62
Others
Dae Han Wool 53
Yang Young Paper 54
Woo Jung Hospital L1
recipient of cooperative luans
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INTERNATIONAL MONETARY FUND

June 18, 1998

To Ms Siegel

Subject Korea--Foreign Exchange Mangement Law

I would appreciate if you could respond to pomnt 3 of Mr
Dodsworth’s memorandum (attached) regarding the
correspondence with the Korean authorities at the time of
Korea’s acceptance of Article VIII status as soon as possible
Thank you

Attachment

cc Ms Coorey (without attachment)
Mr Gordon (without attachment)

}\h)d
anda\Tseng

(4-320, ext 37182)




7

:

9BJUN 17 g

SNAT,

To
Firom

Subject

T Fafing

R “\ - \\\q_e{&\k s RN

. \b\_\ "&M_‘{d
@ Office Memorandum > ="

™
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Korca Various Topics DY =S

T'inancial Sector Restructuring I am attaching an updated English translation of
thec FSC document on “Financial Sector Restructuring,” an earlier version of which
was given to World Bank staff [ have informed the FSC that our comments would

be coordinated with those of the World Bank

In the meeting with FSC Chairman yesterday, I made the ponts on capital
adequacy ratios communicated by Mr Hayward in his E-mail The Chairman
wished to mainly discuss corporate restructunng (see below), but on the financial
side he indicated that the audit of the 12 undercapitalized banks had, on 2
preliminary basis increased the estimate of troubled loans 1n the 12 banks by over
25 percent -- (tentatively trom ahout W46 tnilion to WA1 tnilion as at end -
March) As expected most of the banks have negatve net warth particularly the
regional banks The work of one firm (Coopers and Lybrand) had not been
completed, but the Appraisal Comuminee will go ahead from Thursday/ Fnday this
week The Commuittee will not include any members of FSC staff The Chairman
expressed regret that nether the Fund nor the Bank could suggest a parncipant for

the comnnuitee

Corporato Reotructuring Tho roport, on ¢orporate restiuctunng madc to the
Cabtnet earlier in the day by the FSC Chairman and the } inance Minister had
apparently not found favor with the President (1) because there was httle progress
on the “big deals,” and (u1) because the nonviable company hst (to be 1ssued
tomorrow) still had insufficient representation from big-$ affiliates It appears that
tollowing the cabmet meeting, the corporate * death list (as 1t 1s known within
FSC) was expanded and resubmtted for Presidential approva! | rerterated the
position that corporate restructuring could not be achieved i a shart time penod
that it needed to be market driven and led by creditors, and that any ‘big deal
needed to be commercially advantageous to all the different parues Ialso
emphasized that government mtervention and politicization of corporate
restructuring was likely to undermine credibility of the whole process and divert
attention from the real 1ssue of how debt workouts could best be achieved



On this latter point, the Chairman said that Mr Smith’s 1eport and
recommendations accorded well with the views nt kSO «fatt, particularly on the
question of the extent of powers of the ( entral Arbitration ( ommittee He said that
Bank staff particularly Mr Berggren were pushing very hard for a more centralized |
and government-influenced process 1n which there was a less clear dividing line ?
berween bank restructuring and corporate restructunng Chairman Lee believesitis i,
very unportant to avold any implication that public moncy unlized for purchase of
bad banking seclor dssets 1s effectively bemng used Lo help corporate restructuning
He asked that the Fund help to muderate the views of the Bauk on tus subject and,
to tlus end, I will be meeting with Messis Libermann and Beiggren later this
evemng
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Forcign Exchange law MOFE staff indicate that they will be propared to discuss
the techrucal questions raised and the possibility of a LEG visit tomorrow
(Thursday) afternoon As of now, they are reluctant to give me a full draft of the
new Law (1t 1s only available in Korean) I have asked that they check with their
supeniors I will push further tomorrow 1f necessary, but the draft will be 1n Korean
The MOFE staff are requesting copies of earlier correspondence on exchange
restrictions at the time of the acceptance of Article VIII status They believe that 1n
that disciiesion, many at the same topics had heen raiced and resnlved | wonder 1t
L EG could provide the relevant correspondence from that time?

Position 11 National Assembly The resumption of National Assembly 1s waiting
for the “poliucal party restructuring to be completed One member crossed party
lines this morning and another four or five are expected to do so during the next
three - four weeks This will, Tam (old, give dn effecuve majonty to the President s
walition A special session of the National Asseinbly can thus be expected 10 lale -
July Ilowever, there are many bills awaiting passage and most of these will not be
dealt with until September

Attachment
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X5 Office Memorandum
KA
To Mr Anjana June 18, 1998

From  Sharmum Coorey @/
Subject Letter from Treasury Secretary Rubin

You requested our assistance 1 drafting a reply to Treasury Secretary Rubin’s letter to the
Managing Director regarding the need to lumt the use of government-subsidized and
government-directed lending policies in Fund-supported programs in Asia

As noted m the letter, there are commitments to end trade-related government subsidies
and directed lending in the IMF-supported programs with Korea and Indonesia At the
same time, 1t should be recogmzed that 1n most countries, both inside and outside Asia, public
funds are used to further specific public policy objectives, for mstance, the support of small
and medum-sized enterprises (SMEs) or specific sectors, such as agriculture Even in the
United States, subsidized credit schemes for agriculture, the Small Business Administration
and the Export-Import Bank support specific policy objectives

In the programs m Asia, policy lending 1s already guided by the principles mentioned n
the letter new credit schemes benefiting private producers are intended to be well-
targeted, temporary, on a commercial basis (1 e, without subsidies), appropriately
conditional, and as nondistortionary as possible They are necessary to ameliorate the
credit crunch and 1ts impact on economic activity, particularly i view of the severe recession
these countries are facing as a result of the crisis Some countries (Korea, Indonesia) have
existing credit schemes to support certan sectors (mainly SMEs and agriculture), but these
are relatively small (less than 2 percent of GDP) We have no evidence to suggest that
government financial resources are being directed to provide unfair trade-related subsidies or
to attempt to evade market forces

On the suggestions n the attachment

. While we can agree with the principle that firms having access to credit from market
sources or that are not viable should not have access to government credit,
operationally 1t 1s impossible to ascertan whether this 1s indeed true in every case
The credit schemes i these countries are not directed at spectfic industries or firms
For wnstance, i Korea, the decision on which SMEs gain access to credit under the
US$3 3 billion 1n trade financing schemes 1s left to individual commercial banks

. The credit and credit-guarantee schemes are largely focused on SMEs rather than on
larger corporations and do not involve explicit interest subsidies (1 e , the charges
are usually some markup over the cost of funds or are at market rates) It makes



little sense to condition the use of these resources on changes in corporate structure,
management etc , since most of these loans are targeted at SMEs and are considered
normal business loans

. Under current Fund-supported programs in Asia, policy-based lending 1s carried out
through official nstitutions, typically government-owned development banks,
export-import banks, or credit-guarantee funds

. With the exception of the program with Indonesia, official reserves are not being
used to provide guarantees for trade finance or any other such purpose Since
reserves in these cases are liquid and unencumbered, there 1s no need for adjusters
for this purpose In Korea, the US$3 3 billion in trade credit schemes 1s to be
financed by reserves mn excess of program targets, when funds are allocated to these
schemes, reserves would register a decline In the case of Indonesia, adjustors apply
to the bulk of the reserves that are not highly liquid

. Some judgement 1s needed on including the lending operations on government
financial institutions m the fiscal accounts In Indonesia, interest subsidies are
included 1n the budget In Thailand, a part of the interest cost of financial sector
restructuring will be mcorporated into the 1998/99 budget, with full fiscalization of
such costs envisaged n the following year In Korea, policy lending has been largely
discontinued and 1s hmited to a few, small credit facilities at the Bank of Korea,
subsidized credit schemes have also been reduced significantly since the early 1990s
Many government financial mstitutions (e g , KDB, KEXIM, Industrial Bank of
Korea) finance lending through borrowing on domestic and international markets
and their operations do not mnvolve a subsidy

. In Korea and Indonesia, public funds will be used to help with bank recapitalization,
1n the context of the ongoing financial sector restructuring The recapitalization will
nvolve asset purchases and direct subscriptions to capital in the form of equity or
convertible bonds In Korea, the program attaches conditions to ensure that the use
of public funds would be accompanied by adequate contributions of capital by new
or existing shareholders In Thailand and Korea, the government recapitalized and
took over troubled commercial banks which were of systemic importance following
a complete (in the case of Thailand) or almost complete write-down of the capital of
existing shareholders and the removal of managers responsible -

cc Mr Boorman



ANATy, INTERNATIONAL MONETARY FUND
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; 5 WASHINGTON, D C 20431
N ASIA AND PACIFIC DEPARTMENT
Fax # (202) 623-4432 Tel # (202) 623-7602
MSG NO DATE June 18, 1998 PAGE 1 OF 1
TO  Mr NakkiBaek
Research Fellow/Director 1
Koregr )Instltute for Industrial Economics and Trade
%ashmgton, DC
(703) 383-9647 .
/
In our meeting several weeks ago, you had mentioned that the KIET has some views
concerning the McKinsey report I would appreciate 1t 1f you can send me any studies
that KIET has done in connection with the McKinsey report and/or on firm level
productivity in Korea Many thanks {
Sincerely yours,
é )
A/
NN
Deputy Directo
Asia and Pacific Department
/
A
’
FROM Wanda Tseng
APD/AI
rRooMNO 4-302 EXTENSION (202) 623-7182 °Rf:coum CODE
AUTHORIZEDBY Wanda Tseng SIGNATURE { \ Q,’ M
IMF 42 \ \
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To Wanda Tseng June 18, 1998

From  Kai Aaen Hanst%f ff’{{/

Subject Korea - Shipbuilding Industry

The Damsh shipping company Maersk line - one of the world's largest - asserts in a
memo to the Danish Shipowners' Association that the IMF has "suggested that Korean
companies reduce their debt-equity ratio to 200 percent” but "that for many companies the
present ratio was closer to 2000 percent” Moreover, the memo claims that "Korean
Shipowners' Assoctation was putting heavy pressure on the government to nsist on IMF
acceptance of a debt-equity ratio of up to 400 percent"

The memo has been forwarded to me by the Damish Minstry of Economic Affairs
I enclose an unofficial translation of the memo as well as the Damish version

I would very much appreciate your comment at your earliest convenience

Attachment

98 JUN 18 PM 2 28



TRANSLATION

MEMO

To Knud Pontoppidan
From Flemming R Jacobs
Date June 5, 1998

Re Korea

During a meeting with Mr K H Lee, President Keo Yang (Cape-size Bulk) and Vice
President Hanjin Shupping (Contamere, Tank, LNG) Mr K H Lee mentioned that the IMF
had suggested that Korean companies reduce their debt-equity ratio to 200 percent (it was
mentioned that for many companies the present ratio was closer to 2000 percent) However,
Korean shipowners’ association was putting heavy pressure on the government to 1nsist on

IMF acceptance of a debt-equity ratio of up to 400 percent

It does not seem fair that Korean shipowners could contmue to compete supported by IMF
money and thus underbid non-Korean shipowners internationally They have done that long

enough and now those who cannot manage should not be given further assistance

S \MEM\DEN\F KOREA SHI June 18 1998 (10 37am)
{
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MEM®O
T . Kaud Pontoppidan
Fra Flemmng R. Jacobs
Dato 5 pum 1998

Ang : Korea

Under samtale med Mr K.H Lee, President Keo Yang (Cape-sizec Bulk) og Vice
President Hanyn Shippmg (Containere, Tank, LNG) nmvnte denne, at IMF foreskrev
korcanske virksomheder at reducere deses equity ratio il 200% (det blev nmvat, at for
mange virksomheder var det nuvaesende talt snarere 2000%) Imudlertid pressede Korean
Shipowners Association kraftigt pé regenngen for at denne overfor IMF skulle msistere

pd, at denne equity ratio kunne blive op 11 400%

Det synes bestemt ikke far, at kareansk skibsfart derved fortsat kan konkurrere stottet af
IMF penge og derved underbyde 1kke-koreanske redere internationalt Det har de gjort
leenge nok, og nu ber de, der reelt 1kke kan Klare sig, 1kke gives yderligere hjelp.
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To Ms Tseng S June 17 1998
Fiom J R Dodsworth 039 << N,
S
Subject Korca Various Toplcs DN S
1 Tinaucial Sector Restructuring I am attaching an updated English translation of

thc FSC document on “Financial Sector Restructuring,” an carlier version of which
was given to World Bank staff I have informed the FSC that our comments would

be coordinated with those of the World Bank

In the meeting with FSC Chairman yesterday, I made the points on capital
adequacy ratios communicated by Mr Hayward in his E-mail The Chairman
wished to mainly discuss corporate restructunng (see below), but on the financial
side he indicated that the audit of the 12 undercapitalized banks had, on a
preliminary bagis increased the estimate of troubled loans in the 12 banks by over
25 percent -- (tentatively trom about W46 tnlhon to WA trilhon as at end -
March) As expected most of the banks have negative net worth particularly the
regional banks The work of one firm (Coopers and Lybrand) had not been
completed, but the Appraisal Committee will go ahead from Thursday/ Fnday this
week The Committee will not include any members of FSC staff The Chamnan
expressed regret that neither the Fund nor the Bank could suggest a parncipant for

the oruitee

Corporate Reotructuring Tho report, on corporate reatiuctunng made to the
Cabinet earher in the day by the FSC Chairman and the Finance Minister had
apparently not found favor with the President (1) because there was httle progress
on the “big deals,” and (i1) because the nonviable company hst (to be 1ssued
tomorrow) still had mnsufficient representation from big-S affihates It appears that
tollowing the cabinet meeting, the corporate * death list (as 1t 1s known within
FSC) was expanded and resubmitted for Presidential approval | reiterated the
position that corporate restructuring could not be achieved 1n a short time penod
that 1t needed to be market dnven and led by creditors, and that any “big deal
needed to be commercially advantageous 1o all the different parties I also
emphasized that government intervention and politicization of corporate
restructuring was likely to undermine credibility of the whole process and divert
attention from the real 1ssue of how debt workouts could best be achieved

BINIT 17 59
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On this latter point, the Chairman said that Mr Smuth’s 1eport and
recommendations accorded well with the views at FSC «fatt, particularly on the
question ot the extent of pawers of the ( entral Arhitration ( ommittee He saud that
Bank staff particularly Mr Berggren were pushing very hard for a more centralized
and povemment-infiuenced process in which there was a less clear dividing line
between bank restructuring and corporate restructunng Chairman Lee believes it 1s
very important to avold any implication that public money utilized for purchase of
bad banking sector dssets 18 effectively bemng used to help corporate restructunng
He asked that the Fund Lielp o moderate the views of the Bauk vn tus subjeut and,
to thus end, I will be mecting with Mcssis Libermann and Berggren later this
evenng

3 Forcign Exchange law MOFE staff indicate that they will be proparcd to discuss
the techmcal questions raised and the possibility of a LEG visit tomorrow
(Thursday) afternoon As of now, they are reluctant to give me a full draft of the
new Law (1t 18 only available in Korean) I have asked that they check with their
supenors I will push further tomorrow 1f necessary, but the draft will be in Korean
The MOFE staff are requesting copies of earher correspondence on exchange
restrictions at the time of the acceptance of Article VIII status They believe that 1n
that disenssion, many at the same topies had heen raiked and resolved | wonder 1t
I EG could provide the relevant correspondence from that time?

4 Position 1 National Assembly The resumption of National Assembly is waiting
for the ‘political party restructuning to be completed One member crossed party
lines this moming and another four or five are expected to do so during the next
three - four weeks This will, I am (old, g1ve an effecuve majonty to the President s
walition A special session of the National Asseinbly can thus be expected i lale -
July Nowever, there are many bills awaiting passage and most of these will nut be
dealt with until September

Attachment

cc (Please copy to MAE)
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FINANCIAL SECTOR RESTRUCTURING

June 17th, 1998

Structural Reform Planning Unit
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Financial Restructuring Plan

Korea First Baok

Seox! Bank

&=

Submussion of
Rehabilitation Plan
(April 30 1998)

!

BIS Ratio>i% Merchant
Banks Baukx
) l
Review of
BIS Ratio (May)

Evaluation by Appraisal

Committes
(Late June (998)

Mandatory Exut
(Early July, 1998)

Disapproval

Conditionat I(R.e:mblhlani
Approval mplementati
P Approval Order)
Submisgian af
implementation Plan
(Late July, 1998)
Approval

Pisvatization to ba
Completed Prior
tw Doadline

lisapproval

Mandatory Exit
(Aug, 1998)

]

Nov 15 1998

>

g Resolutiun for Sachan

Mcrchant Bank (June, 1998) |

|

)

Review of Proper
Implementation of
Rehabiftation Plan
BIS Rstio 6%({July,(998)

2 Half

Diagnnstic Review
(Late Aug 1998)
Y Quarterly
lDliepproval Review
and
Management( Carrective
Improvement Measures
Oider
(Sept  1998)
Approval

BIS

Ratwo 6% (Mas  1999)

!

BIS Ratio 8%
(June 1999)

BIS&

—

!

. i

Ratio 8% (Mar 200U)

p—

BIS Ratio 10%
(Dec , 2000)
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Secutitles Insurance Leasing lnve‘stment
Firms Companies Companies Trust Companles

l

l

l

(May, 1998)

Prompt Colrective
Actiun [miproverent

Oue Diligence Review

Rehabilitation

Internal
Implementa(

Plen

A

- Submission of
Rehabilitation Plan
(June, 1998)

l

{(June 1998)

and Submstion of Plan
Rehabilitaton Plan (May, 1998)
(May (998) l
- tive ' '
i:‘::ﬁ‘&;’:::e:em Determunation of Policy
Resolution improvement

(June, 1998)

Fxamination
nf Reparts

Due Diligence Review
and Evaluation of Plan

(uly {99K)

'

Duc Diligence
of Assets and
Liabilities

(Aug 1998)

L

(Juty, 1998)

Review of

Plan

|

Mandatory Exat
(Aug , 1998)

Munagement
Improvement
Ouder
(Sept 1998)

L

Evaluation of Rehatilitation
Plan and Subsequent
Cormrectine Aclion

(Dec,

1998)

and
Resolution

Rehabiliauon

Review of
Proper
implementation|
of Rehabilitation
Plan
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| Bank Restructuring Plan

0O Financial restructuring 16 being carried out In accordance to the MOUs with
IMF and IBRD as well as other previously announced plans

b Seoul Bank and Korea FMirst Bank

0 Prnvatization will be pursued in close cooperation with an internationally
well-known lsad manager, Morgan Stanley

0 If the sell-off to foreign financial Insttutions is not successful an
alternative plan will be put into place

P 12 banks that fall chort of BIS capital adequacy ratio of 8%

0 Upon completion of asset appraisal reviews by respective accounbng
firms the Bank Appraisal Committee (consisting of 10 outside experts
including academics accountants lawyers etc) will be formed (June
18 1998)

U Rehabiltation plans submitted by sach bank will be evaluated and the
rosults of the evaluation will be reported to the kinanrai Supervisory
Commission (June 23, 1998)

0 Taking into account the recommendations by the Bank Appraisal
Committee the Financial Supervisory Commission will prepare a
corrective scheme for troubled banks (June 30 1998)

» 12 banks that satisfy the BIS captal adequacy ratio of 8%

0 Upon completion of due diigence reviews by the end of August,
troubled banks will be subject to forceful management wnprovement
orders, such @s the change in management or merger with another
bank
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Il Leasing Company Resolutions

(J An Overview of Leasing Business

0 Currently 25 leasing companies are In oporation (total aseets of 388
trillion won)

24 are subsidlaries of banks and the remaining one is a subsidiary of
the Credit Guarantee Fund

0 Accarding to the reguiatory authority's assel appraisal reviews as of
May 1998, 21 companies have an eroded captal base (A 21 frilion

won)

% not included in the 21 compsnies are Shinhan Korea Exchange
Korea Frst and Chuneun Leasing Co

O Resolution Scheme

0 Leasing companies whose total liabilities exceed total assets will be
subject to resolution as a general rule,

0 However,  the majorty sharenoldars (parent bank community
enterprises atc) possess a clear commitment and have the capacity to
fecaptalize the leasing company will continue 1O operate upon the
agreement of the creditor financial institutions

— A total of 9 leasing companies (total borrowings of 7 6 Unlkon won)
will be subject to rasolution

J Timeframe for Resolution

@ Preparauon of a schems with close consuitation with parent bank
(June 15, 1898 - June 20 1898B)

0 Resolution of truubled leasing companies (end of June, 1998)
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0 Aliow for a8 stage-by-stage epproach In achieving BIS ratio over @ 2 year
period

Set the mimum intermediate target for March 1999 at BIS ratic 6% and
review the progress of implemenation on a quarterly basis In order to
encourage an early achievement of such targets

Apply a more lenient set of BIS ratios tor reqional banks and commercial

banks thal do not lend in amounts above a sel amount (eg , & billlon won)
to an individual corporate and that do nol engage in International business

Mar 31 1992 Mer 31,2000  Dec. 31. 2000

- banks that engage In 6% 8% 10%
international business
- banks that do not engage 4% 6% 8%

n international busineas

n) Submission of recapitalization plan for capital deficiency
0 Capnal increase or joint venture with a foreign nstitubion
0 Enhancement in profitablity through self-rescue efforts
) Bank Appraisal Committee evalustes recapitahization plan
<tvaluatian Standard>
Adeyuacy n capitalization, asset soundness, profitabilty, liquidty and
management expertise will ba ranked sither as suitable conditionally

suitable, unsuitablo

Assessment of the normalization of bank management based on BIS
ratios a3 well as other standards
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Recommendation on the feasibiity of rehabilitation of banks will be
submitted to the FSC (banks will fall under ono of three categories
approval conditional approval and disapproval)

0 Approval

0 Conditiondl Approval — Submission of implomentation plan within one
month of bank normaiization order

0 Disapproval — Resolution through mandatory merger order of iransfer
of business

v) Fiscal support toward deterioration of BIS ratio upon acquinng troubled
bank

0 Capital increase elc

Fiscal supporl tawsrd the acquiring bank to cover the deterioration of
BIS ratio will be provided

0 1 the BIS ratio of the acquiring bank exceeds BIS ratio targets fiscal
support will not ba provided

(0 Actions to be taken subsequent to bank appraisal reviews

O Taking into account the evaluation report of the Hank Appraisal
Cumunitiee banks will be placed into one of three categorios (approval,
conditional approval disapproval) upon evaluation of whether or not each
bank has achieved respective BIS ratio targets

0 Approval

Mandated to prepare and submit @ MOU containing detailed quarterly
implementation plans

implementation of rehabilitation plans will be monitared on a continuous
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basis and in the event the plan Is not being implemented accordingly
management Improvement measures such as capital reduction, change
in management or merger will be imposed

0 Conditional approval

Subrmission of implementation plans within one month since the date
conditional approval was obtained This plan should cortain contents

summarized below

In the event of disapproval ot an impiementation plan a mandatary
meiyer order or transfer of business arder will ba mposed

<Content of implementation Plans>
Changa in management
Capital reduction

Expense reduction through adjustments in organization  parsonnal
and compensation schemes as well as improvement in profitabilty

Maintenance of sufficient liquidity

Plans of recapilalization auuh as merger, joint venture or nghts
85UO

0  Disapproval
A mandatory merger or transfer of business will te ordered
(O Resclution Scheme for Troubled Banks

0 In ihe evant either a bank subject to conditional approval or disapprovdl
pursues a morger with @ sound bank on a voluntary basis it will be
axemptad from mandatory exit
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Resolution for Non-Viable Banks

Nurturing of

\ BIS Ratio < 8% Banks
Leading Bank

Asset Due
Diligence Review

by Accuunting,
BIS Ratlo >8%

Banks rr———

/45'-
Qppraual Lommlt@

e

f L

T T ——
— ™~

Financial Supervisory
Cammission

S

Purchase of NPLs and
Fiscal Support for
Recapitalization

v ‘

Dlsapproval Conditional Approvatl l Approval

Mandatory Exit

1 ,

/

Merger Order Submssion of Normal Business
Business | ransfer Implementation Plan
us | Within 1 Mooth Operation
Disupproval Approval
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0 Dwsupproved troubled banks will be gubjact to mandatory marger with a
sound bank ar transfer of business under a purchase & assumption

arrangement
=% Purchase and Assumption Arrangements
. Troubled bank will transfer its good assets end debt to a sound bank

If the failing banks total fiabities exceed total performing assats the
Korea Deposit Insurance Cuiporation (KDIC) will cover the discrepancy

by inecting capital and etc

IV Fiscal Support for Bank Restructuring

0 Size of Fiscal Support

0 Fiscal support for finanual restructuring was sot at 50 tnihon won &t
the Natlonal Economic Councii Mesting on May 20

0 This can be broken down as follows , purchase of noen-performing
assets 25 trilion won, recapitaiizabon of bank 16 trillion won deposit
payment 9 telion won

O Undorlying Principles

o To minmize taxpayers burden

0 To be pursued In tandem with sclf-rehabiltation efforts

0 To estabish a responsible management system

burden-shanng with existing shareholders and change In managemert etc

] Crtena fur extension of fiscal support

0 Purchasing criteria for non-performing assets
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KAMC will buy non-parforming assets from the sound banks or the
banks whose renabilitation plans are approved

KAMC will purchase NPLs from banks at & firm offer to reduca
uncertanties n banks financial status by eliminating contingent
liabilittes

Acquired troubled banks non-performing assets will be purchased

KAMC s losses resulting from the sell-off of non-performing loans will
be borna by fiscal budget

0 Capital injection etc

Payoff of net debt when transferring aseets and habiities to acquiring
nhank

Deterioration of BIS adequacy ratio resulting from a merger with a
troublad bank will be covered by the government

0O Estimated sze of fiscal suppornt

0 Total cost for bank restructuring ¢ estimated to te 23 trilion won at
the most

0 Among this amount 18 trllion won 18 to be aliocated to purchasing of
non-performing assets, racapitalizaton and payoff of net dobt

0 5 tnilion won 1¢ to bo allocated to purchasing of non-performing assets
and recapitahzation toward merging banks and others

V Supplementary Measures

[J Amandment of raiated statutes to faciitate bank resolulions

0 [Au Concerning the Structural Improvement of the Financial industry |
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needs amendient to include regulation concerning 3rd party claims
that may arise during the process of transferring assets and liabilities

0 Taxation Law should be amended to reduce tax burden in the process
of transferring assets and liabiliies

O Prepare contingency programs to minimize adverse side effects such as
disruptions to the financial markel as a rasult of bank restructuring (in
consultation with Ministry of Finance and Economy and the Bank of
Korea)

0 Liquiaity support from the Bank of Korea will be provided for through
RPs and repurchase of monetary stabilization bonds in the event a

bank subject to resolution encounters liquidity shortage

0 Difficulties in financing faced by corporates linked o Dank resolutions
will be resolved through uninterrupted crodit extension, gtrengthening of
credit guarantea suppon and enlargement of trgde financing

0 Contingeiicy plans to prevent a crisis situation such as massive
withdrawal from non-bank financial Institutions or liquidity shortage
stemming from bank restructuring

[0 Bank support schemes will be datermined according to proportion of
loans to small-to-medium onterprizes by bank (as of June, 1998)

0 All banks are categorized into ona of three catagories (A. B. C).
where banks categorized as A and B banks will be provided with
suhardinated loans or capltal injection amourting to 1 trillion won on
a 2.1 basis

0 In addition, subordinated loans or capital injection worth 1-2 trillion
won will be provided to the banks who provided loans actively to
smali-o-medium sized enterprises, based on an evaluation of their

performance every 3 of 6 months

(] Fnhancement of sound management through amendment of related

-9-
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regulations
0 Sound Management of Financial Institutions

. Improve disclosura regulations corncermning NPLs and financial
soundness to the extent that it matches International rtandards

Adopt mark-to-marketing accounting principies

. Strengthen intarnal control standards, conduct more detailed review of
external audits

0 Strengthening of Prudential Regulations

Mandatory loss provisioning for principal-guaranteed bank trust
accounts

Cutback of simounts in excess of large exposure limits and further
reduction of those limits

. Adoplion ol loan classification standards based on loan payoff
capacity

) Acceleration of corporate restructuring

0 Additional credit to business groups is not feasible due to financial
restructuring and an adjustment to lower exposure limits for a single
borrower group is needed — increase in carporate bankruptcies

0 Accelerate corporate restructuring to reduce corporate debt ratios

[0 Measures to eliminate excessive dopendency on shon-term debt (eg;
CPs etc)

0 Moral hazards connected with financial institutions' purchasee of CPs

issued by troubled corporates such a@s Kia and Ginro through
merchant banks continue to exist

- 10 -
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0 As a result there ig constant concern for the occurrance of financial
debacles of massive size and the reoccurrence of a serious financial

Criss
— Provisions to prevent excessive issuance of CPs are needed

Make adjustments to the size of discounting and purchase of CPs by
financial institutions to ensure CP igsuance 1S within operating fund
cailings

VI Non-bank Restructuring Plan

[1 Underlying Principies

& Insolvent non-banking financial institutions that emerge as a result of
bank restructunng will be resalved

O Self-rehabilitation through recapttalization will be encouraged undar the
responsibllity of major shareholders However i a recovery |s deemed
unrealistic those institubons will bo extled without hesitation

O Maerchant Banks

0 Determination of resoluton scheme for Saehan Merchant Bank (June,
1998)

¢ Review of proper implementation of rehabilitation plans In the event
dissatisfactory implementation 18 revealad additional mandatory exits will
be pursued (July, 1898)

O Insurance companies
0 Submission of rehabitaton plan (June 1998)

0 Asset due diigence reviews, formation of apprasal committee,
ovaluation of rehabiitation plan (July 1998)

- 11 -
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0 Reasolution for troubled insurance companies (August 1988B)

O Securities Firms

o Submission of operational net capital rato asset labilly ratio reports
(July, 1998)

0 Prompt corroctive actons are to be impasaed upon completion of asaet
due diligence reviews (September, 1908)

0o [LCvaluaton of management improvament plans and subsequent
appropriate actions (December, 1998)

] Investment Trust Companies
0 Submission of rehaniltation plans (May 1998)

U Adoption of mark-to-marketing of bonds, amendment to withdrawal
policias etc (June 1888)

0 Review uf proper implementation of rehabilitaton plan and
subsequent managemant improvement measures (September, 1988)

- 12 -



INTERNATIONAL MONETARY FUND
WASHINGTON, D C 20431

MESSAGE CENTER
Fax # (202)623-4795 Tel # (202) 623-7177
MSG NO DATE June 17, 1998 PAGE 1 OF 2
TO Mr Hyunchul Shin,
Director
International Relations Office, International Dept
Bank of Korea
Seoul Republic of Korea
82 2 759 5826
FROM Byan B Aghevh
APD
RoOMNO 4-320 EXTENSION 3-7177 ACCOUNT CODE

AUTHORIZED BY

L

SIGNATURE




INTERNATIONAL MONETARY FUND
WASHINGTON D C 20431

CABLE ADDRESS
INTERFUND

June 17, 1998

Mr Hyunchul Shin

Director

International Relations Office
International Department
Bank of Korea

Seoul, Korea

Dear Mr Shin

I would like to inform you that the IMF will be visiting Seoul during July 8-22 for the third
quarterly review under the stand-by arrangement Also, we have had a reshuffle of
responsibilities of the sentor staff in the Asia and Pacific department, and I am pleased to be
leading the July mussion to Korea, as Ms Tseng will be leading the work on China It has
been a few years since I visited Korea, but I have been closely involved in formulation of the
Korea program at headquarters

I am looking forward to working with you closely with a view to completing the review as
expeditiously as possible

Sincerely yours,

(}7/'/1/ ”
Byan B Aghevli

Acting Director
Asia and Pacific Department
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INTERNATIONAL MONETARY FUND
WASHINGTON D C 20431

CABLE ADDRESS
INTERFUND

June 17, 1998

Mr Chol-Hwan Chon
Governor

Bank of Korea
Republic of Korea

Dear Mr Governor

I would like to inform you that the IMF mussion will be visiting Seoul during July 8-22 for the
third quarterly review under the stand-by arrangement Also, we have had a reshuffle of
responsibilities of the sentor staff in the Asia and Pacific department, and I am pleased to be
leading the July mussion to Korea, as Ms Tseng will be leading the work on China It has
been a few years since I visited Korea, but I have been closely involved in formulation of the
Korea program at headquarters

I am looking forward to working with you closely with a view to completing the review as
expeditiously as possible

Sincerely yours,
Byan B Aghevh

Acting Director
Asia and Pacific Department

!
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INTERNATIONAL MONETARY FUND
WASHINGTON D C 20431

CABLE ADDRESS
INTERFUND

June 17, 1998

The Honorable Lee Kyu-Sung
Minster of Finance and Economy
Ministry of Finance and Economy
Republic of Korea

Dear Mr Minister

I would like to confirm that, as agreed between Vice-Mimster Chung and Mr Dodsworth, the
IMF mission will be visiting Seoul during July 8-22 for the third quarterly review under the
stand-by arrangement Also, we have had a reshuffle of responsibilities of the senior staff in
the Asia and Pacific department, and I am pleased to be leading the July mission to Korea, as
Ms Tseng will be leading the work on China It has been a few years since I visited Korea,
but I have been closely involved in formulatton of the Korea program at headquarters

I am looking forward to working with you closely with a view to completing the review as
expeditiously as possible

Sincerely yours,

Byan B Aghevli
Acting Director
Asia and Pacific Department
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TO Mr Chung Duck-Koo
Vice-Minister for International Affairs
Minstry of Finance and Economy
Seoul, Republic of Korea

822 503-9138

Please see attached

FROM Byan B Aghevlt
APD
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SIGNATURE




INTERNATIONAL MONETARY FUND
WASHINGTON D C 20431

CABLE ADDRESS

June 17, 1998 INTERFUND

Mr Chung Duck-Koo

Vice-Minuster for International Affairs
Minustry of Finance and Economy
Republic of Korea

Dear Mr Vice-Minister

I would to confirm that, as agreed between you and Mr Dodsworth, the IMF mussion will be
visiting Seoul duning July 8-22 for the third quarterly review under the stand-by arrangement
Also, we have had a reshuffle of responsibilities of the senior staff in the Asia and Pacific
department, and I am pleased to be leading the July mission to Korea, as Ms Tseng will be
leading the work on China It has been a few years since I visited Korea, but I have been
closely involved in formulation of the Korea program at headquarters

I am looking forward to working with you closely with a view to completing the review as
expeditiously as possible

Sincerely yours,

Byan B Aghevl
Acting Director
Asia and Pacific Department



INTERNATIONAL MONETARY FUND
WASHINGTON D C 20431

CABLE ADDRESS
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June 17, 1998

The Honorable

Kyu Sung Lee

Minister of Finance and Economy
Munustry of Finance and Economy
Government Building 11
Kwacheon

Kyunggi1 Do, 171-11

Republic of Korea

Dear Minister

I would like to inform you that I will be taking up new responsibilities in the Asia and Pacific
Department of the IMF—overseeimg the work on China and Hong Kong

It was a great honor and privilege to have worked with you and your staff in helping Korea
through this difficult period On this occasion, I would like to express my sincere appreciation
for all the cooperation and support you have extended to me during my tenure I very much
appreciate your leadership and the dedication of the staff at the Mimstry of Finance and
Economy that has brought about the substantial progress in overcoming Korea’s current
economic problems I will continue to follow developments i Korea with keen interest

Wishing you every success in what will continue to be a challenging period ahead, I look
forward to meeting you again 1n the future

Please accept my highest personal regards

Sincerely yours,

\Novudh,

Wanda Tsen:

Deputy Director

Asia and Pacific Départment ’
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The Honorable

Chung Duck-Koo

Vice-Mimster for International Affairs
Mimstry of Finance and Economy
Government Building II

Kwacheon

Kyunggi Do, 171-11

Republic of Korea

Dear Mr Vice-Mimster

I would like to inform you that I will be taking up new responsibilities i the Asia and Pacific
Department of the IMF—overseeing the work on China and Hong Kong

Tt was a great honor and privilege to have worked with you and your staff in helping Korea
through this difficult period On this occaston, I would like to express my sincere appreciation
for all the cooperation and support you have extended to me during my tenure I will always
remember your dedication and that of your staff—which carried us through many mghts of
negotiations smce late November—with admuration As a result of your efforts, substantial
progress has been made in overcoming Korea’s current economic problems I will continue to
follow developments in Korea with keen mterest

Wishing you every success 1n what will continue to be a challenging period ahead, I look
forward to meeting you again in the future

Please accept my highest personal regards
Smcerely yours,

\ N

!

| )
| .
WA

Deputy Director

Asia and Pacific Department
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June 17, 1998

Mr Woo-Suk Kim A
Director-General

International Finance and Securities

Ministry of Finance and Economy

Government Building I

Kwacheon

Kyunggi Do, 171-11

Republic of Korea

Dear Mr Kim

I would like to mform you that T will be taking up new responsibilities in the Asta and Pacific
Department of the IMF—overseeing the work on China and Hong Kong

Tt was a great honor and privilege to have worked with you and your staff i helping Korea
through this difficult period On this occaston, I would like to express my sincere appreciation
for all the cooperation and support you have extended to me duning my tenure Thanks to
your efforts and that of your dedicated staff at the Minstry, substantial progress has been
made 1n overcoming Korea’s current economic problems I will continue to follow
developments in Korea with keen interest

Wishing you every success in what will continue to be a challenging period ahead, I look
forward to meeting you again m the future

Please accept my highest personal regards

Sincerely yours,

Deputy Director
Asia and Pacific Department
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June 17, 1998

Mr Tae-Shin Kwon

Deputy Director-General
International Finance Bureau
Mimstry of Finance and Economy
Government Building II
Kwacheon

Kyunggt Do, 171-11

Republic of Korea

Dear Mr Kwon

I would like to mform you that I will be taking up new responsibilities i the Asia and Pacific
Department of the IMF—overseeing the work on Chia and Hong Kong

It was a great honor and privilege to have worked with you and your staff in helping Korea
through this difficult period On this occasion, I would hike to express my sincere appreciation
for all the cooperation and support you have extended to me during my tenure Thanks to
your efforts and that of your dedicated staff at the Mirustry, substantial progress has been
made m overcoming Korea’s current economic problems I will continue to follow
developments in Korea with keen interest

Wishing you every success in what will continue to be a challenging period ahead, I look
forward to meeting you again 1n the future

Please accept my highest personal regards

Sincerely yours,

Voo
WQQJ%T

Deputy Directo
Asia and Pacific Department
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Mr Kyung Wook Hur

Director

IMF Task Force

Financial Policy Office

Mimstry of Finance and Economy
Government Building II
Kwacheon

Kyungg: Do, 171-11

Republic of Korea

Dear Mr Hur

I would like to inform you that I will be taking up new responsibilities in the Asia and Pacific
Department of the IMF—overseeing the work on China and Hong Kong

It has been a great honor and pleasure to have worked with you and your staff Thank you
very much for all your supportive cooperation during my tenure Your efforts in facilitating
the work of the missions have been mvaluable I will contmue to follow developments in
Korea with keen interest

Wishing you every success n what will continue to be a challenging period ahead, I look
forward to meeting you again i the future

With warm personal regards

Sincerely yours,

anda Tsen
Deputy Director
Asia and Pacific Department
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The Honorable

Chol-Hwan Chon

Governor

The Bank of Korea

110, 3-Ga, Namdaemun-Ro
Jung-Gu

Seoul 100-794

Republic of Korea

Dear Mr Governor

I would like to inform you that I will be taking up new responsibilities 1n the Asia and Pacific
Department of the IMF—overseeing the work on China and Hong Kong

It was a great honor and privilege to have worked with you and your staff in helping Korea
through this difficult period On this occaston, I would like to express my sincere appreciation
for all the cooperation and support you have extended to me during my tenure I very much
appreciate your leadership and the dedication of the staff at the Bank of Korea that has
brought about the substantial progress in overcoming Korea’s current economic problems

I will continue to follow developments in Korea with keen interest

Wishing you every success in what will continue to be a challenging period ahead, I look
forward to meeting you again 1n the future

Please accept my highest personal regards

Sincerely yours,

Wanda Tseng

Deputy Director
Asia and Pacific Departmgnt
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June 18, 1998

Dr JinLee

President

Korea Development Institute
P O Box 113, Cheong Nyang
Seoul 130-012

Republic of Korea

Dear Dr Lee

I would like to inform you that I will be taking up new responsibilities in the Asia and Pacific
Department of the IMF—overseeing the work on China and Hong Kong

It was a great honor and privilege to have worked with the staff of the KDI Our discussions
with the KDI have always been a highlight 1n our misston On this occaston, I would like to
express my sincere appreciation for all the cooperation and support the KDI has extended to
me dunng my tenure I will continue to follow developments in Korea with keen interest

Wishing you every success in what will continue to be a challenging period ahead, I look
forward to meeting you again 1n the future

Please accept my highest personal regards

Sincerely yours,

Deputy Direct

0
Asia and Paci r@
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June 17, 1998

AN

Mr Hun-Jai Lee

Chairman

Fmancial Supervisory Commuission
Seoul

Republic of Korea

Dear Mr Lee

I would like to inform you that I will be taking up new responsibilities 1n the Asta and Pacific
Department of the IMF—overseeing the work on China and Hong Kong

It was a great honor and privilege to have worked with you and your staff in helping Korea
through this difficult period On thus occasion, I would like to express my sincere appreciation
for all the cooperation and support you have extended to me during my tenure I will continue
to follow developments in Korea with keen interest

Wishing you every success in what will continue to be a challenging period ahead, I look
forward to meeting you again 1n the future

Please accept my highest personal regards

Sincerely yours,

\b W "
Wanda Tseng
or

Deputy Direct
Asia and Pacific Department
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June 18, 1998

Dr Bongsung Oum

Vice President

Korea Development Institute
P O Box 113, Cheong Nyang
Seoul 130-012

Republic of Korea

Dear Dr Oum

I would like to inform you that I will be taking up new responsibilities in the Asia and Pacific
Department of the IMF—overseeing the work on China and Hong Kong

It was a great honor and privilege to have worked with you and your staff Our discussions
with the KDI have always been a highlight in our mission On this occasion, I would like to
express my sincere appreciation for all the cooperation and support you have extended to me
during my tenure I will continue to follow developments in Korea with keen interest

Wishing you every success in what will continue to be a challenging period ahead, I look
forward to meeting you again 1n the future

Please accept my highest personal regards

Sincerely yours,

WMQ/\

Deputy Director
Asia and Pacific Department
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The Honorable

Chol-Hwan Chon

Governor (
The Bank of Korea

110, 3-Ga, Namdaemun-Ro
Jung-Gu

Seoul 100-794

Republic of Korea

Dear Mr Governor

I would like to mnform you that will be taking up new responsibilities n the Asia and Pacific
Department of the IMF—overseemng the work on China and Hong Kong

Tt was a great honor and privilege to have worked with you and your staff in helping Korea
through this difficult period On this occaston, T would like to express my sincere appreciation
for all the cooperation and support you have extended to me during my tenure 1 very much
appreciate your leadership and the dedication of the staff at the Bank of Korea that has
brought about the substantial progress 11 overcoming Korea’s current economic problems
I will contmue to follow developments in Korea with keen mterest

Wishing you every success 1n what will continue to be a challenging period ahead, I look
forward to meeting you again m the future

Please accept my highest personal regards

Smcerely yours,

el

Wanda Tseng -
Deputy Director
Asia and Pacific Departmgnt
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The Honorable

Hoon Shim

Deputy Governor

The Bank of Korea

110, 3-Ga, Namdaemun-Ro

Jung-Gu

Seoul 100-794

Republic of Korea -

Dear Mr Shim

I would like to inform you that I will be taking up new responsibilities in the Asia and Pacific
Department of the IMF—overseeimng the work on China and Hong Kong

It was a great honor and privilege to have worked with you and your staff in helping Korea
through this difficult period On this occaston, I would like to express my sincere appreciation
for all the cooperation and support you have extended to me during my tenure I will continue
to follow developments in Korea with keen interest

Wishing you every success in what will continue to be a challenging period ahead, I look
forward to meeting you again in the future

Please accept my highest personal regards

Sincerely yours,

"

Wanda Tseng
Deputy Director
Asia and Pacific Department
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Mr Cheul Park

Assistant Governor

The Bank of Korea

110, 3-Ga, Namdaemun-Ro
Jung-Gu

Seoul 100-794

Republic of Korea

Dear Mr Park

I would like to inform you that I will be taking up new responsibilities in the Asia and Pacific
Department of the IMF—overseeing the work on China and Hong Kong

It was a great honor and privilege to have worked with you and your staff in helping Korea
through this difficult pertod On this occasion, I would like to express my sincere appreciation
for all the cooperation and support you have extended to me during my tenure I will continue
to follow developments i Korea with keen interest

Wishing you every success in what will continue to be a challenging period ahead, I look
forward to meeting you agam i the future

Please accept my highest personal regards

Sincerely yours,

N Wﬂ%/\

Wanda Tseng
Deputy Director
Asia and Pacific Department
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June 17, 1998

Mr Hyunchul Shin

Director

International Relations Office
International Department
The Bank of Korea

110, 3-Ga, Namdaemun-Ro
Jun-Gu

Seoul 100-794

Republic of Korea

Dear Mr Shin

I would like to mnform you that I will be taking up new responsibilities in the Asia and Pacific
Department of the IMF—overseeing the work on China and Hong Kong

It was a great honor and privilege to have worked with you and your staff in helping Korea
through this difficult period On this occasion, I would like to express my sincere appreciation
for all the cooperation and support you have given me during my tenure I will always
remember the many kindnesses you extended to me during the various missions to Seoul

I will continue to follow developments 1n Korea with keen interest

Congratulations on your new appointment as Director of the International Department I wish
you every success 1n what will continue to be a challengmg period ahead, and I look forward
to meeting you again in the future

With warm personal regards

Sincerely yours,

A

Wanda Tsen
Deputy Director
Asia and Pacific Department
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June 17, 1998

Mr Hun-Jai Lee

Chairman

Fmancial Supervisory Commussion
Seoul

Republic of Korea

Dear Mr Lee

I would like to inform you that I will be taking up new responsibilities m the Asia and Pacific
Department of the IMF—overseeing the work on China and Hong Kong

It was a great honor and privilege to have worked with you and your staff in helping Korea
through thus difficult period On this occaston, I would like to express my sincere appreciation
for all the cooperation and support you have extended to me during my tenure I will continue
to follow developments in Korea with keen interest

Wishing you every success in what will continue to be a challenging period ahead, I look
forward to meeting you again in the future

Please accept my lighest personal regards

Sincerely yours,

\b W N
Wanda Tseng
or

Deputy Direct
Asia and Pacific Department
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To Mr Kwon June 16, 1998
o

From  Wanda Tseng

Subject Korea Rescue Loans

As discussed, T would appreciate your help in obtaimng further information on rescue loans

The attached was prepared with information provided to Mr Dodsworth In particular, we
would appreciate any information on

1 What 1s the definition of a rescue loan?

2 Do banks have to report “rescue loans” to the FSC (or how 1s this information
collected)?

3 Is there any further information on the terms (1 e, interest rates, maturity) and other

conditions for these loans? If not, can we say why we don’t have this information?

4 Other than Dong Ah Group, can we say whether any of the other groups are
restructuring (either on their own or forced by the creditor banks)

Thank you

Attachment

R \DOC\ANWT\MEMOS\80616KWO MEM June 16 1998 (11 50am)



@ Office Memorandum

To The Secretary June 16, 1998
From  Wanda Tseng <
Subject Korea Information Note on “Rescue Loans™ .

.
+x
»

The following provides information concerning “rescus loans reé;HESted duiriag th& Exetutive
Board meeting on May 29 >

R4

- <

° Commercial banks have been extending “rescug” laans o large corporate groups
pending debt workouts and corporate restryggturing:

Eleven groups recerved rescue loans tetalmgw 3 tnillion daufing October 1997 to
May 1998 (Table 1) i

,{

< < 2 -

° More than half of the total was loaned by the 12 banks considered to be
undercapitalized and by Seoul Bank and Korea ¥irst Bank, while government-
controlled banks accountéd for 20 percent of the total

-
> };,

Swmgce the begmmpg of March four §e§m$§éns have been extended

“ m%ng Ah’ grmlp, a farge construction company, received three of the recent
loans and accounts e mdre than one-third of the total, while the Hanwha group
accounts i ta,ne quatter t}f the total

° Fhe terms Gf tha ioans to Dong Ah in May reportedly included new money at

5 “one-year matumy* firrollover of existing loans, the replacement of management,
> the sale of nongorg tinits, and debt-to-equity conversions
4
- ‘3
L These loans &re reportedly being made by banks independent of government
Sy, Interventips

PR 1 o
~

.

<
Attachment

R \DOC\AINWT\MEMOS\806 16SEC MEM June 16, 1998 (12 06pm)



Table 1 Korea Rescue Loans

Group Amount Dates of Loans
(In billions
of won)

Dong Ah 1,0415 10-Jan-98, 3-Apr-98, 6-May-98, 21-May-98
Hanwha 7420  17-Dec-97, 28-Feb-98
Kohap 2787  30-Jan-98
Haitas 2500  15-Oct-97, 6-Nov-97, 13-Nov-97
Shin Won 2000 11-Feb-98 \
Woo Barg 1100 2-Mar-98
Jindo 106 0  19-Nov-97
Shin Ho 800 27-Nov-97
Hwa Sung 800 14-Apr-98
New Core 545 21-Oct-97
Hanil 500 31-Dec-97

Total 2,992 7

Source Fmancial Supervisory Commission



Table 2 Korea Rescue Loans by Month

Group Amount Date
(In billions
of won)
Haita1 547 10/15/97
New Core 545 10/21/97
Haita1 1500 11/6/07
Harta 453 11/13/97
Jindo 106 0 11/19/97
Shin Ho 800 11/27/97
Hanwha 3000 12/17/97
Hanl \ 500 12/31/97
Dong Ah 2940 1/10/98
Kohap 2787 1/30/98
Shin Won 2000 2/11/98
Hanwha 4420 2/28/98
Woo Barg 1100 3/2/98
Dong Ah 140 0 4/3/98
Hwa Sung 800 4/14/98
Dong Ah 815 5/6/98
Dong Ah 526 0 5/21/98
Total 2,992 7

Source Financial Supervisory Commuission
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Office Memorandum

To: Ms. Tseng June 16, 1998

From: J. R. Dodsworth @

Subject: Korea: Letter to Minister Lee

It appears to me that the letter regarding change in mission head can be quite short and could
perhaps include a persnnal message from yourself. My suggestion would be along the
tollowing lines:

Dear Mr. Minister:

Vice-Minister Chiung will have informed you that the discussions for the third quarterly
review of the stand-by arrangement are scheduled to be held in Scoul during July 8 - 22. On
this occasion, the staff tecam will be hcaded by Mr. Bijan Aghevli, Deputy Dircctor of the
Asia and Pacific Department. I am surc that you are well acquainted with Mr. Aghevli from
his earlier work on Korea. More recently, he has been at the forefront of tackling the
economuic crisis in Indonesia.

While I will be taking up new responsibilities within the Asia and Pacific Department, I will,
of course, be continuing to follow Korean developments with keen interest. Please accept my

best wishes for success in what will be a challenging period ahead. It was a great pleasure to
have worked with you.
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@ Office Memora ndum

Craoe

To: Mr. Balino June 16, 1998

Fromi:  J. R, Dodsworth @

Subject: Korca: Resident Advisor to FSC

The FSC have informed me officially that Mr. Abeles’ candidacy has been rejected. They
would like MAE to continue the search for a suitable advisor. The main reason for the
rejection was that Mr. Abeles had not worked within an “advanced country” banking system.
They said they would feel more comfortable with a candidate for example from the Bank of

Kngland ar Ranque de France ['hey are not looking for a candidate who has international
aupoerionce acraaa caunrrica, hur wanld lilee ra find aamecans familiar with the banking systcm

of an industnal country.

(e Ms. Tseng
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June 15, 1998

Mr. Michel Camdessus ~ MR.
- International Monetary Fund MR. M. CROSS
By Fax: 202-623-4661 APD
D e

Dear Mr Camdessus:

The Nixon Center is pleased to invite you to a working lunch entitled "Korea: Up
or Down?" with Lionel H. Olmer, a partner with Paul, Weiss, Rifkind, Wharton
& Garrison. The session will take place at The Nixon Center on Tuesday, June
23, from 12:00 to 2:00 p.m.

South Korean President Kim Dae Jung received a triumphal reception in
Washington last week but has now returned to a very difficult economic situation
at home. Though justifiably praised for his commitment to democracy and his
personal courage, President Kim has yet to prove himself capable of solving the
financial crisis he has inherited.

We are very pleased to have as a speaker a man with first-hand knowledge of
South Korea's economic problems and of the abilities of the new president to
solve them. Mr. Olmer is in Seoul this week meeting with President Kim, along
with senior political and business leaders, and will share his observations from the
trip. '

A frequent traveler to Korea, Mr. Olmer served as Under Secretary of Commerce

for International Trade during the Reagan Administration. He is also Vice
Chairman of the Richard Nixon Library and Birthplace Foundation.

Please RSVP to Emily Klinker .at (202) 887-5151. 1look forward to seeing you
on June 23.

Si ly,

Dimitri K. Simes

4532 Hd 91 wnr 86
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@ Office Memorandum

“rany

To Mr Hansen June 12, 1998

From Wanda Tsen

Subject Korea—Shipbuilding Industry

At the Board meeting on the 1998 Article IV Consultation with Korea, you had asked
whether staff had any information about alleged subsidies to the shipbuilding industry You
also said that European shipowners claim that Korean shipbuilders were delivering vessels
well below production costs and that Korea has been supporting shipyards with government
subsidies which have created unhealthy overcapacity The following provides the information
that we have

Subsidies to the shipbuilding industry

Our understanding 1s that 1n fora such as the OECD, Korea maintains that 1t provides no direct
government subsidies to the shipbuilding sector and the public support that 1s provided 1s n
line with the OECD Agreement on Shupbuilding Our understanding 1s that existing public
support to shipbuilding 1n Korea consists mainly of loan guarantees or loans from the Korean
Development Bank In 1996, the government guaranteed about US$2 billion 1n loans to
finance the construction of new vessels, and to a imited extent, the purchase of second-hand
ships Korea maintains that these guarantees are at market conditions and meet the OECD
guidehnes for export credits (coverage 80 percent of credit, 12-year limits, interest rate within
OECD benchmarks)

You should also be aware that large Korean companies, which include the main shipbuilders,
do not quahfy for the trade financing facilities established under the stand-by supported
program Only small- and medium-sized enterprises are eligible for these facilities

Corporate restructuring and the shipbuilding industry

Korea ranked closely behind Japan, and ahead of China, as the world’s second largest ship
producer 1n 1997 The main shipbuilders are among the country’s top conglomerates,
including Hyundai Heavy Industry, Daewoo Stpbuilding and Heavy Machimery, Samsung
Heavy Industries, and Halla Engmneering and Heavy Industries As you noted at the Board
meeting, the Korean shipbuilding industry faced overcapacity problems well before the crisis,
some of the mvestment surge that took place n 1994 and 1995 went mnto raising shipbuilding
capacity

RADOCARWTMEMOS\80612 MEM June 12 1998 (5 56pm)



The shupbuilding industry 1s lghly indebted, the debt-equity ratio of the industry was

366 percent m 1996, and certanly increased m 1997 Halla, the country’s 12th largest
conglomerate sought bankruptcy court protection mn early December 1997 for six of its
subsidiaries—including the group’s main flagship, the shipbuilder Halla Engmeering and
Heavy Industries—and 1s currently operating under court recervership The group had a debt
burden 20 times equity, and part of its problems resulted from its heavy investment in a new
shipbuilding yard in the southern part of Korea that opened in 1995 Halla 1s now undergomng
restructuring and has hired Rothschild Inc , a mergers and acquisition specialist, to advise the
company on restructuring

Shipbuilders’ orders dropped by 45 percent (year-on-year) in the first quarter of this year, in
part due to cancellation of orders by foreign clients following Halla Engineering and Heavy
Industries bankruptcy Order receipts rebounded somewhat in April, however

Mr Gordon (Ext 38663) 1s available to answer any questions you may have on this
memorandum

cc The First Deputy Mananging Director
The Secretary
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To Ms Tseng
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Fiom  JR Dudsworth _@

Subject Korea Co-operative Loans

Following on trom my tax ot yesterday we have obtained additional information on the
lending banks 1nvolved 1n the co-operative Joans The breakdown by {ender (auwtached)
indicates that ot the W3 trillion total over half of the rescue Joans have been extended by the
12 undercapitalized banks plus Seoul Bank uid RFB - A [urther 10 peivent 15 accounted ful
by merchant baiks and inswance vumpanies, while the banks wheie government has a laige

shate -- KDB, KLTCD and IJousing Bank -- account for 20 percent
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Cooperatwve Loans to Business Groups

{unit W bllon)
Group Date TotalAmt| SB KEB CBK HANL KLTCB CHB KDB KFB HANA D“:°“ Boram s“‘:"’ K":r'l‘f" DAEGU
Haita 10715197 sa7l - 55 65 34 96 80 72 6@
11113197 43| 56 53 53 27 80 67 61 S€
116197 1500
New Core  10/21/97 c4s| 56 51 60 60 32 11 64 29 28
Jindo 1111997 1c60] 208 62 200 386
ShinHo  11/27/97 eool 102 29 325 166
Hanwha 1217497 acoo| 182 92 210 322 382 179 1000 137 171 103 166
2/2898 422 oF 473 308 528 1067 187 337 451 473 135 152
Hanil 12131197 500 41 105 211 106 38
DongAh /10198 2200] 1015 802 158 106 119
4,3198 140 oI 646 511 1C1 67 75
5.6/98 €0 2J 278 220 43 29 a2
5/21198 sa0o| 1492 908 448 143 172 125 16 219 193 76 29 1C2 16
Kohap 1/20'98 agoo] 79 333 753 275 772 181
ShnWon  2/11'98 20000 93 536 91 71 418
Woo Barg  372'98 100 26° 95 183 66 183
Hwa Sung  4/14/98 ool 226 16 236
Total 29927 5234 4012 (806 2622 1323 1210 3501 1518 563 250 178 893 414 495
% breakdown 7767 134%  60% 8E8% 44% 40% 117% 51% 19% 08% 06% 30% 14% 17%
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Cooperative Loans to Business

iunk W billion)
Group  Date  Total Amt| Koram '°k™ °°:‘”" °°:?"‘ CHEJU KV‘:‘“ PUSAN HCB MB Other NACF NFFC NLCF | Check

Hartal 10115097 £47 547
1113087 453 45 3
11697  1£00 150D 150 0
New Sore 10721197 545 54 54 5
Jindo 11907 1060 51 63 106
ShinHo 1127197 g00| 38 50 40 48 800
Hanwha 12117197 3000 76 3000
22698  4420| 201 108 4420
~anil 1231097 500 530
JongAh  W10/lG8 2200 2230
A%98 1400 140
56/98 602 602
so1e8 6000 96 20 18 195 27 76 634 726 14 6000
<otap wsoies  acoo| 175 1Z 1 213 98 300 0
Shn'Non  2/11/68  2¢00{ 89 186 114 z10 162| 2000
Woo Bang 32188 1100 202 1100
Hwa Surg  4/14/98 oo P 16 2 800
Total 927|675 20 247 196 51 113 67 716 2184726 443 308 162| 29927

% breakdown 334 07T% 08% 07% 02% G04% 02% 24% T73% 24% 15% 10% 05%
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@ Offzce Memorandum
June 12, 1998

To Ms Tseng

wom 1 R Dodsworth T80

Subjecl Korea laterest Rates

You will have noted the steep fall 1n the call rate dunng the first four days of this week (from
16 78 to 16 16) Dunng this penod, the won remained stable despite the downward drift of
the yen and other Asia currencies With the weakening of the won at the outset today 1
discugsed the situation with Assistant Governor Park who agreed that 2 more cautious
approach may he needed given current tensions in the region The BOK slowed the

downward movement and the call rate at 4 30 pm today was 16 09

Political pressure for further reducuon w intervst 1ales is Inountng Today s lead stories
mclude the usua! “IMF Agrees on Lowenng Rates” following the breakfust mccting between

the Managing Dircctor and President Kim  Still, unless you disagree, I would continue to
emphasize the gradual and symmetric aspocts of interest rate policy

1 have been looking at the impact of the reduction 1n call rater on actual lending rater BOK
staff indicate that almost all new credst from banks 18 extended by way of overdraft farihties
The rates charged on such facihties (for large fims)' increased from 13 percent inmd 1997
to 19 percent hy December 1997 Since then overdraft rates declined to 24 percent by end-
Apni, 21 percent by end May and to 19 7 percent &8 of yesterday Compaied with the call
rate the overdraft interest rate thus appears to have been falling muie sharply since end

Apnl

BINI2 Mg |

| This 1s an average rate for seven lacgest commercial banks

i
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Copies to - Ms Tseng, Ms Gobat, Mr Stone, Mr Dodsworth, Mr Abrams

INTERNATIONAL MONETARY FUND

June 11, 1998

To Mr Balino

Subject Korea - Report by Mr Michael Smith, expert on
corporate debt workouts

As promused m my e-mail, copy attached, I enclose Mike Smuth’s
report and the detailed proposals he worked out with FSC staff
(1 thought 1t worth circulating immedsately, even though 1t 15 1n
‘rough’ form )

I will send to Laura Ard at the World Bank to-morrow, as she
leaves at the week-end for Seoul

Personally, I think Mike Smuth approaches the
centralization/decentralization argument sensibly, but I would
welcome views Also should the Fund be doing anything more,
or should we leave it to the Bank, who are probably better
placed to hire the expertise needed?

One possibility would be for Mike Smuth to join the next, July,
quarterly review mussion, he would be available

Peter Hayward
(1S8-822, ext 36616)




From Peter Hayward

To TBalino
Date 6/11/98 3 07pm
Subject Korea - corporate debt

Mike Smith rang this morning and I have now received his report which I will
circulate

He was glad to have a couple of useful conversations with John Dodsworth after
he had returned to Secul and also spoke to Arne Berggren more than once on the
phone He did not, apparently, have an cpportunity to meet Lee Hun-Jai but
worked closely with his staff, particularly Kyungkug Seo and his immediate
colleagues He has helped the FSC develop a set of guidelines, attached to
the report, and which deal with the centralized/decentralized issue Mike
Smith reports that the FSC were moving towards a compromise position which
would as far as possible leave decisions in the hands of the banks but would
give an important role to the Central Arbitration Committee which could, as a
last resort, impose a solution Mike Smith s view 1s that this 1s a sensible
solution but emphasized he did not attempt to push his hosts into 1t

As to future assistance he agrees with John Dodsworth s view that the CAC
could be the best point of access He suggests the appropriate people would be
"corporate recovery' experts from accountancy firms or banks ( these are the
same people who used to be called "1nsolvency practitioners”) Some of them
are already in the region (and in Korea doing the diagnostic reviews) and
their supply is not unlimited

Smith would be available to return to Korea, but has not made any proposal to
do so at thais stage

Peter Hayward

cc WTseng, JGobat, MStone, JDodsworth, RAbrams



VISI? TO XOREA BY M T R €SMITH
2nd - 10th June 1998

My assignment at the Linstigation of the Monetary and
Exchange Affairas Department of the I M F , was to advise the
Financlial Services Commission (k5C) of Korea on & possible
framework for a work-cut process for handling banks' negotia-
tlons with large corporates over debt reduction, liquidity
problems and the minimioing of los3es in value I diew on my
experience in the development and use of the London Approach
but snsured that I took into account, where possible, the local
condltions and culture In preparing for my viasit, I had ths
benefit of a number of papers which had been prepured by both
IMF staff and the Xorean suthorltisa an the problems facing
the Korean cconomy, especially theii banking and corporate
gsctors I also had a brief_telaphane discussion with Arne
Berggron, & World Bank consultant, whou hud been involved in a
detaliled analysis and diagnosia of the particuler problems and
in suggceoting possible structural sovlutaiovus

Vuring my vigit, I had unfortunately littls contsct wath
clither World Dank or IMF staff I met Stan Sllverberg on a
number of occasions (he wes staying al the Halton) and disousecd
with him the neture of his work on Lhe banks The IMF Resident
Representative in Seoul, John Nadsworth, was away for most of
my vislt and I saw him only briefly during my last two days
Otherwlse I came acransg nn World Bank or IMF staff However
I spoke briefly to Pete: Hayward by telephone and had a numder
cf conversationsr with Arne Berggren in Sweden, as hec was sending
comments on the cospormle restructuring questions to the FSC
during my viait

My main contacl was Kyungkug Sec (known as Clifr) of the
Structural Reform Planning Unit who is heavily involved in the
prepaiation of Lhe urzrungements for corporate work-outs He
gavae me plenty of help, both by bdbriefing me initielly on the
curlent positlion mnd in providing faciiities for me We had
many useful discussions on a posgible framework for a work-out
pProcusy He already had scquired a broad perspective of the
London Approseh from artielec and hie many questions were, 1
found, buth pesnelrating and relevan?t As our discussions pro-

ceeded the advice he was looking for took ohape and we were

able to discuss and reshape my drafta to his requirements over
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the lagt two days My visilt proved very timely, as Cliff and
his tsam were under great preccsurc to produce specific plans
for decaling with corporate restructuring for their Chairman
I had brief meetings with Dr Geun Woo Sevh, Cliff's bdoss,
and with Dr Buhwsoo Choi, who is working on the banking secto:.,
The challanges facing the euthoiit.es, especially the FSC,
are formidable Deadlines tor producing plans and for
announcing Apecific action in the banking and corporate sactoars,
osct by the ncw Government, lLook almoat un-rsalietic as well as
producing expectations among investors and markets The
objectives and targets call for fundamental change in the way
both the banking and corporate seclors have traditionally
behaved and operated In terms of the corporate gector where
very high levels of debt, especlally among the Chaebols are
unsustuinable {n the face of high interest rates, the
Government has set varzoug targels both for the reduction of
debt and the liquidation of those parts of the Chaebols which
are loss-making In terms of Lhe banking sector the traditional
direclion of lending by the Government has reduced bLanks'
rapability ¢o mcoess credit rlsk., The changes being demanded
by the Governmen?t will forece the banlts %o improve thelr ability
both to mssess credit and to forge closer working relationshipa
with the corporate sector Such changes will 1equlre cone-
siderable rcoources and sxpertise at a time when the banks have
additional challenges ta mest, for example over capaitial
adequacy g
I think that the time-tabdle sct for the courporate re-
structuring - the fii=ml stage, I beiieve, cancerns the major
30 Chae¢bols ~ is probably unrealistice¢ in such an environment
One of the mein policy ilesues which was still under diccusaien
during my visit was whether to ocntralise the corporate re-
structuring process v: to force the banks to set up work out
unlits and agree such restructuringo with the asslstance ot a
contral arbitration committee My contacrts in the Structural
Reform Planning Unit were in favour of foreing The banke to
get up their own work-out units and to undertake most of the
Work on corporate restructuring, with resvzti, 1if they were un-
able to sgree @ plan, to an Arbitration body whioh would have
powers to enforea a solution The lack ol experienced resources

i8 8 scrious conslralnt on achieving rapid results emong the
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the banks althoaugh the banks will have tTo undertake suech changes
The availability ol expert rgsources, especially in terms of
the work-out process, iz the key to Lhe success or failure of
the targeted objectives for restructuring These would have
to come from abroad, notably Euiupe or the U S and the gqucotion
ic whether they should be attarhed to individual bunks or to the
Central Arhitration Committee The latter 18 prohably the most
practicel zolution in the cirerumatances but it pirubably means
that the 'Arbitration Commitliee! should have a more pro-active
role in Lhe process, at leasrt in the early stages

The view at the operatiung level of the FRC is that the
banks must make the changes neceesscary to underitake work-out
chRes To help the piocess they are considering waye of
incenlivisging the banks to produce rcaults Given that aim
I have drawn up a fairly delailed outline of a work-out process
and how 1t would work This together with ;-simplifled set of
principles which would bLe an lmportant part of what the banks
should geek to estahlish are sttached to thus note and have
been discusscd in detull with my contact I heve alsc set out
un analysie of the challenge with arguments for and against
a centralised systien Whether or not the Korsans decide to
centralige the reatructuring in the interests of speed and
results, there will »till de a need for an informal work-oul
process to be introduced in the danks This will require
coneiderable esslstance, initially from those with experLence
of such a systenm In the U K such eaperts are to be found
in the main commercial banks and 1n the major accountaucy
practices wheh were heavily involved in the restructurings of
the early 1890'sn They have in mast caseg eotablished
corporate recovery units which specimlise in this area of
work Those Kurean banks with offices in London maght con-
gider appraaching the specialised work-out units nf the
commercial bunks for assistance and guidanoe

lhe question of whether I should return at aome stage
to Korea is un open one I think I have *aken my work &s rarp
8s 1t can go at the moment and the need 1n future will be for
thosc wilh hands-on experience

U oL ag KX ﬁw‘&”



APPENDIX

—— e e e

The aim fur a Korean workout precsedure chould be to have gll
banks working to gether through speciulist workout teams
supported by advisouis and basing their procedures on a common

and agreed set of principles I suggest thal all banks should

agree to the following principles for the procass

(a) Once a meeting of all bants involwed has been called all
lending should be Rept in place, dut with no new drawingas on
unuged facilitles, no bank should seok rcpayment ol its
exlsting facilities

(b) If additional money is required by the company for its
c¢ontinuing trading, this should be agrccd by all bankas and
shared pro-~rata to their exleting expusures,

(¢) Immediate steps should be taken by the group to establish
the accurate financial position of tho debtor, by appointing
independent aceountanta to caiiy out a review as quickly as
possible,

(d) Once this has been racaived, the banks, Lugether with the

accountanta (or other advigors) shuuld Tformulate prapnsals for

8 restructuring of Lhe Company's outstanding debt

(e) AT 8ll stages banks should be treated equally on the hasis
of their ocutstanding exsposuies and any restrucrturing of debt
ghould be based on equal sharing of loss;

(£) At all stages infermation should be vhared between =l
membera of the workout gruup,

(g) Decisions on restructuring pranposals should be made on the

basis of a (78%) majordity vote (by wvalue)



00 Speaific Workout Process
Objectives

© to scck to carry out restructuiing of companles as quickly as

possible outside of the tormal bankruptcy process,
©  to mmimize the cost of restructuring to the banks concerned,

© to enswe (hdl amy given restructuring will provide for the
continuing viability of the company

Process

(1) cieation of workout unil, headed by a senior executive of the bank
who can take responsibihty for most deuisions - and conlaming a
mintmum of 6 staf} able to make credit judgements and negotiate
with other banks,

(2) Develop (through the semior executive) closer relations with those
corporate customers i difficulty - mvolving the 1elevant loan
officer at that stage may be hclpful and nmportant, although the
wotkout wul should ultimately come to an mdependent view of the
credit risks 1nvolved,

(3) seek as much financial information on the company and :dentify
all sowrees of lending both through other banks and through the
company,

(4) call a meeting of all the bank creditors (assuming that you are the
lead bank in that you have the largest exposure) ,

(5) analyze at the mesting the aguments for/against a restructuring 1f

1n tavor of a restructuring, agree existing caposwres*, and call fog a



moratortun  on existing lending 1e no bank should seek
repayment of an existing facitlity  If not n favor of restructuting,
consider the other options, mcluding hquidation
* |his would take into account the nature and sentorily of the
varions facilities

(6) In the course of a 1estiucturing, the need for additional cash needs
will have to be considered scparately by the creditor group

(7) The lead bank should suggest an mdependent review of the
corpotdle’s financial postuon (by accountants — not the cowpany’s
auditors) and communicate this to the company (1t may be helpful
for the lead bank to ask some members of the group to participate
in this communication), and then nstruct the accounfants, giving
directions on what 1s needed by the banks — this will depend on
how much financial information 1s available - and the date on
which their report should be completed

(8) The lead bauk should, discuss with the othet banks the most
efficient way forward  if there are too many banks wn the group, a
steering group should be appointed, consisting of a small numbe:
but representative of the many banks m the group  This would
help to speed up discussion of restructuring proposals m the
formative stage

(9) The accountants’ report should take account of the company’s
existing budgets and business plans, and focus on the cash flow

and the company’s ability to repay debt



(10) Once received, the 1epoit would form the basis of
discussions m the stecring group to decide on the appropriate
restructuring and to discuss possible proposals with the
management of the company

(11) The steermng gioup should put forward (a number of) proposals tor
the cieditors group to consider and should call 2 meeting — the
meeting would be designated as the first formal meeting Lo discuss

_ and agree on a particular set of pioposals

(12) A 75% majority (by valuc) will be required for the apptoval of a set
of proposals for the restructuning of a company

(13) It agreement cannot be reached at the fist formal meeting of the
creditors group, a fordl tecord should be madc of the reasons for
the failure to agree

(14) A maxymum of 3 such formal meefings can be held to secwe
agreement I at the end of the 3¢ mecting no agreement 18
forthoommng, formal notification will be made to the Cential
Arbitration Commuttee (CAC)  That committee Will have the
powers to decide on what proposal the 1estructuring should be based

(15) If agieement 1s reached by the creditors group, the decision will be
communicated to the company, and steps taken to 1mplement the
decision by drawing up appropriate documentation

(16) The creditors group should ensure that thc company 1s closely
monitored during the implementation of the restructuring agreement

and that any failure to achieve the necessdly lalgels requires a
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meeting of the creditors group  This could be the responsibility of

the lead bank

lhe Problem

Corporate restructuring 1s necessary to reduce companies traditional
high levels of debt (the target set by the government 15 200%0), ehmate
cross guarantees 1n the chaebols, improve the transparency of financal

mnformation, and 1f necessary, put mnto iquidation non-petforming assets

The Challenge
Change the ways 1n which business and finance have hitherto operaled
and mtroduce a system whereby corporate restructuring can be carried

out as efficiently and speedily as possible outside the formal bankiuptey

process

The buidles

The lack of a proper relationship between the corporates and the banks,
pievious ‘directions’ of bank lending by the governmncnt, the lack of a
credit risk assessment cullute, no previous culture of banks working
together to resolve problems, an urgent need to create some structure and

process, tragility 1n the banking sector; lack of expertise

Possible solutions

(a) a centralized system directing wotkout solutions



(b)a decentralized system 1n which the banks set up processes to deal

with 1estructuting

() Vanations 1n (a) and (b), mvolving some cential budy, and possible

incentives for banks (and companies ?)

1 centrahzed system — arguments for and agamnst

For

(1) lack of any experience / expertise 1n the banks 1n managing worhouts
(2) traditional lack of cooperation between companies and banks

(3) traditional lach of cooperation between banks

(1) provide a framework for banks to develop for themselves

Against
(1)banks will have to build up credit nisk assessment capability and a
cooperation approach as quickly as possible

(2)a centralized body would provide hittle motivation to the banks to set

up their own methods

(3)a centralized body would be taced with a huge workload which could

delay progress

(] Decentrahzed system — arguments for and agamst
For

(1) banks will have to develop the capacity and capabihty as quickly as
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possible

(2) the banks will be forced to work with the corporale sector and

develop closer relationships, not least 1n eachanging information

Against
(1) lack of expertise

(2) banks could find 1t difficult to negotiate on a collective basis

(3) the need for some sort of arbitralion or mediation

Conglusion

Some sort of niial central involvement 1s neccssary to help the
development of the workout process and to provide some element of
arbitration or gutdance  The proposed Cential Arbitiation Comunutlee 15
a sensible compromise between a fully centiahized system and a
decentralized one Tt should have minumum powers to 1mpose a
solution on the partics conceined  Incenlives for the banks (and for the
corpoiates) would be a useful tool in achieving results — perhaps

additional 1nput of capital for the banks and fiscal benefils Lor corpoiates

] Workout Processes  Some potential difficulties

In this section, I sct out some arcas of worhouts which from ow

experience i London can give dilticulhes  Any system which 1s based
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on brosdly based pranciples 18 bound to encounter operational
questionc and challenges, and it will be for bankg in Korea
to ensure that they operule wilhin ggrced guidelines and

principles

Lead Banh

The lead bank carried a great daal of rseeponsibility Ita
importance cannot be over-exaggerated, the way that the lcad
bank sets about 1ts task can make a substantial dilfference to
the progress that is made It has ta perform a difficult
balancing act a1t must, for cxample, provide firm, but not
overbearing leadership It muat be a good communicator, and
1t must not take the views of banks for granted It must alan
be flexible, able to respond to the unexpected and prepared
to give ground in difricult discussions All Dbanks should
ensure that they raise concerna about any part of the workout

ploLess as soon as possible

Eiﬁié_ggpreeentation

A workout 1s not a legally~based prouenss The princlples do
not lend themselves to legal interpretation and banks should
not placc over-ctrict interpretation on the principles One
of the advantages of an informal sysiem is that it c2n be
flexihle Lawyers may well try to influence interpretations
(az they bave unsucccoofully tricd to do in the UK) but ohould
be resisted Lavyers will nevertheless De required to advise
thair eliantz hut care shanld he taken to aveaid tao much co’f

being incurred in legal advice
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HRespongibilities

Those involved in warkouts carry considerabls responsidbility
for helping to move the process along Hard deoielons will
have to be taken in the course of meetings, and it is dmporlant
that those vepregenting their hanka have the authority in most
cusep Lo glve a decision There will be occesionc when suoh
authority will have to be sought outside a meeting, but in the
interecte of efficlency, speed and cost thesre neeasions should
pe limited Delay ln obtaining appioval for a particular

couras of action can be harmful to the impetus of & workout

Once a standstill (effective moratorium) has taken effect
(vhen the banka arc notified by the lead bank of & meeting to
consider restructing), there will bes an effwctive freeze on
axisting facititiesg A ecompany's cash requlrements will
therefore have to be me%t cither from internal sources or from
a new facility which should be shared pro rula by Llhs banks
invelved The amount required should be chacked by
ucrountants aend should be viewcd as a short term facility,

pending a restructuring agreement

Cush Flouw

Ona of the key parts of any restructuring is the abllity of
the company to service daebt, reduce 1ts costs and generate
sufficient cash Lo snsure that 1t can meet future obligationo
withaut the need for new borrowings ihe tocus of <The

eccountant!'s report should be on the production of cash flowv
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over the period of the restructuring ( the agreement may be

fixed 1l lezm)

————— m——

It 1s very lmpuxtant for the succeas of a workout that all the
financial creditors involved in the group are glveun lhe same
information at the same time Responsibility for that rests
principally with Lhe lead bank Smaller creditors {in terme
of mize of exposure) may feel disadvantaged and can cause un=
necessary diffioulties if they feel they are heing treated

differently by the leud bLunk

Other Creditors

There may be approaches from other non-financial unsecured
ereditore for inecluaien in the workout process These should
be resisted, since 1t will be imposeible to anelude sll such
creditors 1ne banks hold the key Lo uny iwstructuring and
could therfore suffer heaviar losses in a restruciuring than
other creditors Trade creditorc are unlively to want to
participate in a workout, and their significance Lov Lhe
company'e continuing vigbility may mean that new money is

required

It will be smportant to keep the coests of any restructuring
Aawn to a minimum The costs of advisors and accountants
have to be checked carefully, and raspanaibility for that
lies as mucht wlth the lead bank But all thec banks have a

reaponsibility, especially in terme of the advice which

\
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individiyal banks may need Deleys in reaching agreemant can

be particularly expensive (although the important poeint is

that the banhs should arrive st a prudent and practical

ralutiont)



INTERNATIONAL MONETARY FUND
WASHINGTON, D C 20431
ASIA AND PACIFIC DEPARTMENT

Fax # (202) 623-4432 Tel # (202) 623-7602

MSG NO DATE June 11, 1998 PAGE 1 OF 4

TO The Honorable
Lee Kyu-Sun
Minister of Finance and Economy
Ministry of Finance and Economy
Republic of Korea

011-82-2-503-9138

Please see attached

FROM Hubert Neiss

APD/AI
roomNO 4-320 EXTENSION (202) 623-7604 / ACCOUNT CODE
AauTHORIZED BY Hubert Neiss SIGNATURE *—(j\

IMF 42



Fax # (202) 623-4432

INTERNATIONAL MONETARY FUND
WASHINGTON, D C 20431
ASIA AND PACIFIC DEPARTMENT

Tel # (202) 623-7602

DATE June 11, 1998

PAGE 1 OF 4

TO Mr Lee Hun-Jai
Chairman

Financial Supervisory Commission

Seoul
Korea

Fax 82-2-3771-6129

Please see attached

FROM Wanda Tseng
APD/AI

RooMNO 4-320

EXTENSION 37182

ACCOUNT CODE

AUTHORIZEDBY Wanda Tseng

SIGNATURE

IMF 42




INTERNATIONAL MONETARY FUND
WASHINGTON, D C 20431
ASIA AND PACIFIC DEPARTMENT
Fax # (202) 623-4432 Tel # (202) 623-7602

MSG NO DATE June 11, 1998 PAGE 1 OF4

TO Mr Kyung Wook Hur
Director
IMF Task Force
Financial Policy Office
Minustry of Finance and Economy
Korea

Fax 82-2-504-7873

The attached has been faxed to Mimister Lee Kyu-Sung and Mr Lee Hun-Jat

FROM Wanda Tseng
APD/AI

rRoomMmNO 4-320 EXTENSION 37182 ACCOUNT CODE

AuTHORIZEDBY Wanda Tseng SIGNATURE

IMF 42



INTERNATIONAL MONETARY FUND
WASHINGTON, D C 20431
ASIA AND PACIFIC DEPARTMENT
Fax# (202) 623-4432 Tel # (202) 623-7602

MSG NO DATE June 11, 1998 PAGE 1 OF 4

TO Mr John Dodsworth
Semor Resident Representative
Seoul, Korea

011-82-2-792-1651 >

The attached has been faxed to Minister Lee Kyu-Sung, Mr Lee Hun-Jai, and Mr Hur

Attachment

FROM Wanda Tseng

APD/AI
rRooMNO 4-320 EXTENSION (202) 623-7182 ACCOUNT CODE
AUTHORIZEDBY Wanda Tseng SIGNATURE

IMF 42



INTERNATIONAL MONETARY FUND
WASHINGTON D C 20431

CABLE ADDRESS
INTERFUND

June 11, 1998

The Honorable

Lee Kyu-Sung

Mimster of Finance and Economy

Minustry of Finance and Economy

Government Building IT y
Kwacheon, Kyunggi Do, 171-11

Republic of Korea

Dear Mr Minister

Your government has taken several important measures recently to further liberalize the

capital account, bringing forward some measures contained in the Letter of Intent of

May 2, 1998 We welcome these measures, particularly those related to the liberalization of
foreign direct mvestment and of restrictions on equity ownership in Korean companies At the
same time, and as your government recognizes, 1t would be important that the removal of !
restrictions on short-term capital movements be accompanied by adequate safeguards,
particularly strengthened prudential regulations, consohdated supervision, and improved
monitoring

More specifically, restrictions on foreign mnvestment i domestic money market instruments
1ssued by financial mstitutions (CDs and RPs) and corporate borrowing of one-two year
maturities are being hberalized ahead of the schedule 1n the Letter of Intent These
liberahization measures were timed 1n the Letter of Intent to take mnto account the
implementation of a number of prudential regulations, particularly those related to short-term
foreign borrowing and foreign exchange exposures, and with the start of consolidated
supervision (January 1, 1999) Also, the Letter of Intent envisaged the submission of
necessary legislation to ensure compliance with reporting on external liabilities of the
corporate sector by October 31, 1998

On a related subject, we thank you for the opportunity to review the draft paper on revisions
to the Foreign Exchange Act We will communicate, through Mr Dodsworth, more detailed
comments on these revisions directly to your staff As a general point, we welcome the further
liberahization of the capital account, particularly the move from a positive list to a negative list
system, and the proposed streamhining of foreign exchange regulations Again, the accelerated
liberalization of short-term capital flows envisaged 1n the revisions to the Foreign Exchange
Act highlights the need for safeguards in terms of prudential regulations, supervision, and
monitoring



Thus, 1n view of the acceleration of capital account liberalization, there 1s also a need to move
faster on the prudential regulations on short-term foreign borrowimng and foreign exchange
exposures and on the monitoring and reporting requirements We would urge your
consideration of accelerating these measures from those set out m the Letter of Intent (shown
in the enclosure) Ilook forward to hearing from you on the possibility of accelerating these
measures The July review mussion will also discuss this matter further

A copy of this letter 15 also bemng sent to Mr Lee Hun-Jai at the Financial Supervisory
Commussion

With best regards
Yours sincerely,
Hubert Neiss

Director
Asia and Pacific Department

Enclosure



Prudential Regulations and Data Monitoring Measures
(Timing of implementation shown 1 the May 2, 1998 Letter of Intent)

Measures on strengthening compliance with existing guidelines for commercial
banks to limit maturity mismatches mn foreign exchange and the announcement of
simular guidelines for merchant banks (August 1, 1998)

The full phase mn of prudential guidelines to limit maturity mismatches in foreign
exchange for merchant banks (December 31, 1999)

The announcement (August 15, 1998) and implementation (as of January 1, 1999)
of addrtional regulations for commercial and merchant banks The additional
regulations to include mtroduction of an internal iquidity control system based on a
maturity ladder approach, agreement with the Financial Supervisory Commussion
(FSC) on allowable maturity mismatches, the monthly monitoring of implementation
by the FSC, and the public disclosure of statistics on foreign currency liquidity by
bank

With respect to foreign exchange exposure limits, the implementation of the
supervision of observance to be undertaken by the FSC, the replacement of separate
limits on combined spot and forward posttions, the mcorporation of Cross-currency
posttions mn the measurement of exposures, and the mtroduction of consolidated
limuts for banks, including their offshore branches (November 15, 1998)

The introduction of improvements to the reporting of off-balance sheet foreign
currency denominated exposure of financial institutions and the submission of
necessary legislation to ensure compliance with reporting on external liabilities of
the corporate sector (October 31, 1998)



@ Office Memorandum

To Mr Saito June 11, 1998

RN
Y
t

From  Wanda Tseng

Subject Semunar in Korea

Sorry for the delay 1n responding to your memorandum of May 21 on the seminar in Korea

As you may know, EXR has been asked by Mr Fischer to develop a public relations program
in the crisis countries

The seminar 1n Korea (and timing) should be considered in that context

cc Mr Neiss
Mr Anjaria
Mr Chu
Mr Dodsworth

R \DOC\ARNWT\MEMOS\80611KS MEM June 11 1998 (11 40am)
)
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To Ms [senp

From TR DodswonhW

Subject Korea Cooperative Loans

June 11, 1998

1 have received ftom the TSC the attached update on cooperative loans extended 10 business
groups durnny tus year The loans that are listed for 1998 total W J i trilhion (§ 1 5 billiom)
In addwon total amount of loans 1n 1997 was W 840 billion (see second attachment) The
breakduwn by lending banks shows that

largest loans are coming from the troubled banks
1 ¢ Scoul Bank, Hanil Bank, KEB and CBK
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Athrchment 1

Cooperative loans to Business Group

(Bilhon wan)

—_— e . ——— —— -

Business Group | Agieement date | Agrood Amount Allocation by bank

- T~ T TTIsB 115 KER 802
st Jan 10 98 220 CBK 158 Kyongnam 119

Shinhan 106 -
SB 644 KEB 311

o2nd Apr 3 R 140 CBK 101 Kyongnam 75
Dong Ah Const R Shinhan 67

SB 278 KCB 22
3rd May 6 98 60 2 CBK 43 Kyonguam 32
Shinhan 29
banks(23) 460 3
_|non=-banks(30) 1397
Iz B3 KB 772 KEB 33
K.IQ3 215 Agade 213
KB 18] Roraml75 Doghwall i
Fichernes YR SB /Y
Hanil b/ UBK 28 KFBDX
KFB 473 B 4731 KB /)
ABER7 Kram AL Shinhnid2
L 10mhw(8 KLTOBIS Emal5
. KEB 566 KLX3 AL 8 Flshenes 21

)

Shin Won | Teb 11 98 200 fi Jﬁi E‘m‘im o
Koram R9( HI3 /1
S“B2601 HCB2AY 2 Degull 4
Waoo Bang Ma 2 98 110 CBRK 65 Kyungnam 26
Daedong 181
Daegu 296 SB 226
HCB 162 Stunhan 116

4th  MayZl 98 600

Kohap jan 30 98 300

[Tanwha Feb 1( R 442

- = o ————

Hwa ung Apr 14 98 80

- —_— —_——— = -

+ SHSeoul Hink KEW Kaea Fxehange Bank ( BR The Commercual (3anik of Rore s
KI 1CBheees Loy Ferm Credit Bank CHR Chn Hiung Rank WOW Lhe Roret
Do ddapment Bunb KR kores Frrt Bank HOB Houang & Commeraial Bank
Agii ulturey Natt nal Agu ulture Cooperative  Federation Fi heree Natwonit Feder stion
of Lishenes Caupurauve [ ivestenk Nanenal Liveatack Coaperauve Foderution
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sOm'n .
;@‘_} Office Memorandum
To Ms Tseng June 11 1998

From T R Dod swoﬂh@

Subject Korea Letter from Pan Natlonal Movement

| he Pan Natonal Movement staged a small peacetul demonstration against IMF pohicies
outside the Minwstty of Finance and Ceonomy carher today Following the demonstration , |
met wilh scveial repiesentatives of the eivie groups and trade unions and was handed the
attached letter addressed to the Managing Director The letter contains a list of demands
1clating to capital account liberalization, 1nterest rates, privatization, and labor market

flenmbility

The letter states that the IMF- supported program 1n Karea has «o far been a farlure and has
contnbuted to soctal unrest and hardship | he Pan National Movement request that the
econoniic program he « omprehensively reevaluated and that NGO s are allowed a larger role
1n tuture pohcy planning

Tn the cnsuing discussion [ atiempted to explan (he role of the Fund i Korea wnd the
rationale for various policies Talso stressed the unportance the Fund attavhes to heaung
views from all segments of socicly, and that [ would be willing to participate i a coming
NGO forum on the unpact of IMF policies

cc EXR



@6-11 19 @1 THU FROM INF S@3-9a82 TO NEISS PAGE @3

78 orje) T4 14 2 WFIS2 9B
HADIPSESR

T 47 27R-2 MY 43
G ZER B FE

o)
tay

TA HEN YT B4
18} 921-0587 A

X 98 6 11
44l CAMDESSUS MICHEL IMF &X{

T  JOUN DODSWORTH IMF M@2tAlTA 4 F

gAal 08 AU WMENY U IFOSR 2 YIULSER
e oHIoigs=L M BIHAB

1 st 740 So= A 59 79 BRE TL AIABY HEAY L IMF e
2 AW WAV THE ]

2 e ESEFANT AY 11 IMF MSAZAFAS GEsH] ¥4 IMFE 3
4 =7 AU L HGHAT T

T e s ey & ME rzz YY) MoiE T 43 QT Fel »VElE
meta = oy © Yoko] AR Fgruy - FHYF 22 ¢ glclw $7Hghi

Ual s Wil flvle HegrMojrly WE L QA= MR Fagduc @
MrE A= ReITET Y7 old HFULEERE MIH MUlE TR
e WAl o« pr] NP 1] H A ZIF

1 peR ANyt ol

g
Lo
FF UEY  A44 (3% APR 447 Adw FAN HAT 2MA R4 oluR ol4T ol%
T oY cled FYA A¥AY, AYA, HAv FREECM SR

ANEH| VESLEAERRERR o PP PRNGE 90! EPOETH) (FXIBRI 2RNEE 30 AR 2RARE 9B ADOAR
TERT ORAE N TR of L SRAWRERRE! JI% SRR TEi 2007 SElEaR| ELERIRRE i
L SEREDON BN OFR EXER XER op D LEIRDPRRCTS DFAlIEEoL OFIARRISRERIR| QA0
ASBOR] OFARE Of s¥y 0! 0PI 22 of DR 0FD) X bt XADDL) OESONESROREDE) Q6 9|
& XSO0 CROECE HIRPReH MB-EXl TR SEAKDOE) QETAKIE] ORET ABK. OLZ0RARAROL
MR MR JREPTE AR ARUER SR AR AORSIAKEOR] ZE0EDFNEROD] TEllE
RPN IRRTRE0R ZRVPRECR! JSEOPEDER0R FREDERE CERERDETS GRR| IEOEADR, Z5R
XPE! SIPARTR HOPEABIRPTY ZEPRRRR ATIECMOFE0R EHPIOAR APME. BRSAPERS R
SRR HSOEIOR., PEPENECEDE PEDFALTRERD] STORESIRERN (018 “hitt €)



86-11 19 81 THU FROM IIF 283-3e82 TO NEISS PAGE 86

s1230je| 0|2 YWl TxExH Here| Wr[E 2y EicH
- IMFof| 2= 270 Mt

IMFe) gmtel T22Y 2z 9o ol Aoy M7t AP UL 7I? H

slzts olcl (MF F2EY LT INE &2a] ok olo] 7 1000 R4 He] ARHel 1}
g0 Yasdrl MME 42/28°1%d ¥ R7le NEHY FA4T2 M flhMd
o Pl 2TmAY S Fool - AW DIt A4 7] AP QA - TERTE YA
ol¥E Mg MmN WA ey FL£9E SAdU] L AT IMFE ° K
T YA B ER kA HHBIY HAMHZY SEYF M YUY 8 MFATTH
LR 1) 4arinjc 1L AZHARY Ry|Pos WHudos® 23§ A Hob
Hada] oLNE L wFle] Y77} 4SS mBelrd

quyelals W a9 BolE ddgeat MO ohs) 4835 wrlFvEe] Helok
Yl FALL {& AL Ao WRAA= TRz 4Py FAYYFEC F4A%
W 1mee F4E ) dgiel 3T Ale]s AU mEA AL 4R 0% Lohe F )
ROV o1 AR BT Qe MW o1Fe] JvR VST YT BIRByY Ay T T IT 4
a7k elr] ol{A MNMETIZETY T 2ol ¥ MM (hx] ¥ EBIE o AWH T
Sal dalajato] ojUd} W& 4ol £2F AL F U£E AR} IMF FAEd ARMME 3l
7T Qe 4Atelrt AsP Ay 1Y 139 A3 WPIRANAK MFoldAE ATt
99 e - AYY Y MTY Aoy RaAT o))zl ~{FB ¥ >
AL DO AN 7 S skaje TN AF IR OFI ToI XS old daf
M= 4b4) £ 55 4 opd7b?  ab@ sl opalop 7 4| 7]7} ofAlopotyat 2L M qxo=
KU Rl Anga g BENY 3ae qag b Hell Yo o)Fo] IME v EEW K
o] AF A4 B 4AY MAlovrkl) ¥ FHSGTDD ¥ S Q=T

AR o INTE 1L =N o] Al Mo mwg IMPRAT 3 TP oHe 38
ol YH R ol ARd IrjE HR/HHD &

7@ W= WO & XKW o2t Yis UE IMFE PEITHZRIHS FECHE
A 2tR8H= 20( QlkIb

NF= 9] 1S 22 o' el iy slew -¥e X9 iz #3
& A wocok T vy AW/FEANE GANY RULTY A/ AdddER A
AR gy s 4P% HYOR o AFe) % ¥ ATH T FHe Yy e
NSL RFT RoI& & gi= Abdolrt watd H7lo] et 4T 2R FoAd did 29
o] s o] ghn'dz vtete 2 XuUcidelol §p FAsrt Teh} o)t IMF
= @Yoz JR/FF T 13N @qallo Ak T $2PAS 6 Y ajtes a4l
Hr A A7 WS 9019 LW iy > A el el ATy AT A«
@ ApeT %ol Aulpire] FAshs A HEY @ R AFAH AU 1Yo
oblT Tt Ak IMFT AR F A 2okE MM T 4 Ry 98T s Z 7R @
AAGETRADI #eleNoIxdy oYW BXstT shxr P opAlo} 7k JIZHACEE W
A mBaEY ZH)40FE 2IHNLY YKL LR TBEL HAN YTES Fa



Pb-il 19 B2 THU FROI IIF Se3-se8e TO NEISS PHWE 87

st— Aojuwr 4 Xaty gl= H2E weln

SpLE T tUbEM ol A TEgnl dde Pty s7lel gl AE H¢Heleri
WET o MFe I3y XenPey HE4US GIRHNYU7IG GFe= UIS-+7F ohd
gu g e 2 eIl A8 el 5 Helo EA ot ol Addle] 2EE XA
T e atHRRrd" Hd@ AYge T ek el

Jlmel |Mr REENHLO] BYISIT SR 9IFEel 0| HIEE YYSE MRT HY
ol HZsIX| ATME JHDI FHe # &ict

4 BeFesc] £HE IMOE 2AYLY AT AAH FAF 2|7 e s
ool o)W hMAol & 44 MFPZZY @S ¢ AR VEFEL 2xe 7T Y H
T AT F=AT Mol Ay WSy 71s wNeE 4 42kEe g7 @
=y st A8 WHTE =7 olu Alxoe UYCE IR WEFY dArgel 24T 2
- a)3n MFALE 3¢ 07 gr] g4 ol TReld YuAI FAYLE FAN|7 o}
on) Ry U N FAH 1YY APt} o] P He] RYelaE AR F
ML 777 Y =g ety elgen A gtk Japy fycrgs Q13 £UY4
satgle)l g e YHEA @9 W dels Tk A& ok k-7 JHE MFS A
vajole] mlvguraly  TAle.] FAs R T <ys) Y& Y AANAT Z18o) L#H
& &= Bt £ ATk

sl MPol] NI o)~ MFRZZY ZEIHF A} & UYL L5718 wid
NF=a gl n itk Hoirt B haly VPR JHE Yy AU A0 F O
AHe Bwajg 4 e fo@ qYa ¢ | F UEEe AQL v FANY i o
o Yy sfFelnt

&N majeraprie) @R BleL@ Fe) IMIFRTY Trodge] RRxen 4D ¥
dosuety] Agsh nj=ab) TANSL ivhe AE O RuT RS wE Aoy oF
o} I\MF7} M2 nigF Q) Hyd QS WolFolx o7 FHo Ui AL Jy¥t 7|9 A2
WREe AN Ngol RWY HYR AFH HFudrd

TS =2 07T Uela e AvTe @ 3e) olde] PGP giv] MAF T MJe A
vebe) 4 Rg AHBRC] 7 et RS ojsfebn A ¢ Ao A TG
P MG} PMT A 3 e A edd dnle olei® Ueees vE YL oo
2AYCG YIWAT M= #2e] [oISY My AR 2 &7 g #2=2Y =27
Al o) HA1{FlE o] 4u}l BB Walolsln B &€ glon FFo] PR 4l AULHE
o) L HFERF @ FaHL& FPu| /I w0l 2L na] BRI)1Z AL gk gv) & 0] IPY
Bde) B Holije] ke w]Fe]l M- ool YR ] o]- IMFYRel o]F YT AHE S
T e by I 9 AbMe} st F IMPYF @ Feg PRI T€oEs YR}
Tl 2 oA AevEekE A dls T IMOE ¥S 3w gDt

ol ol IMk= ANANY A4 4% oA FAAY ATHOZ AXuty YT
ol BWYT TP YW BEYT obe 7 A oolG FoAs HL & fivk

Fo doln MLl A Hal RS AW AHL IMTO] Al ahil} B2 I BF
ol Qeinlr 7@ geet we) F ool AFHY WTH T Foel o]Rel © 3ol
WA Tk falc RAYST 1R SR BRo| T b uhe @I e AFelT



@6-11 13 @3 THU FROM IIF S@3-9@82 TO NEISS PAGE @8

L) A ERDRY olalyl wdel Xz athas J§e] <t Mol g Necs E2A4
e o) o] Do) st WF AU S4Q W vjHe FATAN oY T AN A
po) olilul B ool AP €Y+ vy Heltk  pelk "AY elsd gRH 3
AWHT JYAAT ANFA ster vte] RuiHN FFYst JIFY 7h4) 7t 2P
= WS a2y e} 22l @FAMel [MFO FFFE TRIHW fAe AR I o

=~

ene geado)o] A2 M ANS BuA/E Y& des A v oEa o R FUY

f2/9 2+

) IME= 2934% taste $¥/3440% FH8, @R FAS &7t SO

+) IMF— ll‘"‘al W =% AV PR S 47 Sas

U) IME= 24 7t2% AWA7) 29 UGR ¢HE &4 FEa

d) MrE A7 2240 4E Fade B Wp=e 42 L ANdE TP
fias TAE 57 gy

o) IMFE @2Rale F22F X2¢ Huke| ojn] NHRE o Www o= 49
Ad Tokap

bl IME= Sh%o] abek A b ANA WIUR FEREE v RE ATH UM 44
3 ol

1998 6 11

F% U¥w Y, T4 AW, 2L, I, PN P4 243, f2d, 3, 9
&4 oS o%E YFY £94 Ndad "HUI 39 x, F2F(01N TR )

g M MY ¢ IMPRS 2 4 HIARSEY



WITHDRAWAL NOTICE
THIS DOCUMENT IS IN THE COURSE OF A PUBLIC DISCLOSURE REVIEW PROCESS

Department/Division/ Asia and Pacific Department Records/fonds/1964-2008 Predominant 1964-2000
Collection

Series/Subseries Asia and Pacific Department Immediate Office Records/sous-fonds/1964-2000 predominant
1964-1989 1995-2000
-—---Aslia and Pacific Department Director's Office Files - Asian crisis/series/1983-2000

Box number A8-051

File number 1 ,
ADLIB ref number 450

File title & dates Republic of Korea - Chronological Files June 1998

Doc title & dates Date June 10 1998

Type Office Memorandum and Attachments

From The Managing Director

To Wanda Tseng ,

Subject/Title Korea Briefing for Breakfast Meeting with President Kim Dae-jung Thursday
June 11 800 am Blar House

Number of Pages 20

Authority International Monetary Fund

Language English

Doc Classification One attachment 1s 'Strictly Confidential’




B84-17 15:18 FRI FROM:I.M.F SEOUL Be-TS9-4769 TO:MOFE IMF PREE: 01
\L_N\M
S,
DA

ANSEEH Qb'-\\\wb .

Office Memorandum

To. Ms. Tseng Junc 10, 1998
Mr. Balino

From: J.R. Dodsworth A@D

Subject: Korea: Meeting with FSC Chairman on June 9

98J L
Uiy 10 £ o: 0[,

Y ou may find this summary of my discussion with Mr. Hun Jai Lee useful as background
information. The meeting covered three main areas:

. Appralsal of the twelve undercapitalized banks;
. Appraisal of leasing companics;
. Extension of the corporate review proccss, and plans for debt workouts;
and
. Rollover program for small-to medium-sized companies.
1 Appralisal of Rehabilitation Plans

It is planned that Mr. Lee will briet President Kim on the commcrcial bank rehabilitation
plans next Tuesday, June 16. The work of the Appraisal Committee will begin on June 18.'
The Commission has already formed some tentative ideas on how the procuss is likely to
develop. At least four banks are eapected to have positive capital adequacy ratios (of 3-5
percent). Thesc arc Korea Exchange Bank, Cho Iung, Ianil and Commercial Bank of Korea.
Of thesc, only KEB--which is well advanced in forming an alliancc with Commerzbank--has
a high probability of having its initial plan accepted. The others may need to enter a second
track process where revised plans would be called for (these would be expected in 20-30 days
following decision on initial plan).

For other banks. many of which may prave ta have negative net worth, the FSC is likely to
distinguish between nationa) and regiona) or local banks. The first group (which would

' The nomination by the Fund of the international expert to join the Appraisal Committee is
thus expected at latest by June 15.

T2 CCTIN NI ORAC - CrRAaC LT T AaM TC+IT AT-QMR
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include Donghwa, Dongnam, Dae Dong and Pyonghwa hanks)* would require achive
programs or firm merger plans for liqudation to be avoided For the remaining fout
regional/local banks the FSC s approach may be more relaxed 1n that they may be miven
additlona! time to recapitalize and could have different capital adoyuavy taigets The FSCas
consdering adopting a rulc that banks should be disbarred from international operations
unlcss they reach a specified mummum capital adequacy ratio (not yet determined, but
tentatively 4-5 perccnt)

The Chairman noted that caveral banke under review had started mergar talks with atranger
(but generally smaller) banks He considered these merger proposals as attempts by the
weaker banks te preempt the review process and said that there would naturalty be opposition
from the shareholders of the stronger banks to such mergers The use of public funds would
be crucial 1n encouraging consolidation of the banking system

On the apprusal prucess, [ emphasized (i) the need for ngor 1n judging the realism of the
1ecapitalization plans, (11) the large credibility loss that would be involved 1n eccepting a plan
that subscquently proved infeasible, (iii) the cxpcctation in the LOI that use of public funds
would bc sccompamed by private capital contnbution, and (1v) that exceptions to the 8
percent capital adequacy target would be damaging to the overall process

2 Leasing Companies

A prelimmary review of leasing compames has just been completed by the FSC The
tentative findings are that of 25 compantes only 4 have positive net worth Of the remaining
21, perhaps 6-8 may be >aved through vapital iyection, while others will need to be vlosed
Given that most of the leasing compantes are subsidiaries of commercial banks, thesc results
will be held back and no action will be taken until the results of the bank exercise are
announccd

3 Extension of Corporate Review Proccis

The Chairman explained that the bank’s evaluation of corporate debtors had (not
surpneingly) proved unsatisfactory because of banks conflict of interest in exposing
weakness in major customers The banks had, therefore been requested to extend the review
10 include big five affihates and to attempt to reconcale differences between credutor banks
The results of the second round revicw arc cxpested by Junc 18 20

The rationale for this process  to oliminate the weaker corporates at an early stage, reduce
uncertainty n the market, and thereby normalize the situation for resumption of bank lending
-- appeacs very weak, and [ noted that, in actuality, corporate restructuring would be & long

? Obviously at this stage this 18 market sensitive information

QTN NI JORAC -CrAc AT LINMd AaM TC 1T AT -QA
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process and that a one-off operation of this sort could not be expecied to reduce uncertanty
More likely a highly publicized announcement thdl 4 large number of companies were
insolvent would st (o further undenmne vonfidence and could have knock on cffects that
would adveiscly affect the stock market and financial inatitutions * The Chairman adnutted
that a more gradual and Jess public process would have been destrable, but the President had
decided that this course was necessary to convince foreign investors that the authonties’
restructunng efforts would be genuine and substantive The Chairman agreed however that
further consideration would be given to the nature nt the press release announcing the results
of the appraisal

On the creation of debt workout units, the Chairman said that the individual banks were
responding well and that the larger banks were forming alliances with international
mvestment banks which had the necessary expertise for corporate testiustunng Howecver,
there was a need to resolve differences between creditors and a Central Arbitration
Commuttec (CAC) would soon be established The full powers of the Commuttee had stil to
be decided The Chairman was aware of the tension between having a centralized body with
large powers (which may be percerved as imposing a govemment solution) and having &
decentralized process (under which individual banks may be too weak to negotiate and may
have insufficient expertise) The C AC 1s presently seen a8 a compromise burther Fund and
the Bank, the CAC may be the point at which technical assistance cen be most effectively
directed

4 Rollover for SMEs

The Chairman noted that thc Government s cfforts to persuade the banks to voluntanly roll
over SME debt were not proving completely successful  the rollover ratio 18 currently
estimated at 75 percent He was considering bnnging in a program of restructuring the debt
which would not need to rely on moral suasion I indicated that this would be an unfortunate
move at a ime when the government was trying to withdraw from direct interference wath
the banks and where the banks were bemng encouraged to build capacity for rational credit
appraisal The Chairman will give further consideration to the idea of enforcing the rollover
of the SME debt

3 Rumors of bankruptcy of parent companies are already affecting deposits at some merchant
banks
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Office Memorandum b
To: Mz. Tseng June 10, 1998

From: J. R. Dodsworth @

Subject: Planued Demonstration

A demonstration organized by the Pan-National Movement Group' against the Fund policies
in Korea is cxpected to take place outside the MOFE tomorrow afternann. The demonatration
is expected to be orderly and not draw a Jarge crowd. I have indicated to the organizers that I
will be available in the MOFE office to discuss any issues they wish to raise and I expect

to receive g letter from five ar six representatives of the Group following the demonstration.

cc: Mr. Cook (Secwity Office)

gg Jui 10 Ai1 8: Y

| 'I'he Pan-National Movement represents mauy civic groups including Korcan Ceonfederation
of Trade Unions, Peoples Solidarity for Participatory Demoocracy, Lawyers for 8 Democratic
Society, Cathulic Human Rights Committee, Korea Research Institute for Worker’s Human
Rights and Justice and cte.
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FAX TRANSMISSION  _ .«

M\Aﬂ
INTERNATIONAL MONETARY FUND Sc

TEL: (02) 7594708
FAX. (02) 739-4769

Ms. Tseng Date:  Junc 10, 1998
(202) 623-4795 Pages. 1 wcluding cuver sheel,

J. R. Dodsworth, IMF Seoul

Number for the Chairman of the FSC

Near Mo Tarnp,

The numbers of Mr. Hun-Jai Lcc, the chairman of the 'inancial Supervisory Commission arc as below.

Tel. 3771-5001 Fax. 3771-6129

Best Regards,
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INTERNATIONAL MONETARY FUND

June 9, 1998

To: APD
Subject: Invitation from Institute for Corean-American
Studies

In the attached letter, the Institute for Corean-American Studies
invites the MD to be a keynote speaker at its September 29
symposium in Philadelphia on “The Future of Asia.”

The MD is unable to accept, but Mr. Fischer suggested that
APD might be interested in speaking.

Please let me know and we will respond on behalf of the MD.

e

Marina Primorac, Public Affairs
(12-618J, ext. 34789)




Institute for Corean-American Studies, Inc.

965 Clover Court
Blue Bell

PA 19422
U.S.A.

T:(610)277-9989
F:(610)277-3992
E:icas@dvol.com

kim@dvol.com

Arlington
Atlanta
Bangkok
Beijing
Boston
Brussels
Buenos Aires
Cairo
College Park
Columbia
Evanston
Fairfax
Frankfurt
Hanoi
Hong Kong
Jakarta
Kuala Lumpur
London
Mexico City
New Haven
New York
Philadelphia
Prague
Raleigh
San Francisco
Seoul
Singapore
Stanford
Sunnyvale
Sydney
Taipei
Tokyo
Vienna
Washington,D.C.
Wilmington

June 4, 1998

ORIG: EXR 8 o

CC: MD = =P

The Hon. MICHEL CAMDESSUS MR. FISCHER = S
Managing Director MR. OUATTARA =
The International Monetary Fund ng RREERARE -~ €3 w0
i —e
Washington, D. C. 20431 m E: p
Philadelphia [Fall] Symposmifr: yrod
Future of Asia ~d

9/29/1998, Tuesday f‘

University of Pennsylvania

Dear MD Camdessus:

We wish to follow up with you on the invitation, dated May 22,1998, asking
you to be a keynote speaker for Philadelphia [Fall] Symposium and ICAS

Dinner which is slated to be held on September 29,1998 at the University of
Pennsylvania.

We sincerely hope that yoﬁ will accept this non-partisan and educational

platform. As appropriate, your serious consideration will be deeply
appreciated.

Personal regards and respect,

BT

Sang Joo Kim / signed
Sr. Fellow & Executive Vice President

encl: copy of the May 22 invitation letter (1 p)
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Institute for Corean-American Studies, Inc.

965 Clover Court
Blue Bell

PA 19422

USA

T (610)277-9989
F (610)277-3992
E 1cas@dvol com

kim@duvol com

Arlhington
Aflanta
Bangkok
Beying
Boston
Brussels
Buenos Aires
Carro
College Park
Columbra
Evanston
Farrfax
Frankfurt
Hano
Hong Kong
Jakarta
Kuala Lumpur
London
Mexico City
New Haven
New Yorh
Philadelpha
Prague
Raleigh
San Francrsco
Seoul
Singapore
Stanford
Sunnyvale
Sydney
" Taper
Tokyo
Vienna
Washington,D C
Wilmington

% % g
May 22,1998 AN
ORIG & ENCL EXR =
cc T )
The Hon MICHEL CAMDESSUS MR FISCHER * %2
Managing Director MR OUATTARA < b
The International Monetary Fund MR SUGISAKL ¢, (n
Washimngton, D C 20431 APD <

MR CROSS e

Philadelphia [Fall] Symposium
9/29/1998, Tuesday
Unuversity of Pennsylvania

Dear MD Camdessus

We would lIike to mvite you to be a keynote speaker for Philadelphia [Fali]
Symposium and ICAS Dinner which 1s slated to be held on Segtember 2% 1998
at the Unuversity of Pennsylvania The central theme of the confereTice Wﬂl
tentatively be "Future of Asia" Confirmed speakers to date include, Lawrence
R Klem (ICAS Distinguished Fellow, Benjamn Franklin Professor Economics
Emeritus, Unuversity of Pennsylvania, Nobel Laureate), Francis Fukuyama
(ICAS Fellow, Omer L. and Nancy Hirst Professor Public Policy, George Mason
Unwveisity), and Gerrit W Gong (Freeman Chair in China Studies, Director
Asian Studies Program, Center for Strategic & International Studies) Invited
speakers are Ezra F Vogel (ICAS Distinguished Fellow, Henry Ford II Professor
Social Sciences, Director John K Fairbank Center for East Asian Research,
Harvard Urnuversity), Rawdon Dalrymple (ICAS Distinguished Fellow, former
Australian Ambassador to Washmgton and to Tokyo, Chairman, Asean Focus
Group, Sydney), Dantel K Inouye (U S Senator), and James T Laney (ICAS
Distinguished Fellow, President Emeritus, Emory University, former U S
Ambassador to South Korea) Presently we are in the process of mviting a
respectable speaker from China, Japan and South Korea, respectively

This mvitation comes with full travel expenses and a moderate level of
honourarium We sincerely hope that you will accept the opportunity Upon
confirmation of your schedule with us, we will arrange logistical details In the
meantime, please feel free to call on us for mquiry and additional information

Personal regards and respect,

‘/N

/Sang Joo Kim
Sr Fellow & Executive Vice President

encls

£62920
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Arlington
Atlanta
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Boston
Brussels
Buenos Aires
Catro
College Park
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Evanston
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Frankfurt
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Hong Kong
Jakarta
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London
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New York
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Seoul
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Washington,D C
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presents

Philadelphia [Spring] Symposium

m collaboration with
Center for East Asian Studies, Center for Korean Studies, Unuversity of Pennsylvania
May 11,1998, Monday, 8 30 AM-515PM

KOREA'S CHALLENGES AHEAD

economuc 1ssues International Relations 1ssues, and Security 1ssues

morrning session (8 30 AM -12 30 PM)
Armnenberg School of Commurucations Room 110, Unuversity of Pennsylvania
3620 Walnut Street Philadelphia, PA

830 AM REGISTRATION
moderator Sang Joo Kim (ICAS Semior Fellow)
8 50 AM  Welcome and Opening Address
Syma P Kim (ICAS Fellow, President, ICAS)
9 00 AM  The Financial Crisis 1n South Korea Key Issues and Prospects
Sung Yeung Kwack (Professor of Economics, Howard Univerity)
9 30 AM  The IMF's Experience with South Korea 6 Months After, and
More to Go
Robert Dekle (Economust on Korea, Japan, and Indonesia, IMF)
10 00 AM  Foreign Investment Environment in South Korea
John ] Lee (Seruor Vice President, Scudder Kemper Investment/
The Korea Fund)
10 30 AM  break
10 45 AM  Rule of Law as a Fundamental Basis for Soc1al Justice
The Hon Lynne Abraham (District Attorney, City of Philadelphia)
11 15 AM  Panel Discussion Critiques & Questions

William B Brown (Deputy National Intelligence Officer for Economucs
National Intelligence Council), Jongmoo Jay Chot (Professor of Finance &
International Busmess Tempkle Unuv) Liluan Fischer (President Fischer
Fmancal Archutects), Bong Nam Jeon (Assoc Prof Economics Drexel Unw),
Vinay Kansal (Seruor Economust Asia Service WEFA Group) Syma P Kim
(President, ICAS), Yoshihisa Komori (Editor at Large The Sanket Shimbun

Washington) Michael E Scullin (Partner Monteverde McAlee, Fitzpatrick
Tanker & Hurd)

12 30 PM Lunch
HAN WOOL RESTAURANT
3608 Chestnut Street, Philadelphia, PA, 19104
T (215)382-6221



ICAS / Philadelphua [Spring] Symposium Page Two (2)
Korea s Challenges Ahead
May 11 1998 / Unuversity of Pennsylvarua

afternoon session (1 45 PM - 5 15 PM)

moderator Sang Joo Kim (ICAS Senior Fellow)

1 45 PM Has the East Asian Financial Crisis Bottomed-out?
[keynote speech]
Lawrence R Klewn (ICAS Distinguished Fellow, Bemjarmin Franklin
Professor Emeritus Economucs, Unwersity of Pennsylvania,
Nobel Laureate)
2 15 PM A Strategy for Peace 1n the Korean Peninsula
Patrick M Cromn (Director of Research, U S Institute of Peace)
2 45 PM A Perspective on the U S - South Korean Relations
[keynote speech]
Richard L Walker (ICAS Distingushed Fellow, former U S
Ambassador to South Korea, James F Byrnes Professor Emeritus and
Ambassador-in- Residence, Walker Institute of International Studies,
Unwersity of South Carolina)

315 PM break

3 30 PM U S Policy Towards North and South Kozrea
[keynote speech]
Charles Kartman (Deputy Assistant Secretary, U S Department of
State)

4 00 PM Panel Discussion Crifiques & Questions

Stephen Costello (Washmgton Representative Kim Dae Jung Peace
Foundation) G Cameron Hurst III (Professor of Japanese & Korean
Studies, Uruversity of Pennsylvana), Sang Joo Kim (Senior Fellow ICAS),
Whee Gook Kim (President East West Research Institute), Christopher
Powers (Asian Edition Editor Busimess Week) Keith W Rabin (President
KWR International) Trudy Rubin (Editorial Writer The Philadelphia
Inquirer), Ken Yates (Senior Vice President Jefferson Waterman International)
515 PM Closing Remark
Sang Joo Kim (ICAS Senior Fellow)
6 30 PM ICAS Dinner 1nhonour of
The Hon Charles Kartman
The Hon Lawrence R Klemn
The Hon Richard L Walker

Faculty Club, 3rd Floor (Connecticut - Delaware Rooms)
900 PM Adjourn
Acknowledgement of Contributors Asia Pacific Consulting, First
Commercial Bank of Philadelphia, Fischer Fiancial Architechts, Korean

Chamber of Commerce and Industries U S A

Philadelphia [Fall] Symposium, September 29,1998, Tuesday
Confirmed speakers to date Francis Fukuyama, Lawrence R Klein
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Philadelphia [Spring] Symposium

Korea’s Challenges Ahead

Unuversity of Pennsylvarua
Philadelphia, PA 19104

May 11,1998
630 PM - 9 00 PM

Faculty Club

ICAS Dinner

In honour of

The Hon Charles Kartman
Deputy Assistant Secretary, U S Department of State

/
The Hon Lawrence R Klein
ICAS Distinguished Fellow

Benjamin Franklin Professor Emeritus, Uruversity of Pennsylvarua

Nobel Laureate

The Hon Richard L Walker
ICAS Distinguished Fellow

James F Byrnes Professor Emeritus, Ambassador-in-Residence

The Richard L. Walker Institute of International Studies
Unaversity of South Carolina
U S Ambassador (former) to South Korea
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moderator

630-715PM

715-815PM

815 -

820 -

8§30 -

900 PM

)

ICAS Dinner

May 11,1998, 6 30 PM - 9 00 PM
Faculty Club
Unuversity of Pennsylvana
200S 36th Street
Philadelphia, PA 19104
Sang Joo Kim
Reception (Connecticut Room, 3rd Floor)

Dinner (Delaware Room, 3rd Floor)

Welcome Remark
Synja P Kim (President, ICAS)

Libertv Award

The Hon Charles Kartman
The Hon Lawrence R Klein
The Hon Richard L Walker

Korea’s Vision for Global Citizenship in the New

Millentum [dinner address]

Young Man Kum (President, Korean Chamber of
Commerce and Industries, U S A)

Adjourn
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The ICAS Lectures

ICAS Seminar

Unuversity of Pennsylvara, Philadelphia

No 93-1020-SSH

ICAS Seminar

Seung Soc Han

10/20/1993

Korea and The Emergimng World Order

12/8/199%

Philadelphia Bar Association International Law Commuttee

No 94-1208-CRL

Chonju Symposum

Chang Ryul Lee

Riviera Hotel, Chonju, South Korea

No 97-929-IrA
No 97-929-WBB
No 97-929-MaC
No 97-929-RaD
No 97-929-EJF
No 97-929-SPK

No 97-929-JHP
No 97-929-50F

No 97-929-YCP
No 97-929-NLP

No 97-929-HYR
No 97-929-GrR

No 97-929-MES

No 97-929-YSY

No 97-929-JHY
No 97-929-JKY
No 97-930-MSB

No 97-930-5CC

Irma Adelman
Willam B Brown
Mark Chfford
Rawdon Dalrymple
Edwm ] Feulner Jr
Symja P Kum

Jmn Hyun Paik
Sam Ock Park

Yung Chul Park
Nancy Linn Patton

Hak Yong Rhee
Greg Rushford

Michael E Scullin

Yong Soon Yim

Jang Hee Yoo
Jong Keun You
Michael S Brown

Su Chan Chae

How to Conduct Busimess in Korea

9/29-9/30/1997

The Secrets of Korea’'s Success

China’s Economic Relationship with
Korea and the Cholla Provinces The
Problems of State-owned Enterprises
At the Edge of the Precipice Can Korea
Make the Leap to a New Economy?
Looking Up to Korea Potential Roles as
seen from the South ;
Korea m the World Today

[dmner address]

Korea's Challenges Ahead

[openung address]

Multilateralismand the Korean Penmsula
Role of Korea m the Orgamzation of
Economuic Space m Pacific-Rim
Republic of Korea In Search of Its
Place mn the World

U S -Korea Trade Policy and Promotion
[luncheon address]

Korea’'s Future of Market Economy
Korea’s Leadership and Pressures from
Washington

Korea’s Globalization and International
Law

Globalization and the Securnty of Korea
The Role of the Four Major Powers in
Building a Security Commuruty in Korea
Korea’s New Role mn the Emerging
Multilateral Trade Order
Globalization Policy of Chollabuk-do
Province [welcome address]

Foreign Perspectives on the Korean
Economy [luncheon address]

The Future of the Chaebol System



The ICAS Lectures

Page Two (2)

No

97-930-JoC
97-930-BFF
97-930-LGF
97-930-StH
97-930-SJK

97-930-JBL

97-930-YNS
97-930-YYY

97-930-HkY

ICAS Seminar
West River Restaurant, Philadelphia

No

97-1215-JMC

No 97-1215-SJK

Jonathan Clarke
Ben F Famrfax
L Gordon Flake
Stefan Halper
Sang Joo Kim

Jae Bong Lee

Yong Nam Song
Yung Yong Yang

Hank H K Yim

Jong Moo Jay Cho1

Sang Joo Kim

Philadelphia [Wimnter] Symposium
Unuversity of Pennsylvarua, Philadelphia

No

No

No

No
No

98-213-ABD
98-213-ArB
98-213-NAD

98-213-JPG
98-213-SSH

98-213-SJK
98-213-SPK
98-213-WGK

98-213-DoK
98-213-LRK

98-213-DaM

Abel Beltran-del-Rio
Ariel Buira
Nelson A Diaz

James P Gordon
Selig S Harrison

Sang Joo Kim
Syma P Kim
Whee Gook Kim

Donald Kirk
Lawrence R Klem

David Malpass

Korea Insdie or Outside of the US-
Japan-China Triangle?

Korea’s OECD Membership and Meeting
the Challenges of Globalization
Reform and Regime Stability m North
Korea The Role of South Korea
Korea’s Relationship withthe US Role
of the News Media

Korea s Challenges Ahead

[closing remark]

Unufication of the Korean Penimnsula
through Cooperation in East Asia in the
Borderless World
Infrastructure  and
Competiiveness
Structural Adjustment Policy for Korea’s
Tansition to Economic Maturity
Korea’s New Foreign Direct
Investment Policy and Chollabuk-
do s Strategy

International

12/15/1997

Korea’s Fimancial Crisis What Went
Wrong, and What Are the Opportunities?
A Historical Perspective Views from
Washington and Tokyo Angle

2/13/1998

Financial Crises and Economuc
Modernization The Mexican Experience
An Alternative Approach to Thwart
Financial Crisis

Rule of Law as a Fundamental Basis for
Reform

The IMF and Korea

North Korea, South Korea, and American
Policy

Korea’s Challenges Ahead

[closig remark]

Korea's Challenges Ahead

[opening address]

Evolution of Democracy and Economic
Development A Case of South Korea
Chaebol Challenge and Change

The World Economic Outlook m the hght
of the Asian Crisis [keynote address]
IMF Policy and Asian Turmoil

[not presented]
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No 98-213-CLM Catherme I. Mann

No 98-213-DoO Don Oberdorfer

No 98-213-RoW Robert Wade

ICAS Seminar
Unuversity of Pennsylvania, Philadelphia

No 98-421-DKKa Dyjun K1l Kim

Nul Bom Restaurant, Philadelphia

No 98-421-DKKb Dyun Kil Kim

Philadelphia [Spring] Symposmum
Unversity of Pennsylvania, Philadelphia

No 98-511-LyA Lynne Abraham

Patrick M Cronimn
Robert Dekle

No 98-511-PMC
No 98-511-RoD

No 98-511-ChK Charles Kartman
No 98-511-SJK Sang Joo Kim
No 98-511-SPK Synya P Kim

No 98-511-YMK Young Man Kim

No 98-511-LRK Lawrence R Klemin

No 98-511-SYK Sung Yeung Kwack

No 98-511-J]L John ] Lee

No 98-511-RLW Richard L. Walker

Philadelphia [Fall] Symposium
University of Pennsylvaria, Philadelphia

No 98-929-FrF
No 98-929-LRK

Francis Fukuyama
Lawrence R, Klem

Korea and the International Fmancial
System What Went Wrong, What To Do
about It, and What Role for the IMF?
Seoul-Washmngton Relationship How
Strong, and Stable?

The Asian Fiancial Crisis The High
Debt Model and The Dangers of the IMF
Strategy

4/21/1998

A New Perspective on Korea Its
National Identity and Culture

Korea Its Past and Present

5/11/1998

Rule of Law as a Fundamental

Basis for Social Justice

A Strategy for Peace m Korean Penmsula
The IMF's Experience with South Korea
6 Months After, and More To Go

U S Foreign Policy Towards North and
South Korea [keynote address]
Korea's Challenges Ahead

[closig remark]

Korea s Challenges Ahead

[openung address]

Korea’s Vision for Global Citizenship mn
the New Millennjum

[ICAS Dinner address]

Has the East Asian Fmancial Crisis
Bottomed-Out?[keynote address]

The Financial Crisis m South Korea Key
Issues and Prospects

Foreign Investment Environument mn
South Korea

A Perspective on U S - South Korean
Relations [keynote address]

9/29/1998
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INSTITUTE FOR COREAN-AMERICAN STUDIES, Inc (ICAS) was established in 1973 It1s a non-p
nonpartisan, private educational orgaruzation incorporated in the Commonwealth of Pennsylvarua
ICAS 1s non-agent of any government and solely supported by voluntary contributions Its purpose 1<
engage 1n widle range of international 1ssues and affairs ICAS promotes pertinent relations and conc
appropriate activities to anhance cooperations in association with peoples of mutual interests with a
special emphasis on multlateral relations between the Uruted States and Asia-Pacific rim nations It
membership includes individuals from varied sectors embracing academuc, corporate, cultural,

international and other related fields Presently, ICAS maintains a roster of thurty-one Fellows and
cherishes a arrcle of friends of the Institute  They are,

BUIRA Sewra, Anel Fellow ICAS member of Board of Governors Banco de Mexico former IMF Exe

Drrector, and former Director International Orgamzations and Agreements Mex
Fellow ICAS member of National Congress and former Mirster of Finance and
Works Chairman of Currrency Board Buenocs Awres Argentina, Visiting £brah
Krasnoff Professor of Global Business Studies New York Unuaversity New Yor
CHANDRAVITHUN Nikom. Fellow ICAS Professor and Fellow Royal Institute and Judicial Council,
Grand Palace Bangkok Thailand

Fellow ICAS President The Amencan Journalism Foundation Washington, D ¢
Fellow ICAS Chaef Asian Correspondent Business Week, Hong Kong
Distingnshed Fellow Director ICAS Charman, ASEAN Focus Group Sydney At
former Australian Ambassadorto the US and to Japan

CAVALLO Domingo

CLARKE Jonathan
CI [FFORD, Mark L.
DALRYMPLE Rawdon

EISNER, Robert Distingunshed Fellow ICAS Wilham R. Kenan Professor of Economucs Emerttus
Northwestern University Evanston, Illinos
FUKUYAMA, Francis Fellow ICAS Omer L. and Nancy Hirst Professor of Pubhc Pohicy

George Mason Uruversity Fairfax Virginua

GUIRGUIS Nassef Nazmey Fellow ICAS Chairman, Cairo Stock Exchange Ceawro Egypt

HARRISON Sehg$s Fellow ICAS Seruor Scholar Woodrow Wilson Center Director Korea Project
Twentieth Century Fund Washington, DC

KIM Sang Joo Senwor Fellow & Executive Vice Presudent Director ICAS Philadelphia
KIM Symja P Presudent Drrector ICAS Assistant Treasurer CIGNA International, Phuladelphia
KIRK Donald Fellow ICAS Author and Journalist former Edward R Murrow fellow

Council on Foreign Relations

Dnstingwshed Fellow ICAS Benjarmun Franklin Professor of Econormics Emeritus
Unversity of Pennsylvania, Phuladelphia, Nobel Laureate

KLEIN Lawrence R

LAM LeTran

Fellow ICAS Head Depariment of Science Technology & Environment Hanos, 3
LANEY James T

Dustinguushed Fellow ICAS President Ementus Emory University Atlanta,
former U.S Ambassadorto Korea

Fellow ICAS President Stanford Software Sunnyvale Califorrua

Drstingunshed Fellow ICAS , President Acadermia Siruca, Taiper, Repubhic of Chu
Nobel Laureate

LEE Nahm Wook
LEE Yuan-Tseh

LILLEY JamesR. Dinstingushed Fellow ICAS Professor of Public Affairs and Director of the

Institute for Global Chunese Affairs Unuv Maryland College Park,
former U.S Ambassador to China and to Korea

LO FuChen Fellow, ICAS Professor and Deputy Director Institute of Advanced Studies

The Unuted Nations Unuversity Tokyo Japan
MAIER, Manfred Fellow, Drrector ICAS, Professor, University of Vienna, Vienna, Austria
O'BRIEN Tunothy ] Fellow Drrector ICAS Partner Coudert Brothers New York, Hong Kong
OH, Tae Hee Fellow Drrector ICAS Professor Yale Unuversity, New Haven, Connechcut
PANG, Eng Fong Fellow ICAS Singapore Ambassador to Belgium and European Unions Brussels
PARK, Sung In Fellow ICAS Vice President, Office of the Executtve Staff Chairman s Office

Samsung Group Seoul, President Korea Skating Unuon

Fellow ICAS former Deputy Assistant Secretery for Asia and the Pacific

U.S Department of Commerce, Washington, D C.

Fellow ICAS President and CEO MAC Group Wikrungton, DE President Sung ]
Printing America, San Francisco Cabforna

Fellow Drirector ICAS C O G Muller Dishnginshed Professor of Finance

Stanford University Stanford Califorrua

PATTON Nancy Linn
SHIN, Sun Kyun

SINGLETON Kenneth J

SUHR, Paul Fellow Director ICAS Semior Partner Suhr & Associates Raleigh, NC
VOGEL EzraF Distingrashed Fellow ICAS, Henry Ford II Professor of the Social Sciences and Dir

John K. Fairbank Center for East Asian Research, Harvard Unuversity, Boston
WALKER, Richard L. Distinguished Fellow ICAS James F Byrnes Professor Emerttus and

Ambassador-in Residence Institute of International Studies University of Sout!
Caroling, Columbia, SC former US Ambeassador to Korea
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@ Office Memorandum

To The Acting Managing Director June 9, 1998
The Deputy Managing Directors

From  Wanda Tseng W

Subject Korea Letter from Mr Neiss to Mimster of Finance and Economy

ow

The Korean authorities have taken measures recently to further liberalize the capital account,
including short-term capital movements, ahead of the schedule of the Letter of Intent They
are also 1 the process of revising the Foreign Exchange Act to liberalize foreign exchange
transactions 1n support of capital account liberalization

For your information, we are mtending to send the attached letter, from Mr Neiss to
the Minister of Finance and Economy, by c o b tomorrow

The letter notes that given the decision to accelerate capital account liberalization, there 1s
also a need to move as fast as as possible on strengthening the prudential regulations on
short-term foreign borrowing and foreign exchange exposures as well as momitoring and
reporting requirements The strengthening of prudential regulations and momtoring n the
Letter of Intent were timed to move i line with caprtal account hiberalization, but also took
account of the time needed to set up monitoring systems and for banks to adjust their
portfolios Nevertheless, given the authorities’ decision to accelerate capital account
liberalization, we are asking agatn about the possiblity of moving faster on the prudential
regulations These 1ssues will be taken up by the review mussion 1 early July, the letter 1s
mntended to prepare the groundwork for the discussions

The letter was reviewed by Messrs Ferran (PDR) and Guitian (RES)

Attachment

cc The Managing Director (o/r)
Mr Russo
LEG, MAE, PDR
Mr Cross

Contributors
S Coorey
G Moser

R \DOC\ATN\WT\MEMOS\80609 MEM June 9 1998 (4 12pm)



INTERNATIONAL MONETARY FUND
WASHINGTON D C 20431

CABLE ADDRESS
INTERFUND

June 9, 1998

Mr Lee Kyu-Sung

Minster of Finance and Economy
Minstry of Finance and Economy
Government Building II
Kwacheon, Kyunggi Do, 171-11
Republic of Korea

Dear Mr Minister

The government has taken several important measures recently to further iberalize the capital
account, bringing forward some measures contained in the Letter of Intent of May 2, 1998
We welcome these measures, particularly those related to the liberalization of foreign direct
investment and of restrictions on equity ownership in Korean companies At the same time,
and as the government recognizes, it would be important that the removal of restrictions on
short-term capital movements be accompamed by adequate safeguards, particularly
strengthened prudential regulations, consohdated supervision, and improved momtoring

More specifically, restrictions on foreign mnvestment in domestic money market instruments
1ssued by financial mnstitutions (CDS and RPs) and corporate borrowing of 1-3 years
maturities are being liberalized ahead of the schedule 1n the Letter of Intent These
liberalization measures were timed 1n the Letter of Intent to take into account the
implementation of a number of prudential regulations, particularly those related to short-term
foreign borrowing and foreign exchange exposures, and with the start of consohidated
supervision (January 1, 1999) Also, the Letter of Intent envisaged the submussion of
necessary legislation to ensure compliance with reporting on external habilities of the
corporate sector by October 31, 1998

On a related subject, we thank you for the opportunity to review the draft paper on revisions
to the Foreign Exchange Act We will communicate, through Mr Dodsworth, more detailed
comments on these revisions directly to your staff As a general point, we welcome the further
liberalization of the capital account, particularly the move from a positive list to a negative hst
system, and the proposed streamlimng of foreign exchange regulations Again, the accelerated
Iiberalization of short-term capital flows envisaged 1n the revisions to the Foreign Exchange
Act highlights the need for safeguards in terms of prudential regulations, supervision, and
monitoring



Thus, 1n view of the acceleration of liberalization on capital account, there 1s also a need to
move faster on the prudential regulations on short-term foreign borrowing and foreign
exchange exposures and on the monitoring and reporting requirements set out 1 the Letter of
Intent We would urge your consideration of accelerating these measures from those set out 1n
the Letter of Intent (shown in the attachment) I look forward to hearing from you on the

possibility of accelerating these measures The July review mussion will also discuss this matter
further

{
A copy of ths letter 1s also bemng sent to Mr Lee Hun Jae at the Financial Supervisory
Commussion

With best regards

Yours sincerely,

Hubert Ne1ss
Director
Asia and Pacific Department
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Prudential Regulations and Data Monitoring Measures
(Timing of implementation shown 1n the May 2, 1998 Letter of Intent)

Measures on strengthening comphance with existing guidelines for commercial
banks to limit maturity mismatches in foreign exchange and the announcement of
similar guidelines for merchant banks (August 1, 1998)

The full phase 1n of prudential guidelines to limit maturity mismatches in foreign
exchange for merchant banks (December 31, 1999)

The announcement (August 15, 1998) and implementation (as of January 1, 1999)
of additional regulations for commercial and merchant banks The additional
regulations to include introduction of an internal hiquidity control system based on a
maturity ladder approach, agreement with the Financial Supervisory Commussion
(FSC) on allowable maturity mismatches, the monthly monitoring of implementation
by the FSC, and the public disclosure of statistics on foreign currency iquidity by
bank

With respect to foreign exchange exposure limits, the implementation of the
supervision of observance to be undertaken by the FSC, the replacement of separate
Iimits on combined spot and forward positions, the incorporation of cross-currency
positions 1n the measurement of exposures, and the introduction of consolidated
limuts for banks, including their offshore branches (November 15, 1998)

The mtroduction of improvements to the reporting of off-balance sheet foreign
currency denominated exposure of financial institutions and the submuission of
necessary legislation to ensure compliance with reporting on external habilities of
the corporate sector (October 31, 1998)
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To Ms Tseng June 9, 1998

From  Manuel Guitian M

Subject Korea—Assistance to Financial Supervisory Commussion on Bank
Restructuring

Thank you for your memorandum of June 5 on the above We certainly share your views as to
the importance of supporting the work of Korea’s Fmancial Supervisory Commussion (FSC) 1
have the following comments on the specific poimts you raise

1  The authorities’ request for the Fund to recommend an expert to the FSC to jomn the
FSC’s Bank Appraisal Committee raises some concerns First, the conditions set by the
authonities (in particular, the bilingual English/Korean requirement, and the imminence of the
assignment) make 1t difficult to find a suitable candidate Second, the expertise required
(commercial banking) 1s not of the type MAE can provide, directly or through our roster of
experts Third, we have to avoid the risk of the Fund becoming involved in deciding on the
fate of specific banks or enterprises Focusing that involvement on the mntegrity of the
evaluation process, as we (and the Bank) did 1n the case of the merchant banks seems more
appropriate

Ths said, though, to be of assistance to the authorities, we have contacted staff from the
Federal Reserve Bank of New York, who indicated they would try to identify a suitable
candidate, probably from the banking community Once we hear from them, we will advise the
FSC so that it can to make the necessary arrangements directly with the candidate Actually,
assistance 1n this area 1s the World Bank’s responsibility, so we would be interested in hearing
if they are now 1n a position to assist (as you know, last week they indicated to Mr Balifio
that they were not)

2 Yesterday Mr Ze’ev Abeles, retiring Senior Director and Superintendent of Banks of the
Bank of Israel has confirmed his acceptance our offer to take the assignment of resident
advisor 1n banking supervision and regulation in Seoul I have already written to the Chairman
of the FSC, requesting his approval for the candidacy We will seek to place Mr Abeles in
Seoul as soon as posstble this summer However, this cannot be done this month In the
meantime, we will be prepared to handle specific requests for assistance from the authorities in
any way that 1s effective and practical for both sides (e g , by sending them matenals,
commenting on drafts, or if necessary arranging for a short-term expert visit)

(¢} \DRTS\MO\TJB\IQQS\KOREA\EXPER’I\TSENG MEM June9 1998 (11 16am)



3 As regards the poimnt in the LOI on issuance of minimum supervisory standards on banks’
problem-loan workout units, we are coordinating our views on this matter with the World
Bank, and we expect to be able to respond to you shortly

cc Mr Knight
Mr Balifio
Mr Downes
Mr Dodsworth
Mr Hayward
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INTERNATIONAL MONETARY FUND bvsf
WASHINGTON, D. C. 20431
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June 8, 1998 CABLE ADDRESS

INTERFUND

Mr. Hun-Jai Lee

Chairman

Financial Supervisory Commission
27 Yoido-Dong, Youngdeungpo-Gu
Seoul 150-600

Korea

Dear Mr. Lee:

I am pleased to write to you with regard to your request for the appointment of a resident
advisor in banking supervision and regulation.

In this connection, I am happy to inform you that we have identified an excellent candidate,
Mr. Ze’ev Abeles, who is retiring as Senior Director and Superintendent of Banks at the Bank
of Israel. Mr. Abeles has had a long career at the Bank of Israel in the area of banking
supervision and regulation. We believe his background is very well suited for the assignment
you have requested. Mr. Abeles’s curriculum vitae is attached for your consideration.

I would be grateful if you would let me know at your earliest convenience whether this .
candidate is acceptable to you, in which case we will continue the process of recruitment.
Mr. Abeles would be able to begin his assignment in the later part of July, for a period of one

year.
Sincerely yours,
/L\m%uiti{m
Director
Monetary and Exchange Affairs Department
Attachment

O-DRAFTS\MO\TJB\1998\KOREA\EXPERT\ABELES.LEE June 8, 1998 (1 1:54am)



CURRICULUM VITAE

Ze ev Abeles

25 Mozhin st
Ra’anana, 43343
ISRAEL

CDUCATION

1975 - Licensea - Certified Public Accountor:
1973 - BA Economics - Hebrew Umiversitv Jerusalem

1972 - BA Accounung - Tcl Aviv Umversity

EXPERIENCE

Since September 1992 - Bank of Isriel Semor Dirctor and Supenntendent of Bank §
1989 - 1992 - Deputv Supernntendent of Banks
1987 - 1989 - Assistant Supcnntcndent of Banks
1985 - 1987 - CEO - North Amencan Bank (The Bank collapsed in August 1985 and [
was appotnted by the governor of the Bank of Israel to manage the Bank,
my task was to stabilize the Bank to evaluate 1t and to execute
its sale The bank was sold on October 1987 at whuch time I finished
my role)
1976 - 1980 - T ecturer (part time) - Accounting - Bar Tlan University, Ramat-Gan
1970 - 1985 - Bank of Isracl )
- Semor Examiner
- Head of Foreign exchange and International activities exanination unit

- Head of Credit and Collateral examination umt

1967-1970 - Minmstry of Finance - Inspector at the Income tax office
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TO Mr. John Dodsworth

Seoul, Korea

011-82-2-792-1651

Could you please give the attached to Mr. Kwon. Also, could you please give us the fax
number for the Chairman of the FSC.

Many thanks,

Attachment

FROM Wanda Tseng
APD/AI

RooM No. 4-320

EXTENSION (202) 623-7182

ACCOUNT CODE

AuTHoRIZEDBY Wanda Tseng

SIGNATURE

IMF-42




INTERNATIONAL MONETARY FUND
WASHINGTON. D.C. 20431

CABLE ADDRESS
INTERFUND

June 9, 1998

Mr. T. K. Kwon

Director

Foreign Capital Division

Ministry of Finance and Economy
Seoul, Korea

Dear Mr. Kwon:

Thank you for giving us the opportunity to review the proposed revision of the Foreign
Exchange Control Act. We welcome the government’s intentions to streamline the legal and
regulatory framework for foreign investment in Korea and to take further steps toward
liberalizing foreign exchange and capital flows. At the same time, liberalization of the capital
account needs to be accompanied by adequate safeguards, in terms of strengthened prudential
regulations and supervision and improved monitoring. We will be discussing these issues
further during our next review mission in July.

Attached please find our comments on the revisions to the Foreign Exchange Control Act. In
addition, attached is a questionnaire on current account transactions provided by the IMF’s
Legal Department. The questionnaire is to clarify the status of some current account
transactions that were thought to have been liberalized when Korea accepted the obligations
of Article VIIIL. I would appreciate your response to this questionnaire. Alternatively, a staff
from the IMF’s Legal Department could either call you (or go on a brief mission to Seoul) to
clarify these matters if needed.

Thank you.
Best regards.
Sincerey yours,

M@

Wanda Tseng
Deputy Director
Asia and Pacific Department

Attachments



Comments on Revision of Foreign Exchange Act from
IMF Staff

Relationship with Article VIII

1 A number of proposed liberalizations were thought to have been removed when Korea
accepted the obligations of Article VIII The revised Act should make clear that there are no
contradictions between new liberalizations and existing Article VIII obligations Among the
1ssues that need to be clarified in this context are (1) limuts for certain mvisible transactions
(when Korea accepted the obligations of Article VIII, 1t was represented that any limits were
“indicative,” EBD/88/338 (11/21/88)), (1) licensing for payment of certain services,

(ur) transfers from nonresident accounts of proceeds of current international transactions,
mcluding nterest, (1v) other 1ssues including restrictions on short-term financing and deferred
payment for imports In this connection, we would appreciate receiving answers to the
attached questionnaire which seeks to clanfy these 1ssues

2  The twenty items on the negative list should be identified in the Act 3
Improvements 1in the Reporting Framework

3 The Act should address needed improvements in the reporting framework to ensure that
the central bank can collect adequate and timely information equally from banks, corporations
and individuals In this context, for example, the commitment to submut legislation on
reporting by corporations, where a coverage of the current law is acknowledged to be
inadequate, would be more important than the reference to a new computer network

4  The reference to the computer network suggests the setting up of an automatic real time
basis system This seems overly ambitious, and we would like to note that in most other
countries reporting 1s based on (1) the settlement approach, in which banks report aggregated
transactions on a settlement basis, and overseas transactions are reported by the persons
executing the transacttons, (1) the survey approach, m which the authorities conduct surveys,
or (u1) a combination of the two approaches

Clanfication of Terms

5  The Act should appropmnately distinguish between restrictions on “transfers of payments
and receipts” and on “underlying transactions ” Wherever possible, the Act should be explicit
on whether the proposed revision refers to the underlying transactions or the transfers of

funds that are associated with the transactions

6 Inthe Act, language should be clarified, for example “resident corporations” mnstead
“business firms,” and “nonresidents” instead of “foreigners ”

O \DRAFTS\AINWWT\FOREX LAW June 9 1998 (5 46pm)



Information on Existing Restrictions

7  The note mtroducing the Act could include a summary of restrictions currently m place
on both current and capital account transactions to focus the discussion on what needs to be
done 1 the period ahead to move Korea closer to OECD requirements

8 A more detailed description of the measures and a timetable for removing the remammng
restrictions (ownership, sectoral, etc ) on inward direct investment would be desirable

Development of the Foreign Exchange Market

9  To keep the focus on foreign exchange transactions in the Act, the discussion of
mstitutional aspects of the development of the exchange market could be dropped from the
mntroductory note and taken up separately

Other Issues

7
f

10 Concerning two other measures which have been announced—the lifting of the 5 percent
mndividual limut on foreign mnvestments n futures and options trading, and allowing foreigners
to borrow from local securities houses for investment 1n local securities market, we would
appreciate knowing the rationale underlying these measures, and whether any limuts will
continue to apply

Detalled Comments

e Page 2, paragraph 1 Note that capital account liberalization could bring 1n substantial
caprtal, but might also cause large outflows, depending on the policy environment and the
strength of the domestic financial system

e Page 2, paragraph 3 Is the timetable for liberalization consistent with other reforms,
particularly 1n the financial sector?

*  Page 3, paragraph 1 It 1s unclear whether the term “foreign exchange transactions”
refers to underlying transactions of foreign direct investment and other investments or
transfers of funds arising from these transactions Does this wording mean that foreigners
are now not entitled to use for investment purposes won legitimately earned by them?
Does that mean that the only way they can use won 1s to exchange 1t into convertible
currency and then to mvest 1t? If the answer 1s yes, the text of the Korean page in the
Annual Report of Exchange Arrangements and Exchange Restrictions 1s incorrect, since
there seems to be no restriction on these items Also, the OECD Code mentions the so-
called “free won” accounts, which could be used freely in 1996



Page 3, paragraph 2 Clanfy whether “the l1ft of the restrictions of foreign mvestment n
short-term financial instruments” will be limited only to CDS and RPs, or whether 1t will
also include other short-term government and corporate mstruments (such as commercal
papers, T-bills, etc ) The terms “foreign mvestment” and “foreigners’ mnvestment” should
be replaced by “investment by nonresidents”

Page 4, paragraph 2 The term “domestic busimess firms” should be replaced by
“resident firms ”

Page 5, paragraph 2 It 1s not necessary to maimntain current account restrictions because
of ant1 crime and ant1 money laundering considerations Alternative solutions include ants
money-laundering laws, which oblige all institutions handling cash to report suspicious
transactions or just to record all transactions above certain limits, or—if the matter
cannot be solved 1n any other way—to have a prior reporting system for some
transactions

Page S, last paragraph As indicated above, there are questions of consistency between
the proposals and Article VIII status, as well as with Korea’s reservations to the OECD
Codes

Page 6, last paragraph A footnote would be helpful describing the remaining 21 types
of transactions subject to restrictions

Page 7 Need to clarify whether resident firms will be allowed to invest in overseas
commercial banks and investment banks

Page 7, paragraph 3 We assume that the extension of loans by financial institutions,
mcluding securities and msurance companies, as well as pension funds will be governed
by prudential regulations

Page 7, paragraphs 4-6 These controls are not reflected in the reservations to the
OECD Code of Liberalization of Capital Movements

Page 8, paragraph 1 and page 11, paragraph 2 We presume that the complete
liberalization of foreign exchange business would only mean participation 1n the foreign
exchange market and the opening of exchange bureaus, but not other banking business,
which justifiably requires banking licence (lending as main business, keeping accounts,
etc ) The text 1s misleading, since 1t states “ the foreign exchange businesses will be
allowed to all juridical persons and natural persons ”

Page 9, paragraph 2 How do the authorities envisage to prohibit until 1999 (when this
item 1s planned to be hiberalized) that foreigners abroad do not trade 1n won or 1ssue won-
denominated securities abroad?



Page 9, paragraph 3 The reference to international peace and public disorder 1s vague

Page 9 bottom and page 10 top These transactions were also not listed as reservations
to the OECD Code, except travel expenses

Page 10 A footnote would be helpful describing what will be the remaining six types of
transactions subject to restrictions

Page 10, fifth full paragraph This liberalization measure raises the question whether
restrictions apply to enterprises selling their debts accrued from borrowing or to buying
such debts If the answer 1s no, then 1t could be an easy method to overcome any
restriction imposed on short-term borrowing (if the macroeconomic incentives exist)
Consequently, even now there might not have a need for thus restriction to reman n
place



Questionnaire June 9, 1998
Korean Exchange System

1 “Restricted” transactions to be hberalized The paper from the Korean Institute of
Finance (the “paper”) refers to 20 transactions for which payments and transfers are currently
“restricted” (which will be reduced to five) We understand from Mr Yang’s letter, that these
payments and transfers are largely those that require prior approval® and that the hiberalization
plan mnvolves removing the need for the prior approval We would appreciate clarification of
(a) which transactions require approval, and (b) the approval process >

(a)(1) The letter and the regulations (Article 2-24) refer to “admtted” transactions
Is an “admutted” transaction one that 1s permutted even without prior approval and where are
these listed? Are these the same as those permitted under the External Trade Act (could we
get a copy of that Act)?

(1)  Could we please get a further explanation of the following items on the st
from Mr Yang’s letter (1) Items no (7) and (8) payments relating to “guarantees” (do they
refer to financial guarantees by banks?), (2) Item no 10 payments of expenses for
negotiations an confidential use, (3) Item no 14 “payment without having any relation to
creation of credit, etc between the said resident and nonresident

(1)  Services The paper refers to “individual licenses” for payments for consulting
services, commussions for trade brokerage and research and development services (p 5)
Payment for these transactions are identified in Mr Yang’s letter as requiring prior approval
(items (3), (4), and (9)) and the regulations require prior approval of the Minister of Finance
and Economy for payment of “consulting service fees related to financing and insurance
Business and proxy exercise of management” (Article 6-15—4(1)) Is thus approval
requirement the same as the licensing requirement set out on page 5 of the paper? Under what
circumstances are payment (or licenses) for services approved?

'Letter from Dohnson Yang, Deputy Director, Foreign Capital Management Division,
International Finance Bureau, Ministry of Finance and Economy, to Mr J Dodsworth,
June 1, 1998

*Under the regulations, certamn current transactions are specified for prior approval either by
(a) the head of a trading foreign exchange bank, (b) the head of the designated trading foreign
exchange bank, (c) the Governor of the Central Bank, or (d) the Minuster of Finance and
Economy Covered transactions appear to include, for example, current transactions above
certamn limits and certain specific transactions such as interest, dividend and rental income,
consulting service fees related to financing and insurance business and proxy exercise of
management, and payment related to the purchase and sale of goods not prescribed 1n the
External Trade Act

O \DRAFTS\ANWT\FOREX QUE June 9 1998 (6 02pm)



(b)  Please answer the following questions concerming the approval process

)] Under the regulations, certan transactions must be approved by the head of a
designated trading foreign exchange bank—what 1s a designated trading foreign exchange
bank? Will there continue to be a distinction between such banks and other foreign exchange
banks after the proposed liberalization?

() In general (1) Is each entity responsible for approval required by law to
approve requests for a payment once the person making the request has established that the
payment 1s for a bona fide current international transaction (e g , not for transferring capital)?
(2) Are such approvals routnely granted mn practice? (3) How long does processing the
request take for each kind of approval? (4) Are these rules the same as those on “procedure
for permussion, etc ” mn Article 7-3 of the regulation?

()  Specific questions on travel expenses (1) What 1s the purpose of the
“declaration” that must be made even for payments withmn the limits (Article 6-22)? (2) It
appears that “additional” expenses above the specified limits may be made by credit card
(Article 6-21), 1s this the only means for payment of additional amounts? For example, when
restdents can prove that transactions above the limit are bona fide payments associated with
travel), can the resident seek approval to purchase of foreign exchange or make a payment by
transferring the additional amount through the banking system? (3) Do stmular rules apply for
travel abroad for extended stay such as for study (e g, an “overseas sojourner” as defined 1n
Article 6-17)?

(v)  Certain aspects of emigration expenses could involve current payments, such
as payments to shipping companes, rather than the transfer of capital out of Korea Are all
such current payments approved irrespective of the limits stated in Item 17 or the list in Mr
Yang’s letter?

) The Iist m Mr Yang’s letter contains two categories (items nos 12 and 13) on
transfers for “profit, interest, dividend, allotment money, etc ”, depending on whether they
relate to transactions that are specified in Article 21(1) of the foreign exchange law, which
require prior approval (1) For transactions that are specified in Article 21(1), are transactions
for which prior approval has not been obtained lawful in Korea? Are transfers of profit,
interest, etc , permutted even if prior approval for the transaction had not been obtained?

(2) Are the transactions that are not listed in Article 21(1) lawful transactions i Korea? On
what basis are transfers of profit, interest, etc , relating to these transactions approved?

2 Transfers by Nonresidents

(a) What 1s the difference between nonresident won currency accounts and
nonresident free-won accounts?



(b) (1) Are nonresidents freely permitted to credit these accounts with proceeds
of current international transactions Nonresident won currency accounts may be credited
with “domestic currency domestically acquired by nonresidents” (Article 10-34(1)) and these
amounts may be used to buy foreign exchange (Article 10-35(2)) The articles on nonresident
Jree won accounts (Articles 10-35-2 through 10-35—4) specifically refer to the “proceeds of
current international transactions,” 1s there a difference in meaning intended between the
descriptions of the two accounts? (2) May such amounts be transferred? Mr Yang’s letter
refers payment of interest or dividend mcome to won currency accounts, may such imncome
also be credited to free won accounts?

(c) Are nonresidents freely permitted to transfer abroad the interest earned on
both the nonresident accounts transferrable abroad? Interest on won currency accounts
appears to be transferable because 1t 1s listed 1n Article 2~45 among permussible sales of
foreign exchange and 1t 1s listed among the circumstance for “disposal for buying foreign
exchange” (Article 10-35(2)(c)) However, there 1s no provision authorizing transfer interest
from free won accounts

(d)  What 1s meant by the payment limit of nonresidents noted 1n the regulations as
“recognized foreign means of payment acquired or held”? (Article 6-5(2))

3 Deferred Payment Several provisions in Chapter 3 of the regulations require
permission from the Governor of the Bank of Korea for payments that follow the import or
the provision of a service beyond a specified period of time (e g, Articles 7-12, 7-15, 7-24
through 7-32)

(1) Do residents require permussion 1n order to enter into a contract for the import of
goods or services that provides for deferred payment, or 1s permission only required to
make the payments associated with such contracts? In what circumstances would
permussion to make such payments be refused?

(1) Are there separate restrictions on short-term financing for imports?

4 Exchange Rate The paper refers to the daily quotations under the Market Average
Exchange Rate System, which it states “do not reflect the most recent market conditions”
(p 9) Is this quoted rate used for any current international transactions (e g , governmental
transactions)?
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To Mr Ferran
Ms Tseng/

Mr Downes

Mr Laurens
From TomasJ T Balifio y

Subject Korea--Mr Nordman’s Draft Report

Attached for your comments 1s a draft report prepared by Mr Tom Nordman (consultant,

from the Bank of Finland) who recently visited Seoul to discuss reserve management
techmiques and 1ssues regarding the local foreign exchange market I would be grateful to

recetve any comments you might have by c o b Wednesday, June 17
Attachment

cc Mr Johnson
Mr Hayward
Mr Moser
Mr Ubide
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Confidential

International Monetary Fund

Monetary and Exchange Affairs Department

Bank of Korea:
Foreign Exchange Market
And
Management of Foreign Exchange Reserves

Prepared by Tom Nordman

June 1998



A INTRODUCTION

At the mvitation of the Minstry of Finance and Economy, an MAE consultant, Tom
Nordman from the Bank of Finland, visited Seoul between May 24-30, 1998 The
purpose of the visit was to review the functioning of the foreign exchange market n
Korea and the foreign exchange operations and reserve management of the Bank of
Korea During this week, Mr Nordman had extensive discussions with officials of the
Bank of Korea, including Mr Hyunchul Shin, Director, International Department, and
several of his staff Mr Nordman also conducted an informal seminar on reserve
management practices at European central banks

Mr Nordman also had meetings with representatives of six banks and two enterprises
These discussion provided him with a broad view of how the foreign exchange market
functions 1n Korea

Korean officials as well as representatives of banks and enterprises were very
forthcoming and willing to share their views and concerns 1n a very constructive
manner

B REVIEW OF CURRENT ARRANGEMENTS
1 Korea’s foreign exchange market

Structure of the market

The relevant spot market 1n Seoul 1s WON/USD Nomunally, there 1s also a
WON/JPY market The latter was introduced i October 1996 at the msistence of
Minustry of Fmance and Economy (MoF) and agarnst the advice of Bank of Korea
(BoK) MOF official thought that as the JPY 1s an important regional currency, there
should be a market mn Korea for the Yen as well The market has not taken off, which
i1s not surprising, since mternational markets are very effective and economiucal at
transforming other currencies nto dollars and back It 1s therefore international
practice for most interbank foreign exchange markets between the local currency and
a foreign currency to be against the dollar Market participants’ needs to buy and sell
other currencies agamnst the local currency are transformed 1nto dollars in the
international markets and then traded as a dollar transaction in the local market Any
direct trading between a local currency and other currencies than the dollar 1s always
at the expense of turnover 1n the local currency vs USD market

Predictably, MoF’s inttiative was not successful, and there 1s practically no direct
WON/JPY turnover This meident probably speaks much about the nature of the BoK-
MOF relationship For all practical purposes, only the WON/USD market matters
MoF often does not heed the advice of BoK, which 1s much closer to the market and
better acquainted with market practice

There are some 100 banks 1n the foreign exchange market The core 1s made up of 15
commercial banks In addition there are local banks, specialized banks, development
institutions, merchant banks, and a large number of foreign bank branches Currently



banks need a separate license (virtually all banks have one) to operate mn the foreign
exchange market However, legal amendments will soon give all banks with a
banking license the right to deal also i foreign exchange, the only condition then
being that they have in place the appropriate internal operational control structures

Some of the market participants have peculiar characterstics KEXIM Bank 18
basically only a seller mn the market It usually sells directly to foreign banks due to
their role n providing financing for KEXIM KEXIM does thus not operate through
the brokerage system discussed below BoK has indicated to KEXIM that 1t should
not be a buyer 1 the market KEXIM would want a forward market to develop since
forwards would make 1ts hedging operations simpler

At KDB, middle management 1s seriously constrained by senior management from
engaging 1n active risk management Forward transactions need the approval of the
CEO, which means they are never done

SK Corporation, with 40 % of the market the largest importer and distributor of o1l
products SK 1s the biggest single buyer of foreign exchange in the market Annual
volume 1s $5 billion SK can rase 1ts prices to cover foreign exchange losses on 1ts
import bill, but not to cover the mcreased cost of loan servicing Long-term foreign
debt amounts to $39 billion Importers and distributors use a price formula that was
used when prices were regulated In principle prices are now free, but importers
continue to use the same formula voluntanly So far there are no foreign market
participants, but that 1s expected to change, at which time price competition would
also emerge CEO approval 1s needed for use of forwards

Trading 1n the market

Up to 90 % of iterbank transactions are traded over the KFTC (Korea Financial
Telecommunications and Clearing), a partly electronic brokerage sponsored jointly by
BoK and a group of banks KFTC1sa nonprofit orgamzation to which BoK and a
number of banks provided initial funding Brokerage fees are payable annually to
cover 80 % of operating costs (BoK pays 20 %) so that half 1s of each institutions fee
;s based on turnover volume, and the other half on the number of transactions
Commussions are thus based on usage The cost per transaction 18 10 won, 1€
virtually nothing

To place a bid or offer with KFTC, banks call KETC over the phone and place their
order Bids and offers are displayed on participants’ screens ranked according to price
and time When a bank wants to deal at a price it sees on the screen, 1t again calls the
KFTC, who mforms the nstitution who had placed the order If the two parties are
prepared to deal with each other, settlement takes place directly between the two
parties n the usual manner Apparently 1t 1s also possible to block bids and offers
from banks with whom users do not want to deal, although it 1s not quite clear how
this works techmcally KFTC officials only speak Korean and 1t was not possible to
set up a meeting with them

When the currency crisis broke 1n December 1997, there were istances where the bid
to buy was higher than the offer to sell These bids were from merchant banks trying



to meet their maturing obligations in foreign exchange At this time, most other banks
were unwilling to trade with the merchant banks

BoK also has a screen for the KFTC brokerage system KFTC quotations are also
shown on Reuters with a delay of only a few seconds Major corporate customers,
who all have Reuters, are therefore very well informed of the current rate level n the
market

There are no other brokerages in the market, but BoK and MoF have discussed the
possibility of introducing additional brokerages in the market Since the mitiative 1s
for a private brokerage, 1t 1s not clear why BoK and MoF need to be imnvolved The
motivation for the mnitiative 1s not obvious So far MoF has discouraged other
potential (foreign) brokers from applying for this activity which requires a MoF
license It may be difficult for other brokers to become competitive, given the narrow
spreads 1n the market, typically only 1 WON However, some market participants
complained that the current KFTC system could be a bottleneck 1f market volumes ere
to increase significantly Since orders are placed by phone, at peak activity 1t 1s
already now sometimes difficult to get through to KFTC This could make the market
more volatile, and 1t certainly makes market participants more nervous

The brokerage market over KFTC 1s active between 9 30- 12 and 1 30-4 30 The
reason for the lunch break 1s not clear

There are also some direct bilateral interbank transactions between banks, but no
banks are actually market makers 1n the sense of quoting two-way prices to other
banks There 1s no formal code of conduct regulating interbank dealing or settlements
of transactions over KFTC either, for that matter While there 1s a Forex Club 1n
Seoul, 1t apparently has more of social than a professional role, although 1t reportedly
recently has been more active 1n arranging training etc A group of foreign banks have
attempted to mtroduce bilateral market making and direct dealing between
themselves, but the experiment foundered after a few months since direct dealing
could not compete with the very narrow spreads in trading over KFTC

The standard spread 1n customer transactions 1s 2 %, but this 1 negotiable Large
corporate customers tend to get significantly better rates Y

There 1s also a forward market 1n Korea, but 1ts activity 1s limited by the fact that
there 1s a separate limit on spot positions 1n addition to a limit on the overall net
position Banks also engage 1n NDF (Non Deliverable Forwards), which are traded
actively offshore, 1n particular in Hong Kong and Singapore Foreign banks in
particular have expressed a keen mterest to liberalize the use of NDFs The separate
limit on spot posttions wiil be abolished 1n July This may obviate the need for the
NDF market

The swap market 1s also small, although merchant banks have used very short swaps
to raise dollars to cover iquidity shortages This has been possible because transaction
value today, tomorrow and spot are all considered spot transactions Thus swaps
within this time range did not alter banks’ spot positions and thus did not break the
spot limit In such a transaction, a bank would sell foreign exchange spot (two days’



delivery) although 1t did not have 1t, and buy 1t value today or tomorrow to meet their
maturing obligations The next day, the maturing swaps would have to be rolled
forward again for a day, 1n addition to new swaps to meet additional maturing
commitments

There 1s no netting of settlements in the market All transactions are settled gross It
1s not clear, according to a foreign bank branch that uses netting 1n 1ts operations with
some of 1ts corporate customers, 1f Korean law would actually uphold a netting
agreement 1f one of the parties to the netting arrangement defaulted

Turnover 1n the foreign exchange market 1s low by international standards In recent
years average daily turnover has been i the $2 billion range, but this year daily
turnover has fallen to $1 billion Given the size of the Korean economy, daily
turnover 1n the market could be 1 the $30-70 billion range The low level of turnover
can only partly be explained by the fact that there still are restrictions on foreign
exchange transactions The bulk of trading 1n global exchange markets 1s 1n the
iterbank markets, as banks redistribute their exchange and 1nterest rate risks and
engage 1n a string of often complex hedging operations following one transaction with
a customer The most important restriction affecting turnover 1s probably the
defimtion of open position limits Banks have one limit on their overall net position,
and another one on their spot position The latter limt effectively cripples forward
trading, since banks cannot hedge their forward trades through their balance sheet
One forward transaction between a bank and an enterprise typically generates several
additional transactions as the bank hedges its position

Orie other possible factor contributing to the low level of turnover in the market 1s to
be found 1n corporate culture Discussions with representatives of banks and
enterprises revealed that there 1s hittle.appreciation at senior management levels for
the needs for active risk management and a strong aversion to the use of derivative
instruments, which are regarded as speculative and very risky It may therefore take
time for business practices to change, although recent developments may have
provided harsh lessons of the consequences of 1gnoring risks Another reason for low
turnover could also be found 1n the existence of the huge chaibol corporate
conglomerates, for which 1t would be natural to net as much as possible of foreign
exchange 1nternally, and only enter the market with 1ts net needs This assumption
about chaibol’s behavior was confirmed by at least at one (Daewoo), where the
central treasury takes over all the foreign exchange risks of the different branches,
nets them off against each other This drastically reduces the need for this chaebol to
enter the foreign exchange market

BoK interventions

BoK typically intervenes 1n the foreign exchange market through a commercial bank,
which acts as BoK’s agent 1n the market The purpose of this arrangement 1 to keep
BoK’s interventions secret, although, according to market participants, the market
always knows when BoK intervenes BoK conceded this Ths also confirms the
experience in many other markets that central bank mnterventions of any meaningful
magmitude are impossible to keep secret



On the other hand the agent arrangement has the disadvantage of providing the agent
bank with very valuable nside mformation If 1t uses the information, 1t gets an unfair
advantage over other market participants If, on the other hand, 1t leans over backward
not to take advantage of the information (which banks claimed they do), its customers
may suffer

Operationally, BoK informs a bank that BoK wants 1t to intervene on BoK’s behalf
However, BoK decides when and at what rate to interve BoK monitors the KFTC
screen, and when 1t sees a rate at which 1t wants to intervene, 1t calls the agent bank
and 1nstructs 1t to hit the quotation 1n question Both spot and forward interventions
have normally been undertaken 1 this manner, although on occasion BoK has also
intervened through direct bilateral transactions

After the floating of the won, the purpose of the few interventions that have taken
place has been to reduce market volatility and prevent sharp changes in the exchange
rate While the operational decision to intervene can be taken by the director of the
International Department, he would 1n practice always defer to a deputy or vice
governor for authorization MoF has apparently given BoK’s governor some kind of
general authorization to mtervene, but the use of this authorization remains to be
tested Since foreign exchange policy 1s vested with MoF, 1t can instruct BoK to
intervene 1n the market

2 Management of Foreign Exchange Reserves

Management of foreign exchange reserves only refers to usable reserves Foreign
currency denominated recetvables from Korean commercial bank branches abroad or
from commercial banks m Korea 1s not included 1n the investment portfolio For
investment purposes, reserves are broke down 1nto hquidity reserves and mvestment
reserves This system has been 1n use since the beginning of 1997, when a new
computer system for reserve management was launched

Liquidity reserves

The target level for iquidity reserves 1s USD 5 bilhion In principle reserves are
readjusted to this level on a quarterly bass, although the system broke down late 1
1997 with the sharp outflow of foreign exchange reserves Under normal conditions a
liquidity reserve of USD 5 billion 1s considered adequate to meet reserve fluctuations
within a quarter

The Liquidity reserve 1s made up exclustvely of USD assets Liquidity reserves are
invested 1n money market instruments with a maximum maturity of 1 year
Acceptable investment instruments are bank deposits with a maximum maturity of 3
months, US Treasury Bills, US Federal Agency Discount Notes, and Fixbis
investments with the BIS About 10 % of the liquidity reserve 1s invested i US
Treasury Bills, some also in commercial bank depostts, but the main investment
mstrument 1s the Fixbis

The return benchmark for the hquidity portfolio 1s 3 months Libid



Investment portfolio

Assets m the mvestment portfolio are invested 1n the three main currencies USD, JPY
and DEM In addition to DEM, some other European currencies are also accepted for
investment under the DEM umbrella FFR, GBP and ECU A currency benchmark 1s
mamtarmed for the mvestment portfolio and the habihities to IMF on the balance sheet
Other foreign currency denominated assets and hiabilities on BoK’s balance sheet are
not included 1n the defimtion of currency exposure

The currency weights 1n the basket are confidential, but the USD 1s over 50 % For
each currency a neutral point 1s defined Actual reserves may deviate from the
benchmark by +/- 5%

Maximum permissible maturity for securities purchased 1s 10 years For the global
portfolio a benchmark with a 3 year duration has been defined Maximum permiited
deviation from the duration benchmark 1s +/- 1 year The JP Morgan Government
Bond Indices for the three core currencies serve as benchmark components

The mvestment istruments 1 the ivestment portfolios, 1n addition to the mstruments
permitted n the iquidity portfolio, are typical core central bank nstruments
Government Bonds, sovereign and supranational bonds and Eurobonds with a
miimum rating of AA, and bonds 1ssued by commercial banks No derivative
instruments are allowed

Since the benchmark 1s global, taking a position 1n one market may force taking the
opposite position mn another market The chief dealer makes these strategic decisions
Portfolios are updated for transactions and changes 1n asset prices overnight

Credit nisk

Only stitutions with a top rating for short-term deposits are accepted for mvestment
A limut 1s placed on deposits that 1s related to each wnstitution’s capital There 1s no
global limit on exposure to credit risk 1n relation to total reserves Typically under 5
% of reserves are exposed to private commercial bank credit risk

Decision making and reporting

Decisions on mvestment and currency benchmarks are taken by the Governor, albeit
on the advice of Reserve Management Department

The director of the department recetves daily reports on positions and observance of
limits There 1s no reporting outside the department Observance of limuts as well as
performance measurement are done by the dealing umit, 1 ¢ portfolio managers
monttor and evaluate themselves

Organization

The Reserve Management Department 1s made up of three umts the portfolio
management division, middle office and back office



C ASSESSMENT AND POSSIBLE RECOMMENDATIONS
1 Strengthening the exchange market
Liquudity

Liquidity 1s important in any market When the market 1s liquid, buyers and sellers
can easily their transactions and, more importantly, the market price 1s not so sensitive
to small variations 1n supply and demand In an interbank foreign exchange market
like 1n Korea with tu nover of 1 — 2 billion USD per day, one big corporate order of,
say, 100 million USD, will move the market rate The reasons for the low level of
turnover were discussed 1n the previous sections

Some planned changes to regulations could enhance market liguidity and contribute to
a more resilient exchange rate Removal of the separate limit on spot positions would
make 1t possible for banks to engage in normal hedging operations through their
balance sheets As discussed earlier, forward transaction between banks and
enterprises or other banks typically generate several additional transactions as banks
hedge their positions Removing the current constraints would probably also assure
that forward rates reflect interest differentials — this 1s not the case now

It will take longer for corporate culture and the attitude to risk management to change,
although recent developments may have contributed to drastically speeding up the
learning process However, BoK could contribute to a more modern attitude by
publicly indicating that risk management 1s prudent, not speculative activity, and that
no nstrument 1s good or bad 1n 1tself

Intermediation

The current arrangement for trading through KFTC 1n the exchange market 1s efficient
and low-cost It would be difficult for another broker to become competitive, even 1f
the subsidy element were removed from KFTC resources However, while KFTC
should as soon as posstble be fully taken over by the banks, other prospective brokers
should not be prevented from entering the market, 1f they so wish

It 1s unlikely that a sigmificant OTC 1nterbank market will emerge m Korea, again
since 1t would be difficult for such a market to be competitive aganst KFTC
However, this 1s not a problem The trend in international foreign exchange markets 1s
towards electronic brokerage arrangements The establishment of a normal forward
market may generate more OTC dealing as banks engage in swaps with each other
Swaps are typically negotiated transactions, where both legs are done with the same
counterpart

While KFTC should be taken over by 1ts users, the system should also be modernized
to ensure that 1t can handle larger volumes The bottleneck in the current system 1s the
use of telephone communications, 1€ the part that has not been computerized
Communication by voice telephone should be replaced by use of computers, 1€



participants system screens should be upgraded to allow two-way communication, so
that orders and dealing mstructions can be submutted by computer Such a system will
also be fairer, since the computer will know exactly in which order 1nstructions
arrived

Code of conduct

A code of conduct 1s needed even 1f trading takes place over a computerized
brokerage system The Forex Club should be encouraged to do this Numerous useful
nternational models are available, and ACI, Association Cambiste Internationale, The
\nternational organization of national forex clubs, should be able to help in this
respect Central banks have also participatc d 1n the establishment of market rules in
several of the world’s major financial centers This kind of mnformation can be made
available, 1f desired

2 Bank of Korea’s operations 1n the exchange market

Interventions

Band of Korea may wish to reconsider 1ts intervention procedures 1n a more market-
driven direction Since the main motivation in using agent banks — 1o keep central
bank tnterventions secret — fails, and since the procedure does have disadvantages for
the agent bank and 1ts customers, BoK should look for alternatives

The obvious, simple and straightforward procedure would be for BoK to intervene
directly through KFTC BoK would thus behave as any other market participant BoK
could either submut 1ts own bids or offers, or follow current practice of reacting to
bids and offers placed by others The latter procedure 1s to be preferred, since 1t avoids
the possibility that BoK becomes a price maker 1n the market

Reference rates

There 1s still a need for reference rates even though the exchange rate 1s floating
However, establishing this rate should be kept 1s simple as possible BoK could
simply use each day’s closing rate as the basts for its reference rate calculations

Making information available to the market

It 1s important that enough information 1s made available on a regular and predictable
basts BoK should continue publishing data on reserves, including the forward
posttion, 1f any Some central banks publish data on a monthly bass, others weekly or
bi-monthly Any procedure 1s acceptable as long as the data 1s published within a
reasonable period of tume after the end of the reporting period A lag of one week
would be acceptable It 1s important that the time limit 1s observed, since any delay
could be interpreted as a sign of problems or disturbances

3 Managing foreign currency denomimated 1tems on Bank of Korea’s
balance sheet



Deposits with Korean banks

Investment of a significant part of reserves with Korean banks’ branches has seriously
undermined BoK’s possibilities for defending its currency through direct
nterventions Lending of foreign currency to local banks can also be regarded as a
type of mtervention, 1t sertously weakens the central bank’s capacity to perform 1ts
main functions Also, even though central banks often have assumed lender of last
resort responsibilities, this 1s usually fulfilled through lending the local currency

Tt would be important for BoK to adopt a rule that does not allow lending of foreign
exchange to Korean owned banks Making such a rule public would send an important
message to banks by showing that they can no longer count on BoK to support them 1f ’
their foreign currency operations have been mismanaged

Managing currency exposure

In determining 1ts exposure to cross currency exchange rate risk, BoK currently does
not take account of all foreign currency denominated assets and lLiabilities on and off

1ts balance sheet The resulting calculation 1s therefore misleading and needs to be
modified
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Appendix
Persons and mstitutions met 1n Seoul, May 25-29, 1998

Bank of Korea
Hyunchul Shin, Director, International Department
Yeong-Rin Kim, Manager, Foreign Exchange Policy Division
Dowon Kim, Economust, Foreign Exchange Market Division
Min Ho Son, Manager, International Relations Office
Hoo-Kyu Rhu, Head of Team, International Relations Office
Myeong-Guk Suh, Economist, Foreign Exchange Market Division
Keun-Man Yook, Chief Manager, Planning Division, Reserves Management
Office
Yoon-Chan Chot, Sentor Portfolio Manager, Reserves Management Office
Choo-Hyeong Cheon, Sennior Portfolio Manager, Reserve Management
Office
Sung-Kyung Kang, Senior Portfolio Manager, Reserves Management Office
Gisuk Song, Analyst, Reserve Management Office

Banks and Enterprises, 1 order of meetings
D J Kum, Vice President and Section Head, Financial Institutions Group,
Bank of America, Seoul Branch

Jong-Han Song, Chief Country Office — Korea, Deutsche Bank, Seoul Branch

Lee Chang Hoon, Manager, International Treasury, Korea Exchange Bank
S K Min, Deputy General Manager, International Treasury, Korea Exchange
Bank

Yong Sik Kang, General Manager, International Banking Department, Hanil
1 S Chway, Deputy General Manager, International Bankung Department,
Hanil Bank

Yoo-Jong Kim, Deputy General Manager, International Finance Department,
Hanil Bank

Ki-Ro Pan, Head, Financial Engineering Center, International Treasury, The
Korea Development Bank

Jin-Kyung Kim, Senior Manager, International Finance Department, The
Export-Import Bank of Korea

Seong-Woo Park, Assistant Manager, Funds Management Department, The
Export-Import Bank of Korea

Don You, Chief Manager, Treasury Team, SK Corporation

Sang-Ha Ju, Manager, FX and Trade Finance Department, Daewoo
Corporation

Sung-Soo Choe, FX and Trade Finance Departmen, Daewoo Corporation
Hie-Jun Ahn, FX and Trade Finance Department, Daewoo Corporation
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To Ms Tseng

From J Ferran (é/

Subject Korea--Draft Letter on Capital Account Liberalization

The earlier removal of restrictions on short-term capital movements should be matched by an
earlier implementation of the prudential regulations on short-term foreign borrowing and
foreign exchange and data momitoring In this context, 1t 1s necessary that Korea puts in place

the necessary prudential controls and reporting system to prevent a repetition of the excessive
short-term borrowing underlying the current cnists Accordingly, we suggest to modify the last

sentence of paragraph three on page 2 by adding the following

“Given the decision adopted to accelerate short-term capital liberalization, further
progress should be also made ahead of schedule regarding data monitoring and
prudential regulations Therefore, we recommend bringing forward the effective
date of a number of measures, as set out in the attachment to thus letter ”

In addition, I will be offering you a number of drafting suggestions
Attachment

cc Mr Guitian
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ATTACHMENT

Proposed Acceleration of Prudential Regulations and Data Monitoring Measures
We would recommend bringing forward the implementation of the following measures

identified in the May 2, 1998 letter of intent (LOI)

. Measures on strengthening compliance with existing guidelines for commercial
banks to limit maturity mismatches in foreign exchange and the announcement of similar

guidelines for merchant banks (page 10, LOI) Move forward to July 1, 1998

. The full phase 1n of prudential guidelines to imit maturity mismatches in foreign

exchange for merchant banks (page 10, LOI) Move forward to March 31, 1999

. The announcement and implementation of additional regulations for commercial and
merchant banks The additional regulations to include introduction of an internal hquidity
control system based on a maturnty ladder approach, agreement with the FSC on allowable
matunty mismatches, the monthly monitoring of implementation by the FSC, and the public
disclosure of statistics on foreign currency iquidity by bank (page 10, LOI) Move forward
announcement to July 1, 1998 and implementation for commercial banks to October 1, 1998

and for merchant banks to Apnl 1, 1999



. With respect to foreign exchange exposure limits, the implementation of the
supervision of observance to be undertaken by the FSC, the replacement of separate humts on
combined spot and forward posttions, the incorporation of cross-currency positions in the
measurement of exposures, and the introduction of consolidated limits for banks, including

their offshore branches (page 11, LOI) Move forward to September 1, 1998

. The introduction of improvements to the reporting of off-balance sheet foreign
currency denominated exposure of financial institutions and the submussion of necessary
legislation to ensure compliance with reporting on external liabilities of the corporate sector

¢
(page 17, LOI) Move forward to July 31, 1998



DRAFT

June 2 1998

Mr Lee Kyu-Sung
Mimster of Finance and Economy

Seoul, Korea
Dear Minster

The Government has taken several important measures recently to further (llberahze the capital
account We welcome these measures particularly those related to the liberalization of foreign
direct investment and of restrictions on equity ownership in Korean compantes At the same
tume, 1t wou‘lgbb important that the removal of restrictions on short-term capital movements

be accompanied by adequate safeguards, particularly strengthened prudential regulations

consolidated supervision and improved monitoring

More specifically restrictions on foreign imnvestment in domestic money market instruments
issued by financial mstitutions (CDs and RPs) are being hiberalized ahead of the December 31
1998 schedule 1n the Letter of Intent The timyng of this liberalization measure in the letter of

AMlevi Yr- Yoo paf

intent was to take-ate-recount-the implementation of a number of prudential regulations



particularly those related to short-term foreign borrowing and foreign exchange exposures

and with the start of consohdated supervision (January 1 1999) :/‘

In addition, two measures have been announced—lifung the 5 percent individual limut on

foreign mvestments 1n futures and options trading, and allowing foreigners to borrow from f
<

local financial instituttons for mvestment i local securities market—that could potentially

tu-t-he-mk;embd-ﬁ-y—teshort -term capltal flows 7‘«"; crlorsinss 7‘6.,(, W?/
/”“77‘5\ # s o ﬁ%ﬁ-% M«/’t—f\ﬁ/r-f&vwnﬂ

On a related subject we thank you for the opportunity to review the draft policy paper on the

revised Foreign Exchange Act We will communicate through Mr Dodsworth a detailed set

[
of comments directly to your staff including clanfication on a number of current account

~

transactions that were thought to have been liberalized when Korea accepted the obligations
of Article VIII As-a-general-pomt vle welcome the further liberalization of the capital

account, particularly the move from a positive list to a negative list system, and the proposed =

éwamb-ntt‘x» coeld hos he pain

streamlining of foreign exchange regulations

cvﬂueﬂvf‘

short-term foreign borrowing and foreign exchange exposures (these measures are shown
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the attachment and to set up the monitoring arrangements included 1n the letter of mntent of
May 2 E’Ve would also appreciate hearing from you on the measures the Government intend § 2

to undertake to reduce potential vulnerability ansing from the liberalization of short-term

capital mqu;n(ent] lul” 17/

With best regards

Yours sincerely
Hubert Neiss
Director

Asia and Pacific Department
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From  Deborah E Sxegel?‘b
Subject Korea Foreign Exchange Liberalization

Thank you for the letter form Mr Yang that lists the 20 transactions for which payments and
transfers were 1dentified as “restricted” i the paper from the Korea Institute of Fnance As
we understand the letter, the “restricted” transactions are explamned as those that are currently
subject to prior approval The relevant portion of the attached questionnaire has been revised
to clarify which transactions are subject to the prior approval requirement and how the
process of approval operates We understand that the proposed “liberalization” would mvolve
removing the prior approval requirement for most of these transactions Nonetheless, both
sets of questions are relevant to evaluating the current state of Korea’s exchange system and
the questions on the approval process will continue to apply to categortes that remam subject
to the requirement The questions concerning transfers by non-residents, deferred payment,
and the exchange rate, also contmue to apply

As always, please feel free to call if you have any questions

Attachment
cc Mr Johnston LEG Mr Hagan (o/r)
Mr Kahn Mr Leckow
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Questionnaire June 8, 1998
Korean Exchange System

1 “Restricted” transactions to be liberalized The paper from the Korean Institue of
Finance (the “paper”) refers to 20 transactions for which payments and transfers are currently
“restricted” (which will be reduced to five) We understand from Mr Yang’s letter,that these
payments and transfers are largely those that require prior approval ! and that the
liberalization plan involves removing the need for the prior approval We would appreciate
clartfication of (a) which transactions require approval and (b) the approval process 2

(a) ()The letter and the regulations (Article 2-24) refer to “admitted” transactions Is an
“admitted” transaction one that 1s permitted even without prior approval and where are these
hsted? Are these the same as those permitted under the External Trade Act (could we get a
copy of that Act)?

(11) Could we please get a further explanation of the following items on the list from Mr
Yang’s letter (1) Ttems no (7) and (8) payments relating to “guarantees” -- (do they refer
to financial guarantees by banks?), (2) Itemno 10 payments of expenses for negotiations
an confidential use, (3) temno 14 “payment without having any relation to creation of
credit, etc between the said resident and non-resident ”

() Services The paper refers to “;ndividual licenses” for payments for consulting
services, commussions for trade brokerage and research and development services (p 5)
Payment for these transactions are identified 1n Mr Yang’s letter as requiring prior approval
(items (3), (4), and (9)) and the regulations require prior approval of the Mimster of Finance
and Economy for payment of “consulting service fees related to financing and msurance
Busmess and proxy exercise of management” (Article 6-15-4(1)) Is thus approval requirement
the same as the licensing requirement set out on page 5 of the paper? Under what
circumstances are payment (or licenses) for services approved?

I etter from Dohnson Yang, Deputy Director, Foreign Capital Management Drvision,
International Fiance Bureau, Ministry of Finance and Economy, to Mr J Dodsworth, June
1, 1998

2 Under the regulations, certain current transactions are specified for prior approval either by
(a) the head of a trading foreign exchange bank, (b) the head of the designated trading foreign
exchange bank, (c) the Governor of the Central Bank , or (d) the Mimster of Finance and
Economy Covered transactions appear to include, for example, current transactions above
certamn lmuts and certamn specific transactions such as mterest, dividend and rental income,
consulting service fees related to financing and insurance business and proxy exercise of
management, and payment related to the purchase and sale of goods not prescribed mn the
External Trade Act



(b) Please answer the following questions concerning the approval process

(1) Under the regulations, certain transactions must be approved by the head of a
designated trading foreign exchange bank -- what 1s a designated trading foreign exchange
bank? Will there continue to be a distinction between such banks and other foreign exchange
banks after the proposed liberalization?

() In general (1) Is each entity responstble for approval required by law to approve
requests for a payment once the person making the request has established that the payment 18
for a bona fide current international transaction (e g , not for transferring capital)? (2) Are
such approvals routinely granted in practice? (3) How long does processing the request take
for each kind of approval? (4) Are these rules the same as those on “procedure for permussion,
etc ” m Article 7-3 of the regulation?

(m) Specific questions on travel expenses (1) What 1s the purpose of the
“declaration” that must be made even for payments within the limuts (Article 6-22)? (2) It
appears that “additional” expenses above the specified limits may be made by credit card
(Article 6-21), 1s this the only means for payment of additional amounts? For example, when
residents can prove that transactions above the limit are bona fide payments assoctated with
travel), can the resident seek approval to purchase of foreign exchange or make a payment by
transferring the additional amount through the banking system? (3) Do smmular rules apply for
travel abroad for extended stay such as for study (e g , an “overseas sojourner” as defined 1n
Article 6-17)?

(1v) Certain aspects of emigration expenses could mvolve current payments, such as
payments to shipping companies, rather than the transfer of capital out of Korea Are all such
current payments approved irrespective of the lumuts stated m Ttem 17 or the list m Mr Yang'’s
letter?

(v) The list n Mr Yang’s letter contains two categories (items nos 12 and 13) on
transfers for “profit, mnterest, dividend, allotment money, etc ”, depending on whether they
relate to transactions that are specified m Article 21(1) of the foreign exchange law, which
require prior appoval (1) For transactions that are spectfied in Article 21(1), are transactions
for which prior approval has not been obtamed lawful m Korea? Are transfers of profit,
mnterest, etc , permitted even 1f prior approval for the transaction had not been obtamed?

(2) Are the transactions that are not listed m Article 21(1) lawful transactions m Korea? On
what basis are transfers of profit, mterest, etc , relating to these transactions approved?

2 Transfers by Non-residents

(a) What 1s the difference between non-resident won currency accounts and non-resident
free-won accounts?



(b) (1) Are non-residents freely permitted to credit these accounts with proceeds of
current international transactions Non-resident won currency accounts may be credited with
«domestic currency domestically acquired by nonresidents” (Article 10-34(1)) and these
amounts may be used to buy foreign exchange (Article 10-3 5(2)) The articles on nonresident
free won accounts (Articles 10-35-2 through 10-35-4) specifically refer to the “proceeds of
current mternational transactions”, 1s there a difference mn meaning intended between the
descriptions of the two accounts? (2) May such amounts be transferred? Mr Yang’s letter
refers payment of interest or dividend mcome to won currency accounts, may such mcome
also be credited to free won accounts?

(c)  Are non-residents freely permitted to transfer abroad the mterest earned on
both the non-resident accounts transferrable abroad? Interest on won currency accounts
appears to be transferrable because 1t 1s listed 1 Article 2-45 among permussible sales of
foreign exchange and 1t 18 listed among the circumstance for “disposal for buying foreign
exchange” (Article 10-3 5(2)(c)) However, there 1s no provision authorizing transfer mterest
from free won accounts

(d) What 1s meant by the payment lumit of nonresidents noted m the regulations as
“recognized foreign means of payment acquired or held”? (Article 6-5(2))

3 Deferred Payment Several provisions in Chapter 3 of the regulations require permission
from the Governor of the Bank of Korea for payments that follow the import or the provision
of a service beyond a specified period of time (e g, Articles 7-12, 7-15, 7-24 through 7-32)

(1) Do residents require permission 1n order to enter nto a contract for the import of
goods or services that provides for deferred payment, OT 18 permission only required to
make the payments associated with such contracts? In what circumstances would
permission to make such payments be refused?

(1) Are there separate restrictions on short-term financing for imports?

4 Exchange Rate The paper refers to the daily quotations under the Market Average
Exchange Rate System, which 1t states “do not reflect the most recent market conditions”
(p 9) Isths quoted rate used for any current international transactions (eg, governmental
transactions)?
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To Ms Tseng June 9, 1998

From Manuel Guitian

Subject Korea--Draft Letter on Capital Account Liberalization

Thank you for sending me the above draft, on which I have only a few observations At a
general level, the letter seems to add little to what 1s already in the Letter of Intent, except for
a general recommendation to expedite as much as possible the implementation of the
regulatory measures mncluded in the LOI

While I have no problem with such a recommendation, I am somewhat skeptical of its effect
A strengthened prudential framework for banks’ liquidity management should play a
preventive role i the future It cannot do much to solve existing maturity mismatches
inherited from the past Solving this problem will require access to long term finance In
Korea’s case, access to international markets will initially be mostly at the short end of the
maturity structure, and will only lengthen gradually as confidence 1s enhanced In this
connection, 1t would be helpful for the letter to emphasize the importance of the 1ssuance of
equity and long term bonds 1n the domestic and foreign markets, as a way to deal with the
maturity mismatch problem

There 1s a sense 1n the letter, particularly in the third paragraph, that we lack an understanding
of the implications of the specific liberalization measures but that we have to make sure
anyway that 1t 1s safe to proceed This does not strike me as particularly helpful, if we have a
specific concern--and 1t 1s not clear to me what that 1s--then we should identify 1t along with
the proposed solutions Finally, i that same paragraph, it 1s not clear why allowing foreigners
to borrow from local financial mnstitutions to invest in local securities markets would add to
the vulnerability to short-term capital flows

cc Mr Boorman
Mr Balifio
Mr Downes
Mr Johnston
Ms Milne

C \WIN\TEMP\CAPACCOU MEM June 9, 1998 (9 49am)
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MINISTRY OF FINANCE AND ECONOMY
THE REPUBLIC OF KOREA

Mr ] Dodsworth 1 June 1998
Semor Resident Representative
ot the IMl: 1in Seoul

Subject  Forcign Exchange Transaction Law

Deai M1 Dodswoith

As per your request, please find herewith attached a list of 20
current account transaction items, which weie 1efeiied to m the dialt
lemslation plan of the captioned law as the target of further
deregulation

I understand that permission from the Governor of the Bank of
Kurea un these ilems were mutually recogmzed as the least conditions
to venify the authenticity of such transactions or transfcrs when Korea
hecame the TMF Article VI country and joined ORLD Now 1t 1s the
mtension of the goveinment that, among those ilens, even the
verification of the authenticity will not be necessary for the first 15
items (from the No 1 to 15 in the attached hst) as from 1 Apnl 1999
and for the remaming 4 items(from 16 to 19) as fiom the end uf 2000

I hope this could clanfy some concemn of the IMF Thank Ynu
Sincerely yours,
Dohnson Yang,

Deputy Director

Foreign Capital Maragement Diuvision,
Internutional Finance Bureau

Attachment
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< T.usts of current transactions >

@ The cascs where any residents intends to make pavinenl elc
related to purchase and cale of goods, which 15 not prescribed 1n
the Fxrernal Trade Act

@ DPayment of price fur utthzation and use of fachties and real estate
in forcign countrics or price for nghts thereon which aie not
directly related to business activity,

@ Pavment of price for consulting services falling under one of the
following subitems
a) Business not rclated to financing and nsurance, and cases 1elated
proxy exercise of management
b) Cases onlv limited to consulting which 1s related to financing and
msurance However the following rase« <hall be excluded
1) Price for services ielaled (o financing and 1nsurance directly
incidental to admutted capital transactions and muport  and
export and
11) Pnice for services related to insurance under provision of the
laws and decrees concerming insurances

@ Payment of cxpenscs for maintenance and acuvilies directly
incidental to research and devclopment projects of the sad
overseas subsidianies in  the case of overseas subsidianies
established bv residents,

® Payment of disposal price of real estate excluding those which rent
by non-residents for themselves, rclatives and employees

©@ Payment of sales proceeds, mterest and dividend of secunities
acquired by non-iesidents from the inhentance and bequeath, and
by non-rcsidents as national fiom 1esidenils
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@ Advance to customcrs 1n accordance with provision of collatetdl and
guarantee related to credits exceeding US $ 200,000

Paynient of gudrantee money deposition money etc for the purpose
of guarantee and collateal other than those [or providing
performance warranty for thc said transactions or act or n
replacing 1ssuance of guarantee in order to perform admtted
transactuons or acts hy a resident

® Payment of commussions for vaiious broketage conswmmenl, repre-
sentation, conciliation, proxy cxcrcisc, assistance, etc and exceeding
10/100 of the amount for the subject transaction or act or US$
50000, excluding the ca<es of commssion payment tollowing the
brokerage o1 representation directlv incidental to export and impart
of goods,

@ Payment ot expenses tor negotiations and confidential use

@ Payment fu (he purchase of lottery uckets and other acts similar
thercto

1@ Payment tor the transactions or acts for the purpose of capital
income such as profit, interest dividend, allotment money, etc
which aie tiausdactions or acts other than capital transactions falling
under the provisions of each item of Paragraph (1) of article 21 of
the Law

@ Payment of camfal income such as profit, interest, dividend,
allotment wmwwney ele acquired by the transachons or acts other
than capital transactions fallng under the provisions of each item
ot Paragraph (1) of articlc 21 of the Law,

TN —~—— - Lt e 1o - - (W [l M A e Wl )



@ Payment without having any 1elation tu wreduion of credm ete
between the said resident and non-rcsidents, and

Al

® Payment of mterest or dividend income to domestic Won currency
deposit and trust accounts (excludig Won account)

® Payment of overseas travel expenses(Basic expenscs US $ 10,000)

@ DTayment of overseds emigration expenses (T1S$ 1 Million per
famuly with 4 persons  Houseliolder US $400000, Membhers of
Household US$ 200,000)

@ Payment exceeding US $5000 per case for the purpose of donation

@ Withdrawal of domestic property Uy uverseas Koreans
(the withdrawal Imit US$ 1 Million, procedmie declatation Lo
the head of the designated trading foreign exchange bank)

@ DPayment 1ecogmiced W have the possibility of interfering with the
maintcnance of international peace dand public orders and paymenr
related to acts against virtuous public morals and social orders
snch as cnme gambhng etc
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To Mr Tanzi June 5, 1998

From  Walter Mahler {{ ;Y "

Subject Korea Back-to-Office Report—Technical Assistance, Second Quarterly
Review Under the SBA and 1998 Article IV Consultation

From April 18-May 2, 1998, I participated i an APD mussion to Korea headed by

Ms WandaTseng It had been envisaged that I would work parallel to the mission and
concentrate on providing technical assistance on ways to obtain a better and more timely
measure of the fiscal balance from below-the-line However, soon after I arrived, the person
in charge of the budget work for the mission had to leave suddenly because of his mother’s
serious operation Ms Tseng asked i1f I could help with the mission’s work on the budget,
which I did While my participation in some of the mission’s meetings and work left me with
much less time to devote to the technical assistance work, I was able to make considerable
progress 1n describing the problems of measuring budget financing on a timely basis

Given the significant delay i writing this BTO as a result of my delayed return to the office, I
will briefly describe the budget outlook at the conclusion of the mission, but will focus more
on my assessment of the Korean prospects for the rest of this year, and urge that the sharp
decline 1n real GNP which appears probable for 1998 should be countered by moving beyond
a cyclically neutral fiscal stance for 1998 to a significant fiscal stimulus

Recent economic developments

Considerable progress has been made 1n alleviating the external financing crisis The short-
term external debt of domestic financial mstitutions has been restructured and the new
sovereign bond 1ssue was favorably received by the market The significant mmflow of funds
1nto the stock and bond markets contributed to a relatively stable exchange rate in recent
months, but foreign direct investment has remained weak Inflation 1s close to 10 percent, but
1s not likely to rise much further However, the real economy has deteriorated more than
expected Unemployment has more than doubled during the first four months of 1998 to

6 7 percent, and bankruptcies among small- and medium-sized enterprises have continued at
a high level Domestic consumption and investment have declined sharply The mission
projected that real GNP would decline by 1-2 percent in 1998 However, subsequent data and
developments suggest a sharper decline, I believe a real decline of 4-5 percent of GDP 1s
likely



1998 budget

The supplementary budget presented in March had provided for a deficit in the consolidated
central government balance equal to 1 2 percent of GDP, compared to the 0 2 percent of GDP
surplus 1 the November pre-crisis budget It was estimated that the cyclical impact of the
crisis would have worsened the consolidated budget balance by 1 6 percent, and the exchange
rate depreciation would have worsened the balance further by 1 0 percent of GDP In
addition, the crisis triggered increased discretionaiy expenditure of 1 7 percent of GDP in the
form of interest costs for bank restructuring and higher social safety net expenditure This
worsening of the balance by 4 3 percent of GDP was offset by measures 1n December and
March totaling 2 9 percent of GDP About two-thirds of this adjustment was the result of
expenditure cuts 1 government salaries and all ministries” budgets except those related to
social expenditure, the remainder resulted from mcreases 1n tax rates on gasoline and special
excises and broadening of the income tax and VAT tax bases The revised program prepared
by the mission projects a deficit of 1 7 percent of GDP as a result of a further adverse cyclical
impact from slower growth About half of the 0 5 percent of GDP impact was estimated to be
on the expenditure side and half on the reverse side The authorities were very concerned
about showing much deterioration 1n the fiscal outlook so soon after the supplementary
budget in March, although they recogmized the need to avoid a significant contractionary
fiscal stance The mission would have supported a somewhat larger budget deficit

New tax measures

During the mission, the Government announced plans to reduce the number of national taxes
from 17 to 10 during the 1999-2001 period Under the plan, taxes on excess land income,
asset revaluation and unfair income will be scrapped and the telephone tax will be
mncorporated into the VAT The education and special ruzal development taxes will be
mcorporated mto the basic excises on petroleum products It was expected to present a tax
reform bill to Parliament 1in September or October, incorporating these desirable
stmplifications

In early May, a 30 percent increase i the transportation tax on gasoline and diesel went into
effect, while provincial registration taxes on vehicles were reduced sharply These measures
were intended to be revenue neutral with offsetting transfers from the central government
The not very worthy primary purpose of this adjustment was to reduce the cost of owning
cars and thereby encourage domestic sales, while simultaneously discouraging the use of cars

Policy concerns

It was very nteresting to work with the APD mussion and to get a first-hand view of the
situation from a number of old friends who have held prominent positions 1n Korea
Unfortunately, I came away much more pessimustic about the short-term prospects for the
Korean economy than either the mission or most of my Korean friends The quality of the
officials providing economic advice to the President 1s weak Many of them have little



experience dealing with the bureaucracy or the business community There 1s a considerable
timorousness 1n providing advice to the President This has been furthered by the “witch
hunting”0 effort led by public prosecutors to mvestigate the Minister of Finance and another
promunent economic advisor at the time the crisis emerged The abolition of the post of
Deputy Prime Minister has meant that there 1s nobody 1n the system with the clout to
effectively coordinate economic policy

The three main tasks at present are strengtheming the banking sector, corporate restructuring,
and labor market adjustment All three are difficult in terms of strategy and pace Most
worrisome of all 1s how to handle the labor market problem The continuation of high interest
costs and the currently envisaged fairly rapid restructuring of commercial banks and the
chaebols will lead to further significant increases 1n the unemployment ratio Given that
umplicit ifetime employment has become the norm for most large firms, and that Korean
labor has had an unprecedently rapid increase 1n real wages during the past 30 years, political
acceptance of this adjustment will be difficult to sustain as the situation worsens The
government will need to present a better multifaceted vision of how this problem 1s being
handled So far there has been a slight reduction 1n nominal wages 1n the private sector, while
government salaries were cut 10 to 20 percent Each aspect of the current approach to the
labor market problem needs to be much bolder There 1s a need for broader, easier and longer
provision of unemployment benefits coverage There 1s a need to set up a “public works”
system which temporarily provides modest wage eaining opportunities to both blue and white
collar labor, while yielding something of use to the society This program would be better
targeted to helping the relatively poor, than unemployment benefits There 1s also a need to
greatly enhance retraining facilities for blue and white collar labor Finally, there 1s a need to
encourage a further significant reduction 1 nominal wages in all sectors (perhaps with a
larger cut at the top than at the bottom of the wage scale), this will enhance the working
capital of enterprises, slow down unemployment and enhance equity between those that
continue to have jobs and the unemployed All four of these measures will work toward
mcreasing the budget deficit and will provide desirable fiscal stimulus Enhanced expenditure
to strengthen banks and facilitate increased lending to corporations will also be necessary to
keep real income growth and employment from declining excessively

Social safety net

With effect from March 1, 1998, the coverage of the unemployment insurance system was
extended to firms with 5 or more employees (compared to 30 or more since end-1997) In
addition, the contribution period required for benefit eligibility was lowered to 6 months from
12 months, the mmimum duration was raised from 1 month to 2 months (the maximum
duration remained unchanged at 7 months) and the mimimum benefit level was raised from

50 percent of the mmimum wage to 70 percent About 70 percent of the labor force remains
outside the scheme (including workers in firms with less than 5 workers, temporary, part-time
and daily workers, self-employed and public sector employees) The social safety net also
includes a special loan scheme of about W1 6 trillion for urgent personal needs 1n the form of



medical, schooling or funeral expenses, various retraining program totaling over W700
billion and about W600 billion for cash benefits to low income persons

As economic growth and unemployment continue to worsen, I think the whole 1ssue of social
safety net expenditure will become a major focus of the next mission While the World Bank
has 1nitiated work 1n this area, I think the Fund should take a role 1n helping to design
sensible schemes My own view 1s that not enough attention has been given to the problems
related to greatly expanding the unemployment scheme Even though the present scheme only
covers 30 percent of the work force, 1t appears to be very difficult administratively to extend
the coverage The average size of firms with less than 5 employees 1s just 2 employees and
these are mostly family firms When the employees are related to the employer 1t 1s difficult
to police against fraud While the scheme could be expanded to cover public sector
employees, employment 1n this sector 1n Korea 1s comparatively lean and there 1s not much
talk of reducing employment 1n this sector The main change I would recommend to expand
coverage 1s to reduce the importance of period of contribution as a factor for access to the
scheme and for magnitude of benefit In a largely new scheme trying to address an
emergency, I believe that more weight should be given to period of employment Even with a
6 month contribution period, the extension of the scheme to firms with 5 to 30 employees on
March 1, will have no impact until September 1, by which time most of the unemployment in
this sector will probably have already occurred, so the increased effective coverage will be
modest

Budget targets

In the current circumstances 1n Korea, there appears to be no need to introduce a performance
criterion 1n the form of a ceiling on the budget deficit During the remainder of 1998, the
Fund staff 1s likely to be 1n the position of urging the authorities to have a higher deficit than
they themselves wish Hence 1n the present circumstances a performance criterion should
probably take the form of a floor, rather than a cetling on the deficit However [ think 1t 1s
preferable to have no performance ciiterion on the budget balance, but rather just continue to
have an agreed target for the budget deficit

As mdicated earlier, a higher deficit should be sought not by 1educing tax rates, but by further
increasing expenditure to strengthen the capacity of commercial banks to increase loans to
corporations and expenditure on unemployment benefits, retiaining, mcreasing employment
on public works projects and social welfare expenditure for the poor Introducing the novel
1dea that the Fund 1s explicitly seeking significant fiscal stimulus under one of its programs
would help overcome the prevalent image that the IMF always seeks to constrain the budget
deficit under 1ts programs With monetary policy constrained by exchange rate
considerations, fiscal stimulus appears necessary to avoid a sharp decline in real GDP



Technical assistance

The objective of the technical assistance mission was to try to set up a reporting system to
momtor the fiscal position from below-the-line so that the fiscal balance could be made into a
performance criterion For this purpose, 1t was considered important to have all of the
necessary data reported within six weeks of the end of a quarter I worked closely with the
Bank of Korea and the Ministry of Finance and Economy (MOFE) staff handling budget
financing data There are problems with the data from both sources It 1s not possible to
measure changes 1n the stock of government securities outstanding from the BOK’s financial
sector accounts because they measure only holdings by deposit money banks and other
financial 1nstitutions but exclude holdings by individuals, corporations, and foreigners Hence
1t will be necessary to measure net government bond financing from the MOFE accounts

At present, the only complete reporting of budget data takes place at the end of the fiscal year
(same as calendar year) The data must be reported by law by February 20, and the accounts
are finalized by March 10 Thus, in order to meet the six week reporting target after the end
of the year, the law would need to be changed There 1s no legal requirement for quarterly
reporting and 1t 1s estimated that about 5 percent of the 6,500 sub-branch offices of ministries
do not make quarterly reports Almost all of the underreporting affects the expenditure total,
so there 1s some underestimation of the magnitude of the deficit at the end of each quarter

This partially mcomplete data 1s usually available with an eight week lag So far, quarterly
data collection has not been grven much importance by the authorities To get more complete
data provided within the desired six week period at the end of quarter would require the IMF
and MOFE to give such data major importance If the Fund team were to consider
improvement of the data an important priority, 1t could be done To implement such an
improvement 1n the collection system would require a few months and mtroduction of some
form of penalty for non-reporting I am preparing a report recording my findings on this
subject

cc  Mr Heller
Mr Chu
Mr Abed
Ms Tseng
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