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DEPARTMENr OF THE TREASURY 

WASHINGTON, D.C. 


March 26, 1998 
SECRETARY OF THE TREASURY 

The Honorable Spencer Abraham 
United States Senate 
Washington, DC 20510-2203 

Dear Senator Abraham: 
I 
I 

Restoring financial stability in Asia is profoundly in the United States' national securi~ interest. 
Asia includes some ofour most important strategic allies and closest economic partner;s and its 
continued growth and stability has direct consequences on the security and prosperity of the 
United States. History has shown that economic distress and financial instability can threaten 
political stability and security. Likewise, security breeds stability which, in tum, attracts 
investment and helps to create prosperity. A stable and prosperous Asia is more likelyito be a 
peaceful Asia. 	 . . i 

I 
The Asian financial crises undermines not only the ~iJity·and growth in the countries affected, 
but also could undennine the strategic and political· interests of the United States. Ouricentralai,m 
is to help these economies restore growth and market confidence as quickly as possibl~, to help 
enSUre th€: political and social stability in the region and not undennine the profound interests the . 

. I 

United St.!ltes has in Korea, Indonesia and Southeast Asia as a whole. 	 .1 

I 

The United States has critical national security interests in seeing a restoration offinanCial stability 
in Asia. For example, i 

• 	 We have 100,000 troops based in the region, and 37,000 on d~e Korean penin~la alone, 
where we have spent 45 years keeping the peace and where North and South Korea have 
only just begun negotiating a possible end to their conflict. : 

, 
• 	 Indonesia has the fourth largest popUlation in the world, spans important sea l~es and 

airways, and contains,yital natural resources, such as oil and gas. In fact, fifty-one percent 
of the world's shipping goes through Indonesia. : 

-	 I 

• 	 Thailand is one ofour most i.Qlportant security partners in Southeast Asia, and ~as 
provided essential overflight clearance and use ofairbases during the GUlf-War ~d 
subsequent actions against Iraq. In addition, Thailand has been our most important 
pai1ner in Asia on narcotics cooperation and interdiction. . 

! 

The International Monetary Fund (IMF), which has 50 years ofbipartisan support, has pJay~ a 
central rok~ in helping to restore financial stability to affected Asian economies. With it~ expertise 
and techni!;al resources, the IMF has the ability to shape effective refonn programs. With 
temporary financial assistance, the IMF provides essential breathing space. Finally - ~d critically 
important .- the IMF internationalizes the burden during a global financial crisis by using its pool 
ofcapital, instead ofthe United States having to bear that burden alone. i 

i 



. , 


In the past fifty years our contribution to the IMF has not cost the taxpayer one dime.: When the 
IMF draws on our commitments, we receive a liquid, interest-bearing offsetting claim 'on the IMP. 
There are no budget outlays. Our contribution does not increase the deficit or divert ~esources 
from other spending priorities. . 

I 

Immediatl~ support for our periodic pledge to the IMF for an augmented back-up facility, the New 
Arrangements to Borrow, which supplements the IMF's resources to deal with system-wide 
crises, is (:ritical. We are asking Congress to approve both requests for the NAB and the Quota 
Increase because the !MF's resources are reaching an historically low l~ve1. This suPPort is key 
to the IMF's ability to deal with the intensification or spread of this crisis, which we are all trying 
to avoid, and to deal with future crises that could dramatically affect the interests of the American 

. . I 

people..}'ailure to provide this support could shake confidence at a time when it is cri~ical to re
establishing stability in Asia and to protecting the interests ofthe American people.\ : 

. I 

I 
Enclosed you wi1l find materials on the IMF, the Asian economic crisis, and why it is in the U.S. 
national security to help bring stability to the region. As the world's largest economy) the United 
States han an indispensable leadership role in helping the IMF restore the financial sta~ility which 
so profoundly affects our national economic and security interests. We look forward to working 
with you on this important issue.· I 

Sincerely,. 

~~.J~ 
Robert E., Rubin Samuel Berger :. 
Secretary ofthe Treasury National Security Advisor 

• 



u.s. National Security Implications orthe Asian Financial Crisis 

General Impliqations: 
I 

Ensuring the iinanciaJ stability oftbe Asia-Pacific region is in the U.S economic and natjodaJ security 
interest. Asia in~ludes some ofour most important strategic allies and closest economic pa~ners and its 
continued growth and stability has direct consequences to the security and prosperity ofthe United States. 

-	 ! 

These crises undennine not only the stability and growth in the countries affected, but also the strategic 
and political interests of the/United States. Our central aim is to help these economies rest9re growth and 
market confidence as quickly as possible, not to bail them or foreign investors out. It is important that 
financial stabiility be restored as soon as possible and that the contagion not be allowed to spread further 
undermining the profound interests the United States has in Korea, Indonesia and Southea~ Asia as a . 
whole. I 

South Korea: 

- I 
- South Korea is a key U.S. ally. where 37,000 American troops are stationed and have helped keep 

a fragile peace for 45 years. Economic stability in South Korea is vital to U.S. efforts to maintain 
. peace and security on the Korean peninsula. I 

- Our partnership with Korea encompasses close military-ta-military cooperation, including our joint 
defense against an attack by North Korea, a burden-sharing agreement for U.S. def~nse costs in 
South Korea, and Korean purchases ofU.S. weapons systems. South Korea's co~tment to 
implement the Agreed Framework with North Korea, including its commitment to f}lnd a major 
POrtiOJrl of the costs ofconstruction oftwo light-water reactors, is integral to our efforts to ease 
tensions on the Korean peninsula and stop the protifemtion ofdangerous weapons dfmass' 

. 	 - I
destrulctaon.. 	 I . . 

• 	 We have no signs to date that the financial crisis wiD not affect the four-party peace: process 
focused on moving from the current Armistice Agreement to a peace treaty and red4ction of 
tensions on the Korean peninsula. Similarly. the South Koreans have expressed their intentions to 
uphold their host nation support obligations and maintain their defense capability. : . 

Indonesia: 	
\ 

I 

I . 
I 

- Indonc~sia's size and location alone give it broad stmtegic value. It. has the fourth largest population 
in the world and contains vitaJnaturaJ resources, such as oil and gas. 

i 
- Ind~m~ia spans important sea lanes and airways. In fact, fifty-one percent ofthe world's shipping 

goes through Indonesia. .. I 
! , 

-Asthe largest member of ASEAN and the founding member of the ASEAN regional forum, 
Indon(~sia has played a constructive role in efforts to manage regional problems. I 

I 
I 

• 	 Indom:sia contributes to peacekeeping efforts in former Yugoslavia and Angola, supports 
nonproliferation efforts sucb as the Comprehensive Test Ban Treat, and joined the Korean _ 
Peninsula Energy Development Cooperation to help maintain peace and security on ithe Korean 
peninsula. ' 

. 
A 1992 agreement to make Indonesian commercial ship repair facilities available to p.S. warships is 
an important component ofour forward deployment strategy in the Asia-Pacific Region. 

I 



Thailand: 

• 	 One of the original ASEAN partners, Thailand is one ofour most important securitY partner in 
SouthEast Asia. We have very close military-to-military relations and access as neeaed to strategic 
airbase:s in Thailand. Thailand provided essential overflight clearance and use ofai~bases during the 
GulfWar and subsequent actions against Iraq. Our International Military Education Training 
(IMET) program in Thailand is.one ofthe largest in the world. Until the financial cksis in 1997, 
Thailand was a major purchaser ofU.S. military equipment. i 

I 
• 	 Thailand has also been our most important partner in Asia on narcotics cooperation' and 

interdil;tion. The Thais have extradited an unprecedented 11 indicted traffickers to ~he u.s. since 
1996. Thailand has facilitated the work ofthe Joint Task Force-Full Accounting Detachments, and 
serves as a hub for support activities for this important activity. .1 

t 
I 
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The IMF and U.S. National Interests 

The sight of the Secretary ofDefense testifying in JanuarY before Ihe. 
House Banking and FilWlciaI Services Committee wasiDdicative of the. 

. many dimensions to the Asian currency crisis. ScCr~Eary,Cohen 
accompanied Treasury Secretary Rubin and Federal Res,erve Board 

.Chairman Greenspan to urge Ihat the Congress expeditiou:sly approve 
increased funding for the International Monetary Fund (IMf). It is an 
indication ofthe apparent depth ofCongressional unease Widl what might 
appear to be a relatively uncontroversial request·by the Adm.ibistration [0 

provide additional resources foe the tMF. Most importantly. however, 
Secretary Cohen's testimony was a striking example of how, espe.cially. 
since the end of the Cold War. economic, foreign and defense policies . 
have become mutually Icinforcing threads of our national sechrity fabric . 

I 

\ 

What does the AdminisU'alion seek? In January 1997, the U.S. and other 
. I . 

keY'lMF members agreed [0 set up a new mechanis~, the New 
Agreemenu 10 Borrow (NAB). to provide additional resources to deal 
wilh financial emergencies such as happened in Mexico in 1994. and is 

I 

occurring in Asia loday. The U.S. share of the $24 billion ~AB is $3.5 
billion. Separately, in September 1997, the U.S. and other members of 
rbe IMF a.:.ctreed to iner~ its Capital base by45%, or roughly 

I 

$90 billion. 
The U.S. share of this qUQtaincrease is S14.5 binion. 

Administration offici~s argue that Congress should approve the funds 
lest the Asian financial crisis worsen and adversely affect out economic 
wel1*being. They also argue that how Congress votes will hive a direct 
impact on important American political nnd ~ecutity lnte~estsin the 
region. In addition. other countries are Iik.ely [0 interpret Co~g:ressional 
action on this issue as aclearsignaJ of the role Congress sedifor U.S. in 
the world •• Le. continued engagement or creeping retrencnmcnt. 

.1 
Opponents of the Administration's requcst make IUlO related arguments. 
First. they reject any obijgation for America to lake (he lead.! direclly or 
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indirectly through the lliiF, in resolving this crisis. They prefer to let the marker sort: out the 
winners and losers. Second. Ihey argue that. in any event, the IMF h3;S neither £be niandme. 
institutional compelence nor the cancel prescriptions for dealing with Asia's current financial 
problerns. Some go so far as to call for the IMF's abo1irion. What is going on and who j~ right? 
It is important lOunderstand four things. rust. the U.S. share of the quota increase and the 
NAB d,)Cs not require a budget outlay; it will neither incre:ase the deficit nor take fun$ from 
other programs. The Congressional Budget Office has deiennined lhat U.S. contributions {o 
Ihe fi.tiF: have no budgetary impact. Indeed, when U.s. funds are used by the IMF. the p.S:"is 
given an interest beariog asset in rcturi1. As Secretary Rubin has POint.edoUl, U.S. contrit;.UtlODS 
(0 tbe IJIt1F over the past fifty years have cost the U.S. taxpayer absolutely nothing. 1 

1 
Second, because of America's leading role in the IMF, other countries.are unlikely (0 fulfill their 
obligations unlil the U.S. acts. Thus. dela.yon our part imposes real costs to me int.egrily:of the 
internati.onal financial system. Which. in tum. clirectly threatens the prosperity and well+being 
of Americans. Ii 

I 
. I 

Third. the IMF has a good It'aCk recoro. The IMP has played acritical role in all the imp6rtant 
intematil)nal economic challenges of the recent past, e.g. the recycling of pettodollars ~n [he 
1970s. the l...a,tin American debt crisis in the 19805, economic rcfOITn in the former Soviet Union 
in the lS190s. as well as the Me~cao peso crisis. These are clear successes that have\been 
.imponant [0 U.S.. growth. Further, critics should recognize lhat the IMF bas averted many . 
incipient problems through its regular economicsurvciUance program with individual ~!mber 
countries. I 

Fourth. arid perhaps most important. an international crisis requiring U.S. Jeadership is bringing 
(0 the surface a fundamental issue which bas been all the back burner for some time. The end 
of the Cdd Was: inevitabJy has raised the question whether th~ international secwit~ and 
economic institutions key to sustaining the triumphant Western i&a1s and policies -- the North . 
. Atlantic Treaty Organiiation (NATO), the United Nations, the IMF. the World Bank; the 
General Agreement on Tariffs and Trade (GAlT and now me World Trade Organization. 
WTO) and the regional economic organizations such as' the Organization for Economic 
Cooperation and Development (OECD), need a fresh looK. Is the instiwtional status :quo 
appropriate for the new era we are enu:ring or is it time to change the mandate and role of at 
least some of these iDstitutions? 1 

\'I 
NATO, [hj~ WTO and. to a Jesser ex.tent, the U.N. arc undergoing significant mOdification. 
However. the international financial insti(1Jtions (IFIs) have, by and Large, not received the skne 
altention. Initial effons to think about their role and mandate in me post..cold War worldidid 
not take ro()t during the previous administrations. leaders of the major induslriali2ed countries 
(the 0-7).did commit themselves to such a review during the 1993 Naples Economic Suminit. 
Bu{ issues such as Iraq, Bosnia. Haiti, China, as well as important domestic matters, b~ve 
preempted the attention of G-71eaders. As a result. although most acknowledge ilia! a thoro~gh 
review of the IFIs is a big. important issue. it bas not received commensurate arrenrion frbrn 
heads of' i 
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government and ~or ministers_ This has turned out to be a mistake. The issue ~ too 
important. with roo many vested interestS within member countries and the IF! bureallc~acies. 
to be guided principally by those who administer (he institutions. , \ 

I 
I 

That said, the middle of a crisis is not a propitious time,to start a serious review of the 1Fls. 
Incfeed, (:rises rarely are a good time to {onnulate long term reform. This i& particularly th~ case 
wben th(~ U.S. is not the ooIy couiJtry involved. The Jack: of serious debate on the proper role' 
ofthe lFrs now has collided with the need to provide resources for an immedi3Ie need. B*t the 
Congress should not confuse these two issues. Each needs to be addressed seriously~ but 
separate)y. I 

I ' 

I 

Legitima.te iS$uCS have been raised about the JMF's role. They deserve serious study ih the 
,context of re-examining the role and functions of aU Ute IFIs. It would be appropriate f~r the 

Congres!; to require, and for the Administration. [0 agree to press our 0-1 partners ror an 
expeditious, high Jevel G·7 review of rhe IFIs. IMF Managing Oirector Camdessus has ~ady , 
laid out ~m interesting list of measures he believes would enl)ance the IMPs effectiv~t:ss.· 

I Mcan~h.ile. the Congress sho:uld approve full. unconditional funding fordle N~.~f the ~ 
quota lnClrease.. :;:,. -. I.' . , ';t ,',I 

Why should Congress fUnd me IMF now, wilhout any assurance that the rW4;~,,~ew (Will' 
be underHlke, and'much less whar it will re'leal? 'The an~er is thar now is)1M ~~Ior the ' 
Congress ILotake responsibility for putting the brakes ondle IMPs credibility aDd, on. tts" abIlity 
to act. It is not an exaggeration to say that the credibility of the intematiQD.~ fui~ciafsysiem. 
and that (jlf its principal architect - the United States - is at stake at a:pame~l.arly delitate 
moment. For beuer or for worse, fmanci.a.l markets BlC looking to the IMF. strongly backed by 
the U.S.• to advance solutions to the individual problems of Asian countries. For Ufe Con~ess 
to reject a prudent funding request for the IMF -- when there is no credible a1temative and when 
doing 'so creates no bugetary exposure •• would be seen as a vote of no confidence in U.S
lea.d~rship, " \ 

i 
However imperfect, theIMF is the only institution that can lessen contagioD between Asian 
economies and begin to restore confidence in a region which is vital to American gro~. 
There is no next best option that avoids puning American taxpayers and our export-led growth 
at risk:. Ccmfidence is too fragile. Governments in Asia face difficult internal pOlitical kd 
social c:onc1irionS. With increasingly integrated globill financial and economic markets. A~ia 
risk il' global risk - which not only can but will spread rapidly to Latin America., Eastern 
Europe anti Russia, quickly reaching the manufacturer and worker on America's Main Strebt. 

I 

I 
It would be risky in the extreme to .teU Asian countries to work Ihrough their prob1eml' w;lhou { 
the advice ,and financial support of the IMF and itS key members. Should ASia deterior.tte 
further af[er a negative vote in the Congress, America will not be able to avoid responsibility
To protect important U.S. national Seturity inieresr.s in the region. as well as ccono~c 
prosperity at home, we should do everything possible to avcn this. i 
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I 

Th~ crisIs in Asia is largely discussed in economic terms. Bur risks to American inter<?sts are 
. not measured in doJlars orjobs alone. This is alscia political. social. an,d..potentially. a security _ 
crisis. Signifi.cam political and social dislocation in the region mayimpedethc importarlr work 
of rebuilding U.S. security ties there. Wim over 100.000, troopsaod a( least thai many 
Americancivilian expatriare. and many ofbilJions of dollars of direct-investment, we fannot 
permit the region to be gripped by chaos or even the th..rest of chaos. That is why the Secretary 
of Defen:>e was testifying in support of what might seem 10 be an "ecOnomic" proposal. . 

. " . .'. I " 
This crisis is the most serious test of U.S. interest and commitment to Asia since the endl of the 

Vietnam war. Asian leaders will draw their own conclusions about our reliability baSed on 


• '.' '. I' ,
whether ~iI1d how we respond. " " . , : . 

'I 
, . . ,.' ,j '. 

If the Unilted Sta~ ean.Dot mobili%: the international. oommunity through the lMF. then ~ewm 

be..lefc LO deal with Aslan econonuc problems ourselves or suffer the profound conseq\lences 

of inactjo~. Either aIt~marive sets America. up to fail. . . 


, 1 

The intemational community is looking to the U.S. for leadership. The immediate task: is to 

rescore confidence while, at the same time, setting a clear course to more open, transparent 

systems throughout Asia. The Congress can hetp by providing the 1MF wirh the necessary 

resources.·- or it shoWd begin to prepare for the consequences of a lengthy collapse of 

confidenCI~ in ASlfL, i 
, , ' 

.1 

\i 

.1 

frjndpal..i.uthor: 

Eric D.K. Melby is a Senior Fellow ot The Forumjor Inrunarional Policy.' He was ~n me 
/!ariolJal Security Council stafff;om 1987·1993 and has also seTVed wirh the Departmknr of 
Stafe andilgenC)' for lnrernational Development.' I 

\ 
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N~4.MExpects'Majot Hit' From Asia 
On U.S. Exports and Economic Growth 

-' 
i 

ECONOI"Y 

By CUll. Ql'ISt.\~lL.L..\ 

S/DII Rrpor/t" of TNr. "'AU. S,... r:I:Y "_AL, 
CHICAGO - Predicting a ~'major hit" 

from the Asian rmanciill crisis, the na· 
Ilon's top manuracturmg lobby said its 
mt'mbt'rs expect a significant slowdoWn in 
U.S. expon sales Ibis year. as well as 
Slower economic growth (Iverall. ' 

The Katlonal ASSocial:ton or Manurac· 
turl'rs, in a survey of 2,000 members. said 
~O'H of those polled expect economit weak· 
ness In ASia to CUI U.S. exports "~rgin· 

,all}," or '·slgniflcantly." l\l'arly lwo-liurds 
believe Ihe effeclS of thl' crjsls "''OIl'' be 
ortset by fastl'r growth In ,Europe, 

The lJ'aele group also said ~ or its 
members believe overall e,:onomIC growth 
In the U.S. will slow 10 an annual rate of 
~.5':; or lower b}'lhe third quaner.'primar· 
itr bt'cause ot Iht' ASian eHeclS. 

"Manuraclurers 'are i)racmg thf:'m' 
selves:' saId Eanllf,' Dealfenpon, 'abair. 
man and chler executlV(' of Eastman 
ChemlcatCorp.• who serves as chalrmanof 
lhe NAM. .... 

Whilt' the nell's Isn'l terribly surpns' 
lnl:. gwen the attenllon thaI has been 
de\'Oled to ASia 's lroubl'~s In rtctnt 
months.lhe surve)' ofters a comprehtaslve 
"Jew or manuracturers' ecorlomlc outlook. 
The NAM IS Ihe largesl broad·based IndUS' 
lnal association In the U.S., ~'lIh 14.000 
.member romp3ntt'S, MOSI DC Ihost' compa. 
mes are small.lo medlum'Slze manufac. 
turt'rs thaI are sensillve 10 ewrn lncremen
tal chani:es In tht' econom},. 

Tht' manufacluft'rs associalion ustd 
tne resuUs 10 renew ItS call ror Ihe FelltI'al 
'kt'serve (0 cuI Interl'SI ralt!•. The group 
':;';lId .. would Itke 10 lite Ihe ledtraHunds 

I 

, 
rate. now at about 5,~", loweredtly one· 
half percentage point, The HAM said a 
decline in the fate. which is Whatlbanks 
charge each otber for shOrt-term loans.' 
would generate financial liquit1i1)' and 
credit. helping companies offset t;leelfects 
of the Asian crisis~ 

The NAM said manufacturers,are set'
ing fewer exports to Asian countries. the 
result, of ASian 'weakness and the nSiOg 
value of the dollar. At lhesame time. man\' 
firms expect cheaper imports from ;Asia. 
putting pressure on prices and, trimming 
profits for U.S. cOmpanies. " i 

"A lot of good$are going,lo com~ inlo ' 
Ihis country trying to find a home.": said 
Mr. Deavenport. speaking at a news,c:on·" ' 
ference at National Manufacturing Week, ' 
an industry trade show in Chicago. About 
~O'.. of NAM's members said they expect, 
earnings growth to decline if U.S, groWtl\ 
slows to an annual rate or 2,5~ or less.' , 

Despite the nerVous tone oHhesllrYey, 
the XAM pointed out that American manu· ,,' 
facturing continues to lace a positive ec0
nomic piClure, The cIomestic economy is 
humming. Andwitb' most manuracturers 
havmg ImprovtdoPetatinr 'erticleoc},. 
U.'S. manuracturers are "the en\'\' across 
the worlel:' Jl'rry Jasioows"i. NAkl pr~si. 
dent. said.,' . : 

The NAM said its top priorily as a trade 
RTOup this yE':lr is lo'help members reciuit 
qualiried worken;, Many firms are having 
Irouble attrilcllng employees because i 01 
111(' th!hllabor markel,ln a recent survh, 
nine oul of 10 said they experienced sorne 
le\'el of difficulty in recruiting Vo'orkers.' 

And job growth continues to be strong; 
Some 4114 of NAt.! members said they plan 
10 Increase their number or lulHime. 
J)E'rmanent jobs this year. Only 5~ said 
Ihey would cut b:u:k. "We find our ability 
10 compele will increasingly depend on our 
:lbili!)' to find qualified tmployees." Mr. 
Jasmollliski said,' I ' 

http:small.lo
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sWarning over Asia 

'bloodshed' 


role was to conViDce a reluc
tAIlt Congress lbat Vltal us 
interests are at ltaJte. 

StuartE!:r.enstat, us A South Kon:.a we.U.-ened 
Wldersecretary or state, yes- by ecopomic troubles could 
lerday warned that failure inVite '"mtscalculation- by 
by the US to take leadership North Korea. leading to 
i.n the Asian fm.ancial cr1sIs -confLIct CD the volatile Kor· 
could result in In.stablUty e&II peuinsula-. be IiBld. 
lllld bloodshed i.n the region. ln~onesia's problems could 

Vital US U:lterests were at -eucerbate aoeial tensions 
stake i.n the Asian fia.a.ncial and rekindle nationalistic 
crisis. inclu'~1l1g WIUibi.ng· excess-. Tbe PhllJPPIDes 
lon's abUill' to mobUise I1!.I:aIlt.Da -vulnerable to con
future SUPPClrt for bum.an ' tiDued turmoU-. 
lights lllld democracy 1Il the He added that the ,uc:Q!$.S 
rell1on. be' said. ' of'AMan (the AssoOation of 

MT Eizensu t. wbo tesWied South East As1llll NatiOns) 
yesterday b·dore a key .should Dot be tabn for 
House JUbalcl.l:llittee. is one I1'ADled. -The' peace and 
01 many admiD.istnltion '1Ig. progress 'tt bas helped to 
ures on CapJtl:)1 Hill pushing bri.Dg to lOutb-east Asia may 
for the pa.ssai:e of a I17.9bn seem natural. But ro back to 
us cooUibuticln to ..ne lDteF·" the mid t960s - there was 
national Monel.aJ'y Fwld His teasion. there wen blood)' 

i ' 
i 

1Ilsuq:encies. there were limuetal burden of main. 
shooting wars. •• there . were taini.ng rorees in 'the reglon 
commwW 1d.I.Iir:Igs. iDcJuding 31.00Il US troops 

-The changes sinee theu OIl the Kore.lll perunsuJa. 
bave been astoundiGg. but lots Chartelle· Barshefsky. 
prolonged economic crtsl& US trade repl'fI!sentative. 
aud the attendant jobles· stressed the new business 
sness. impoverishment ud opportunities being opened 
despa.ir could mive iDtemaJ up by IMF progr3mme:5. . 
ia.StabUlty and provide rer· Thalland has made COlO· 
We ground for extremism." mit.meJits to restructure pub· 
. Guest workers may be De eDterpti5es and accelerate 

seot home from the al.I.I.Dg privatisatioo in key &ectors. 
economies. and the Dow of Tbese· will all~w· foreign 
economic refugees could competition loto energy.
lIlerase. -In • region wbere tnmsporlatlon,utllJueS and 
old IUfoplcioas ud ethDlc COlDlDuDteaUoDs. South 
rivalries pm;iJt. the risk of Korea bas ~ito improve 
anstibllity spread.I.Dg is real." market acees.;; ifor man)' 

Mr Et1eastat laid, the products, whUe llndories.ia 
eou.nUie.s bardest hit were bas egreed to eliminate rov· 
amona the US', most vital emment support (or. its 
allies. The aisis could Itl:II.iD national car programme. a 
lhe abWty of South Korea project the US haS been chat· 
and JapaD to ,bare the IimgirIg In the wto., 

EizeDsut: rears turmoil . I 

http:Itl:II.iD
http:llndories.ia
http:spread.I.Dg
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I Piracyjumps during finanqaI crisis inAsia 

, 

~~;~~~~non 

SINGAPORE - Piracy in 
Southeast Asian Shipping lanes has 
Increased since the outbreak of 
Indonesia's economic crisis, say 
officials in Singapore and. Malay
S18, 

There has also been a surge in 
the number of illegal immigrants 
fleeing Indonesia for Malaysia and 
Singapot·e. . 

Thny 'Im1, Singapore's defense 
minister. said all three countries 
have steiPped up lS,urveiUance be
cause ptracy has increased in re
cent moflW.. 

Mr. 'DIn declined to give details 
of recen'! incidents or to say wbo 
Singapolre thought was behind 
them. Blit he said the threat to the 
large vo].umeof shipping passing 
through the Strait of Ma1aca in 
the event of a breakdown of law 

. 

and order in Indonesia is a great 
worry. 

"'This is a DllUorsea lane for in· 
ternational maritime traffic. and 
this would be of concern to the 
whole world," he Jaid, though be 
added he is confident Indonesian 
authorities would be able to main· 
tain order. .• _ . . 

The hazardous Strait ofMala...... 
-

is notorious for pi.r.acy. In one at-not seen a large innuX. 
tack in 1992, pirates boarded a 
container ship, ki1liDg the captain 
and hisftrst mate. In another incl- . 
deat. pirates boarded a super· 
~r, tied up its crew and left it 
cruising, unpiloted.' .' 

Indonesia, . Singapore and Ma· 
laysia' bave tried to fight the pi
rates, but their efforts have been 

,hampered by regional sensitivities 
and questioDS of sovereignty. Ship 
owners have rejeCted proposals for 
a toU to finance keeping the re-

I 

Blon'S seas safe, sayin~ security is 
the responsibility afthe states. 

The Indonesian crisis has also 
provoked an increase in the now of . 
illegal immigrantS t;rYlng to enter 
Singapore in small boats or by 
other means, Mr. 'Ian: said. Singa
pore, which is only about naIr an 
hour by boat from the CloseSt point 
in Indonesia, has been able to cap
rure and repatriate them and has 

I 

His remarks come shortly after 
Malaysia said more th'an 3,000 for•. 
eigners. mostly Indonesians, had 
been caught trying to land on its 
coasts during the middle two 
weeks of February.' .: 

The figure is~'ve~ alarming," 
and police have steppc:d up coastal 
patrols, Yusof Said. deputy inter~ , 
naJ security director, told' report
ers in Kuala Lumpur. ~ , 
• Distributed by ScrIPPs Howard. 
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•• '"! ..... N~~ess.afy:JjJ.stittltionl
TIie·iM.Eacu'a; 'the' St7:ong:'a~ 'of the marketplac; . I .;-.:; ~. ~ . . .-.,-:-. . ." 

Remember the T rila ceral Comftusston? Bad' ~ the 'Ef,ghdes. 'the International 1I't Prmt IDOMy to.bert lip'~ luhoald IDapn
~,' ' ,-,', ", ' , '... • ~ 1ft t&a lIOCmey and iliI iNtitll~ 10 Ilie IMF 
-~lkathon for bQ; $h~ts v:as dem~ into an i!\tC:rnatioriil ~~.P~~ againSt ~e iDd, prifttt iIrwst.n will kD'd U-1Ml"e apItd. 

,3per order ofthings, Like thel~in(lntemational. the ¥3:soru~oidt'r and the 11- ::=~=~~, or - 
1timinati. the TtilatCI:l1 CommissiOD:scNed (or lome as the a:randexplanation (or' .:-===~:::: 

CI>~~iha~~to,be rci:1C.~~\bI~ lat.n.. ~OO-..«..:i~~~iM ~ 1eet~_hI6r,~~ erial,aDd u.. 


tlll'tllliAtfb·. eM ~O/\ b 'p;aM ClirCt(;.r. -1iIlCll"illtt' Wp1ICft'I. eMir ~Jabt-&da tu 5peCilic: -u.rm.r tlUIe fanDe:r eo1oQy'. reIatioIWIip 
1IOId falhloa alId rellolrNd WcAt ~... it 'fI1ft1 GDta u.. .1aNl ...,. fIl ".~pa'I. So 'lid! Qiu.la TIlwu.1OIid pl'QI~ aDd • btap of 

,a"';q/Ucocn-cct tJDtIlll1llUIay. the MIt bapImo ia, daa the cquan, "*" ida CIl&l ibeJMF ~ to ~ (1Rip achaa,p ~ ..1ft.~ c:redQJle. , 
~ aut IP be d. bun..-cimI.aJ MtmeaI7 FIINl dGuo'II ~ad po/kM * ucI.,lIt.poar CIIIaNnaI A wrftllC1 board is just MGther ...... lOr cou.rap, 
:'l~ coukI be mere IeIia.D: ~JIhIlllP n.-t eM ncr ,tor til. bcM:fiteif ~"'IrM''''I'''''iIr~ Or.IIOIISIdIrtd&lMllfher.Wi,r.lt i.E IIDCIlbIr f_ elf WI 
~ j,o. all fmpotCani. inltil~ ALto;_ ...... _ SaI:I1:iar.ndl the ~ cNir fllfif.&5.and _ prUIIiH til pq' ~ n:tS.:EitIICr ".,.,,.•• ~ay 
~lairarcbhuailrlporul'lc:1t~~, 1!I«I:!~1I!I*~.AlilllaStI,~- bc<Sei'~ Car ~int thaa (<< PViAr Mdc. 

Far or "'. fvM pes bIc:~ ffla1!lY ~AI pt fit .ILl_ prICPI4! _ dIIIIIiIIr tbIt dIII_lit__~die pI"OIIIII.ts \0 ..ad ...ry'Jaat ..... elf Ita far'llp-: G' 

Ulf ~ W0cd6 .-althat At., ............ -tUt~IiPl....crIMWlctr-' ~_iwCncr.,.icHIIn'ellQ'" 

'If:Orl;! 1'i.Aa.IIC:iaI"".twrW,:ait!WarJl••1-=- pl.:iclll'epl'lIc"W.pr&iIIkID&e1I.hlialwr~· TIMn-. MCbizIr ~ with' ~ and cMna'& 

a-d' Jd-wy·fWId -» e..ublished "''''IIoIMl' J_ E-:np.,. ......... ct.e 'TItc IMT is 1IOIhiIIr.-nlllf 'C'\Lb ~~ BIlt 1IIGIle)' U 

leMc:r oC W1: f'IIICtt. \1;1.-1\ a COIIIItI'7 anO,.-:!. 101: IMI'I' W Id¥IrIII.. Ia fIWIIIr1 ~ d.r.1..,- ....nn' ju:at ~pe.r.Just at Usc CO\UIQ')'.thupnnisa.1\oc1Gand 

m."II:i~1iocJ becavw: _ O'~tIr1><1td Ulat' iDItI-, ""'" CWl'CII(J, ~ It. nlM IUM,'Bad the eambift.a.. III ~me WI abuilQD _,fII"IIII'IM, • -.. 

~ r.III ~'. the JMF rui.. jU.o diJ~__bile 
Oft ~_ unns. "-"he eoWd IJirt' an ......-:7 IiIir tb.It! 
Doci _w..v.l &\ud.llt Ii"" .. "'" tcrona ..,.......... 
poH t..plfIIIIr ~ 4ebaI! ' • 

TM cull boo.a.... _ pccipk. It', .. ................ 
i(~ II baiIotA or die ~"'"" bUlkldilll .... _ 
.._I,. r« ~ that ..-ail ~ ........ 
But: cI*f bailClUtll In DO ",...... ctwI &tw ~ 
t'</UI'1I.IcDt 01 ~. In liM I&I'IIt' ..V U II;W. 
Nptty" bc:1:ier t.h.m clcbt4n' priMlI. _ for ~ 
110 ... n...'T balIout G bettcr Ifill' the ~ ft cla 
......\11 Wft coIlalliM '" t"IeJ\ II .aN!! ~-. 

n.e IMF'~ nrt,y...i>a a dOt CNiUIil tilt 
""1I~Ddt [II Bn.WII''''' 1&.l.tl.!oII ~~.u. 
....WI AInmic:IUl cIcbt cn&ia at \he "£ict!-- ...... _ 
DI:Il& oC &at:1anMr ScMat lice. III \M AIiu __ 
01 tM aIft'tII1 cIebl c:ri:Ii.. \be, 1w:F ............ ar
~,a..,on:wa IO''tnllDaIU to U. II III M
\~:' .- ,: • 

,,' .. 

A Dost ojIWzlum 
It"tM......~,tlMl ........ _ ...-. 


pooplc. TIle ua -.Jb·....cribca ........_. 

tIt). ~ &lid ....., 4i~ 'I'tI.I';' !.be 
C'IlQII~1I1Ii to 1M ~1IId~_..... 
UIl'.-y'poIiciea 6.t pat llol aat.,.a __M 
t.raobM, I..... _ .... e-1II.iP ............ 
............;c~ -S hIP ..1ClIIIpIo)bi&O-W 
~~ .... tOftf'lll:r ,.:_... G1IItic& 

TM IMr. ~ ..-oodd "'''' do f. ~.-D7. 
Som.e.1aic.t ~ UoMd Stata, _ ... ,....... .,dMIir 
I\&\ural and IawMn __by pod ~ ill Dcir 
N~~.. 1tIIIl by c.hdr tf.Ilbk poI*IoI ........... 
that they GQ&ht to ....... t'lr'ilftl CIoII'ftIltD .. low 
LUes. Fraa thb V'IIU!. It k euy to ~.. I.lot 
1Mf"• .d\io:-e IIeeIS !lOt be (••~ UI)-.rheoc.1t inIi\. 
\If man diftIc:I:Jt \0 ~ "'''It die U4F.......1J' 
cb$jiI<I'NU b;d ",iat. It iL\ haidu still to ..... tb.Il 
~tlOII;u butnllCnu ~. ddibenwq ~ 

..<:OMInUC. rt-1A 1\0 lUke poor """"'_ 1'Idf ... . "tt 1UdI.~ I:'e b.tonIDIC _ ....... 

tioft fI tdt.~ u4 hIP ....... 1M ~ om by Ih.It lftaU!a,':l ~.bOvd-_~U.IL 
....1<I')..,....cy1hc lMF,'" 'fWlIIcl J IIdU It (lhGIald Either~. iDarbul~_nlr)~. prDIIIi.1.aa 
"..1 1M ~ ed-_ .... !Nt c:..pus .hOllld rlCIt .nd tnt the ruoh'li! of asry 1I>CI:'IIuIa.ma that dcd.vc 
".. II d6IIsr elf ~I tt t.Ioe~.w \'aI_ All ~, eVeft ~.~ by seacc:r 
w-carr Fad ..mOl &hc'l' .\In siwilc c-i .cl>icc.
'11 CMt. 1M ~ UlF ~.~ ft&l· 
~A~IUn.,"'IIU&tI.3I:lIIil1beCDlIIIeqI1e11tC11 
elf IU II'IIItaia. All ~ l\neIIO'.atfall\oN 
~ n.b.u:: lite r"'12I11J1ocm __ dlba-1If.Op Clftt. 
l1li' _, iaI.orr IJwI u.. ~-a It ar atop bid· 
iIIC D.t dIrV Ma"I:t elf. buIt\II,r ~ IUPFb: iI: _I 
IUp bcInowinc f.... tIIran Ii call us 1\0 p8y de«lt 80" 

.,..nu."", ....a-,......tic,..". atliCc,lfcM
lliU' did ...'1fdotroM 1IIIr. ~.. 1II&I'bt waJIcI 
~ lllA.a 1IIiUQ .... ,cafIIJ ...,.. 

0... IlL cNI:s bIIl'UdIIId UIt paiIl wkre WiarIaI 
~ ... pat .. lid ,.a.a. bWNI them.. EM 
tMr...,. sua-- c. ..... reI'GnM. H~. 
Dc ............ IDIO ~....__ it __ 

or Ii"- ...u IhGee bl.cked )1~ &.al apWI ncb 
1Ither,.piut fGId. ~ 0'tbG0 CoI:nmadiIia. 

Aft II1d~ ~ncy"boIrd ".i1111O't 'bllIItIML' 
c:rediblt Ihah lUI)' ocher pramlaa aa.taclrtd by the 
SIIhano t~romeftL IMP' fWldi1lr for JndMe
tis', bUIlauptcy sboul4 tOC\lS on llle COWIlQ'a crtdibil' 
tr.)-, Mt em 'II>Iw!tha it er..,1a • ~ board,

I 
IntJeSrin., 'or P"'.Ol;t ' "\ 

-'''O/'~' i, 
. U toM IMF didD't e:d4t..lt·woWd be 1ItCtIW7 1.0 II>
"'CAt it. £~ want.i a f.rft huIeh. Gow~ft\l 
~ II DGIraI ~ to pratIip:y, BaDka hi..... 
NIIInI cp 101rmrl UId bcIrrow aN IcI'Id qaiII,C'Vco 1\0 
IJ""C'IIIWIIfI.. BlUt Iftd ~ (aU- t-m and 

.....ct. ...........-' ~1IOCia.Iiam\a. ' h)~~ 1M .-wld·& Ifi.naAd&I inoItic.om
~ ..,. eM ............ '-"r..... 1ILF' _ 
...... opeD I'MriIIIu ud IIIIIAIl ...any tIiUI n ja, 
.....,Uat ftIIW fI'It ~~ 1\0 .bamt. 

Ia~ .....,............-m&~dtmiaale 
di.-.&ra ., .... lat..Mdllul ~ Fund. n. 

,.... GIIIIInICt .. VIc lMr. tIppOIUIiID 1\0 , ~ 
........ 1_dllll..... -...,... .. !.be Oinum 

~'• ....-& 1\0 ea..rr-.....n'"biIIioIl 
....... ~ ... .,.fImd. 


A ~ boIrd .,... .... """, ... or .IIS' 
peel .. ...,.... 11 .aIr. or crwta:t fardp t'IlJ

.....,....~ fGr CUI\:tIIIC. MrJpao hi c!mIIa. 
'-II-"Ctd by a dallu-III thor ftIlIIW b:aalt. Jlldivict. 
... ~ .... r.·.,ldhm' CLIl ~ lbit UlCAaIlC" 
to ..... IIIrt ..- • eM &.It dalbr, 

TN LMr dIDeIII'l U'let • 'ewTa1<7 baird 1ft lacIolIt
...: It a,.. 1\ ~ UIc: l~.c"":IIQ_t ftlWtt 
re'Lain aioftc:"'" r........·;u-... f1!' ....... baalr.l ccIlIp!$e. 
8.rt Wt& -'-'r ':'... llld,,=--an ~t~. 

_!lilt ,......-.nt.....cb IIIisIupa. bat 1M IMF W. cOI\Wn 
tb_1I:mit th. d_~t. letdl die 1esI_ chal ahouId 
be &.1II"ntCI and 1I'IG''e on 'ID the nUt c:yck. 

It the 9'IIIid had to irIve.rIt r.bt Iftt.l!ml1ional M_ 
UP')' ",11116 ftOW, it woW. pWibIY be • pri\'Af,e WDIIJ' 
Doll. dnwirIJ 011 capilli! ill\'uttd,"r banIca _lid w 
",wid UId p*,rinc .. 1Iic!i MUnI lin &avatmnl. \I;t 
~ .,..tar II ",'Ilr'id 1ft "1IidI1t cUd nUc Fi'1I~ Api
wand pill Jln:1lrU\ hm w ";"'v or IIW'MtI. Slit 
.biIe it', .til iDstnImnt or p'_ntt. \.he US, 
daoWdbean~, I 

Aft III&.t CD&IicioII 0( labor. ~fA. cold bo&C& 
and C~\I oppa&ft more liS: IIlMit ror do" 
1M!'. but UIc)' doII'l ~c thciT COlIncry" !AWUla, 

TIle mast illlponant cap!tali5lfawllry • ..t.\dI if. .ta.o 
the> ...nr. ~ Indin.!: !\:lOon. "houI" rulite dut 
dI....QIIh 0( lu dtit.clu ~ in !:ute put on a 
_ld lyelelD that puabhcs to.4 Po!IC:ic:. ...,.d rllll'tcs 1ft. 
~t~1I\l1\o wPl"01't•• 

. . 
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Secretary of Defea.e William S. Coben 

Security ImpIlcatioDI of Alia', Ecoaomlt: aod Finaacial Cmll 


Houle Committee OD BankiD~ aDd-FinaDcial Service. 
 i 

January 30, 1998 I 
I 
I 
i 

"Wlren Kraluzloll blttW IlPllrt In 1883 In one of tlt~ HlorlJl.'IlIIDSl ctltll~I""c 
uplosl.,ns, illoolt. th", mont/II before Ihe flnt evidl!llce 0/d" "lIptJon offJtWc WtIS 
visible in Awu,lca. in tire form ofb,llIill'" sfUUelS crellled by voleMic tUh cirdmg the 
glob,. ' 

"Wh,n th, 1upltth Melted down, it 'ook OBIy minutes to/,,' th, ~'HrH'tII{ons." 

'ThiA receat cOlDment ia The NewVork Timtel vividly IUultrata how i.uda 
the wo:rld baa .hruak,~makiag it hllpoulble for the Uaited States to retreat to a 
coDtlDeDtal eoeooa ad requiring UI to be eagaged iate1'llatiooally .0 tIlat we caa 
hdlllleDce thOle matten that caa Iffect al. . I 

I 

.Mr. Cbairman, In oMer to uDderstand how the curreot A.lan ecoaomlc IDd 
. fi.aocl,11 emil ..ilht .aeet our lecurity, it ill nCCeillary to fint undentaDd our' 
aatloDIII.ecurUy .trategy, both of today aad or the la.t hallceDtury. . 

I 

At Ibe eDd of tbe Cold War, It WI. comDloDIy .ald that leeurity owu ~ belDg 
. displaced by ecOROmiC. 8J the mealure of Datlonal Ibrengtb and the arena for the 
eserclJ,e ofp01W'cr. Thil w.. DOt oaly aDalytlcally shallow, itw.. hi.torlcally b~Uow• ....~ 

I 

Througbout tbe Cold War, our intemationat security and economic p~liciea 
were illlterlocldnc. 

. I 
ID 1f'ad, the Interaltlonal economie and trading .y.tem the UDited Statu 

createCl in tbe wake of World War II W.I eatablilhed before we develop~ ODr 
network or security alllaDCeD around the world, and tbe two 'Y.telQl were matually 
reinforcing_ 

I 
I 

AI /Paul Nitze described In our Dationaa game plan for the Cold War. N~C 68, 
oilr IItl'ategy wal. "destIned to falter a world environment In which the Am~rlcaa 
'Yltem can survive aDd flourilb. Ie therefore reJecll tbe concepti of itola~D and 
.ffirmn the nel:ellity ofour pOlltlve participation in the world commuDlty." I 

It went on to note that tbil really Involved two dilltiol:t policiu.Onl ~al to 
contaht tbe Soviet VnloD. The other OW.I "to develop 8 healtby iDtenliltiollal 
community ••• which we would punue even ir there were no Soviet tbreat (and 
whleb) II the long ..term con.tructlve effort in wbich we are engaged." ADd la~DJic 
to bOt~1 wa. our InternatioDR) economic poUcy. . I 



I 
It ill preclaely this .•ame long..terra CloutruCltive effort .in wbi~h we! are 

cDKlIged. today, after the end of'the Soviet threat. in order to fOlter an international 
cDvirollllllent 1u which America call survive and thrive. 

~ ..... j 

1L'hiJ Is not an arcument I have produced for todayf. burin£.· It is a~ the 
beart of' our def'en.e Itrate&Y_ i 

I 

..JAn year, the DepartlaeDt of Derease undertook the mOlt (WldaIDlataI i'and 
comprellleDllive review ever conducted of our defenae po.tan, poBey, aad progr~mJ•. 
Tbe QlJllldrennial Defenle Review (QDR) exam1Ded tbe aatioDal security thre~t8, 
zilka, aud opportunities faebag the United Statei today and out to the year 2015. i 

I 
I 

lia.ed on tbis auly.", we daiped I defenlle strategy with tbree ceatral 
~ I 

element. tbat we .ummarlze 81 Shape, Respond, and Prepue. . i 
. . I 

~I'he Dnt of'tbeae .. perlaap. the most crucial - to .hap. the intemationai . 
•ecurlt.1r eDvironment in way. ravorable to US 'ntercab by promoting reglonll 
ltabllltJr and nducillg threafl. . i 

. ;1\ key ele~ent of Ibapllll. althoup by no meuu the only one, i,1 our 
ecoDomic ellgagement III tke worieL TbiJ it cIatnl to oar curreat .tratecY. but It 
bu in fact been. coutant of Americaa poUey for halfa century.· J. 

·-r 
I 

. .~s NSC-68 described It, "fonlea ecoDomle poUey II • major in.trume't .~ •• 
whlcb 'c8D powerfuUy mOuenee the world environment Un way. (avorable to the 
s£curi~f aad welfare or tit" COUlltry." . : 

I 
We are the beneficiariu or tlie wl.dom of the generation ,ybo preced~d at . 

J 

. and W~IO created thl. Intematlonal .,.tam. I 

! 
The .uccess ·01 tbeirpolicy b .. beea truly utouadfng. a. America .a~ the 

world e:a:perieaced prosperity .carcely imaginable to earlier generationl, and a. 
natioD.lI destroyed by war· aperieaced eeonomfe miracles that .olidified ;tbelr 
aasceat democratic inltitulioDJ and made them powerful alliel. : 

, . I .' 
It. defining chancterlltle of tbb lateraatioDal .YICem hi. been .teadlly 

> • I 
-

described, but groWIDg IDterdependence belWcea ec:onomka and tecurlt)'. 
. 

growilllg Interdependence lIot oaly between couatnu, ., Sec:retary Rubin haa 
. I 

I 
A simplistic but a.efullaclc train II that: : 

-Security breeclt stability. 
-Stability attracta (avatmentt. 
.IDveatmenlpromota pro.perlly. 
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I 

And thlJ vfrtuoUI ~cle buRd. on itsel! as pro.perJty further eD~aDce• 
•ecurity and .tability. i- . • I 

Witb this overview of our defeDle atratelY. let Ille tum toitl appnca~ioD to 
the CUITent emu tbat l& amicting Atl. aDd affecting other region. of the worl~. 

I 
" 

I have JUit retumed1from vi.i&g levell East Allaa capita" ,.,here I dU~UJ.ed 
the 'Dllpaet of the 'criJi, wUh .caior leaders and leveral c:onfereucel of leading 

. thlnken. The buoyaat Ali.D pride .0 evident -OD IBy maD)' previous trip, :10 tb~ 
regioD illoae. The .eD.e ofvumerabDity aDd 1011 of coDfideDce 11 palpable. ! 

And below the lurface tica "bat ODe of our ambu••don daeribed ~. the 
uadiv,! memory" that maDY in tbe regiOD have ror aD earlier period ill which ~rmed 
collfro'DtatioD rather than economic cooperation marked regional "latIoDJ. i 

i 
It is tnl)' a emil. a "tumiag point" iJm the orlglaa. Greek meaDiDI of tbat, 

word. ACI'Ol.Alia, major reall.llmentJ are being Diade. ,1 .' 
! , 

TblJ can be ,.vorab'le to UI. Durinlmy traveb, ofDclalllD the reston were . , 
more IDpen tb8JI eYer to working wJtb the U.S. CD many froDb, IDCludiDg lecur;lty. 

. I 

But It we pull back from ncb engagemeDt at thb critical jundure, "e wW 
DOt Dilly damage current relaCionl, we mayadvenely affect aD eatire generatioDt, 

aHltud.c"towar.t America. i 

It is clear to me that we mUlt remaiIJ eagaged - not becaulc It i. m! All.'. 
interelt. but becaule it iI in America's IntemtL i 

I 
Secretary Rubin can better delcribe how America'. economic: future II 

deepl:r eaMmed with thata! Alia. I would like to empha.ize that our iatm!lt gall 
. beyOlild ....de and inveatment - it iJ .tnteglc. i , 

i 

Soutlle.le Alia. for example, hal been our falCeat growing market and our 
fourelillareeat market. But It allo I, home 10 30me of the atOlt .trateglc lea hDa of 
comDlunicatlon and navigation choke point. in the world, the arterie. t~roUlh 
whicb the lifeblood of modern economia flow. ' i, 

I 
And working with our .trateglc partner. in Southeast Asi, will bel key to 

maDllelnl the emergence orChina. i 
I 

Our enduring 'Irah:gic intcreat in the .ccurify and .fabllity of IA.ia II 
refleded in the three wan we have fought there In fbil century, .t tbe co.t over" 
100.(1100 AtnerfcBn live •• 

1 
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. \\;. 
, I 
;1 

I 
, , " 	 " ,I 

,.:;4,tlat....o refle~'.~,~~~ ,tbe~t~~lIi~e e1l'orU we bave be~l1: ma~gto~f~r~l,r~eD 
ouremaaca and other Iccunty tiea lD tbe region 8ndre-orlentth~~'~to, the 
chaneal:eI.~fthe'future.' i' 

- . 	 I 

'Ne Ihould aot uDdemtllDate thes. cballenee.: I 
. 	 1 

• 	 AllI hal a collCflntradoD of competitive ltatea with the world'.largat JiliUt.~ria, 
lom,~ ofwhlch,@ft nuclear armed. '.' ,:~' : . 

, 
, 	 I 

• 	 Aacl[ent rivalries, hidden beneath tbe rillag trde of pro.perlty ia recellt de~d... 
may re-emerge 11the waten of .mueace RCede. : 

• 	 UaJ'leJolved dilplitel over borden aad .trategieaU)' located Island. could he~ome 
fJUllpoiDts. i 

I 
• , i 

• 	 Deel~...eated etlmlc tealiol'll could mCRae perceptloDt of unfatr, economic 
bunienl, l~dlDg ,to Ivelal uarelt aad political turmoil that could· iplll :;oyer 
borden or eatiee advelltllrUm. ' . _ j 

, 	 , ." I 
II 	 ADd, oa the Koraa pcaWula, the crUll ralles coneenu that the North could 

, 	 I 

mllf:akea)y coaclude that thlill an opportu.ae time to act again •• the South. I 
- I 

)ypeclalb' darlag tbil period of uncertainty, It II very important· rot the 
Uaited Statu to--coDtiaue the ItabUlzlng role that only we cara pia)' - throUi~ our 
mUlt • ..". '.pollticalaad economic eaplenacat. I 

I 

I 
A peraptloD that- the Ualted Statu it Dot coUlmltted to remainlDg ifully 

. eDsasccl fa Cbe region could trfger a leriesof actioDt by regloD.lplayen~ the 
outcome ohrhlch 'Would be hard to anticipate - or to .top, once Initiated. I 

i 
I 

AcconilDIIy, I latend to continue DOD'll viloroul engagement efforts 
tbfQugllOUt Eut Aila, Including Southeut Alia. During my recent trip, we r~ched 
concrete agreementa under which: I 

. 0 SiDleapOre Is building a eanler,,"pabl~ pier for our ule; 

• 	 our foree. oace apm are .ble to vi.it and train in the Philipplnui 

i 
• 	 we :have atabUshed mecbanisml to Implement aur reviled defense cooper~tioa 

pldeHa.. with Japan; 1

• 	 American alld Cblneao operational military omeen will begin direct taUm for tbe 
fin't time; and - ; 
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• we \tw Inltlate B,fratepcdl,I...ewitb. IndonClI~ 
., , , '.,' . . . ' 

J3lutmllitary engacement alone wUl hot ensure .tabfUty la the regioa; ~ven 
more.. t1lm' durlne the. luf five decadel, our mUitary, political and ecollomie 
.trategilil mut be fategntecllf tbey are to succeed. ' 

I 

. I 
1111t b wby I fully .upport the Praldollt'B propoa ... to col1trlbute oar' .hare 

of nlOU:rces to the IMF and. to the He.-' Arraagemeatl far BOrl'Ow,lI1g. i 

I 
Secretary Rubin h.. explllDcd tbe key role the IMP iI playmg tn. pl'Gmo~g 

the reatclntioa of fIDlDclal.tablllty ad the deveJopmeDt of more Irlnlpareat, ~pen 
ecoDomla- and Ilow tbat bend.. ... I 

- . I 
-j 

E[e hal also explained the l.malIen.e leverael w. plD ror our rllourees when 
we wor~; tbrough the IMP. 

I 
, I 

I would' merely add thatjbeca1ile there lire DO out ... y. a..oclateetwltbl the 
appropt'bltionl Secretary RublD II Rqaeitmg, it wm pOle DO rUk to ourdelfll.e 
propanlt DOr for fIIat matter dau it po.e a risk to lay domestic program. I 

. I 

1'be real rUk tia hi fal1llle to act - whim could,. through I "rI~ 01 
uDpredld8bl~cveab over tl"e, COlt Dot only AmeriClln dollan aDd Amerian J~b., 
but po.llbly CVeD Amerlc:&D lives. . ! , 

I 

i;ot nve yean followl.. tbe flO at Berlin Co the Allied Powen. we Itru"led 
•• a Nation to fiad our foorille darin. tbe pOltoWar traDlltlon between two era•• 
Slplfidlat hlitlativel were punued - the Bretton Woodl .,..lteJD, the Tru~an 
Dodrill." the Manhan PlalL Yet enveloped In the "tal of peace," thae actions ':Vere 
like a 'f!rles of pe.ks pokiDg thnucb a carpet at cloud. that obaeure. the temin 
wllicb C.JDDectl them. . I 

I 
()nly with the Kama War W8. the fog lifted lind the true lanciaeape 

revealec!, allowing a conceptual conHDIUI to develop that America wa, engaged lin a 
Cold WI.r. ! 

fror eight yean after the tan or Ibe Berlin Wall. we have talked 01 beia:g In 
"tbe pO'lt..cold War era," a Domeada'ure awkward bee....e It defines a perio" by 
what It II not, ratber tha. by what it II. Fllr from belDe all era. "polt-Cold Warn 
delCrlbf!l a traall~on period bltwee........ . I· 

i 
I 

It It quite pOlllble tbat tho.e who follow 811 will look back on the chot.:e' we 
. mike tD the midst of this crith and lee It .1 the deranlng moment or. new era.. ,

-I 

'+.;. . 



~ " 

I 
. j

,choole eitber to withdraw from the world ,In the 
, abr,oadai"e minimal, or that'thole IDte~elti·~lil 

benign negleel. 1 : 

I 
I 

adleCliIoJi)il,uI't,:,bomadcl 

..\l.:enlattrv'lY.\;1ri:~~,~l.;,dloo.e to be enClcedl reeognlzlllgtbat wehave~ever
mUlt actively proted aDdpro~ote thole iDtere~t•• 

I 
I would areve that there really i. no choice at 

IIlL i 

" ':',::c;,:: I 

l:t w~.l::e~;~ffl~~~!Hr rapol1llb~l~ to the out leoeradoD, a~ t~~! War 
generatloD did ror:,u~i~enwe mUlt remaID engaged - politically, mlbtanly ID!i 
ecoDoiD.lca))y. . ';~Y/;~~'; I 

, ... ' ! 

'f' 

;':;:":"i"':
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DEPARTMENT OF THE TREASURY 

WASHINGTON, D.C. 


May 29, 1998 
SECRETARY OF THE TR£:ASURY 

The Honorable Newt Gingrich 
Speaker 
United States House of Representatives 
Washing'ton, D.C. 

Dear Newt: 

The continuing financial tunnoil in Asia raises serious concerns that I think warrant our attention 
and discussion. The reason for my telephone calls was to update you on the situatiori there and in 
other emc!rging markets, and to outline what J believe to be the implicatio~s for U.S.linterests and 
policy. Given the urgency of the situation, I would strongly suggest we discuss these issues in 
the near future, as I have with other leaders in both parties.' . 

Many of the countries affected by the financial turmoil in Asia are our longtime al1ie~ and are 
importan't to our strategic interests. This region has also been integral to U.S. economic growth, 
consuming roughly thirty percent of U.S. exports. . I 

While there have been some encouraging signs of stabilization in a few of the key AJian 
countries, these countries still face many difficult challenges. As you have seen in the press in 
recent days, there is serious concern about these issues in the financial mar~ets. All 9f this could 
represent a renewed threat of financial instability not only in Asia, but in other emerging markets 
as well. As Chairman Greenspan noted in our joint appearance before the House Agriculture 
Committee last week, "there was and is, a small but not neglIgible probability that u~set in East 
Asia could have unexpectedly large negative effects on Japan, Latin Arllerica, and eaktem and 
central Europe that in tum, could have repercussions elsewhere, including the Unitedi States." 

. I 

Whileth<::;e are complex issues, the direct and indirec~ effects of'such financial disloLtions on 
American export markets, financial markets and overall economic health could be ve~ serious. 
[n my view, a view Chairman Greenspan also expressed last week, the risks implicit in these 
events, although small, make it more important than ever that we make every effort tb see that 
the international community has sufficient resources to respond effectively to help piotect 
American economic and national security interests. 

I look forward to hearing from you. 

Sincerely, 

Robert E. Rubin 



I I 	 I .; I '" I I 
,. 

Withdrawal/Redaction Marker 

Clinton Library 

DOCUMENT i'iO. SUBJECTfflTLE DATE RESTRICTION 
AND TYPE 

I 

I 
I 

001. Memo 	 From Robert E. Rubin to POTUS; RE: Report on Asia Trip (2 7/9/98 ~l!b(l) (.c.) 
copies) (4 pages) 

I 
I 

, 
I 
j 

This marker identifies the original location of the withdrawn item! listed above. 
For a ,~omplete list ofitems withdrawn from this folder, see the 

Withdrawal/Redaction Sheet at the front of the foldek . 

COLLECTION: 
Clinton Administration History Project 

OAiBox Number: 24126 

FOLDER TITLE: 
[History of the Department of the Treasury - Supplementary Documen~[22] 

jp2 

RESTRICTIPN CODES , 
Presidential Records Act - (44 V.S.c. 2204(a)[ 

PI National Security Classified Information (a)(I) of the PRAj 
P2 Relating to the appointment to Federal office (a)(2) of the PRA) 
P3 Release would violate a FedE'ral statute (a)(3) of the PRA) 
P4 Release would disclose trade secrets or confidential commercial or 

financial information [(a)(4) of the PRA) 
P5 Release would disclose confidential advise between the President 

and his advisors, or between such advisors la)(5) of the PRAI 
P6 Release would constitute a clearly unwarranted invasion of 

personal privacy l(a)(6) of the PRA) 

C. Closed in accordance with restrictions contained in donor's deed 
of gift. 

PRM. Personal record misfile defined in accordance with 44 U.S.c. 
2201(3). 


RR. Document will be reviewl!d upon request. 


; Freedom of Information Act - [5 U.S.c. 552(b)[ I 
bel) National security classified information [(b)(l) of the FOIA[ 
b(2) Release would disclose internal personnel rul~s and practices of 

an agency (b)(2) of the FOIAI i 
b(3) Release would violate a Federal statute [(b)(3) of the FOIAj 
b(4) Release would disclose trade secrets or confidential or financial 

information [(b)(4) of the FOIA) i 
b(6) Release would constitute a clearly unwarranted invasion of 

personal privacy (b)(6) of the FOIAI \ 
b(7) Release would disclose information compiledjfor law enforcement 

purposes [(b)(7) of the FOIAj I 
b(8) Release would disclose information concerning the regulation of 

financial institutions (b)(8) of the FOIA) I 
b(9) Release would disclose geological or geophysical information 

concerning wells (b)(9) of the FOIA) I 

I II J ! I :,' I 'I I 	 I 



TREASURY CLEARANCE SHEET NO , 
. ~. . Date July 7,1998 

MEMORANDUM FOR: SECRETARY D. DEPUTY SECRETARY 0 EXECUTIVE SEC~ETARY 
'ACTION 0 BRIEFING 0 INFORMATION 0 LEGISLAT:ION 

o PRESS RELEASE 0 PUBLICATION 0 REGULATION 0 SREECH 
o TESTIMONY 0 OTH.c;;.E.<;>.R_________--...:.___ 

FROM: Under Secretary Lipton 

SUB-JECT: Memorandum to POTUS re Asia Trip 

REVIEW OFFICES (Check when office clears) --, 
. i 

o Under Secretary for Finance 0 Enforcement o Policy Management .! 

o Domestic Finance 0 ATF D Scheduling 

o Economic Policy 0 Customs o Public Affairs/liaison 

o F,iscal 0 FLETC o Tax Policy 

o FMS 0 Secret Service o Treasurer 

o Public Debt 0 General Counsel DE&P 

o Inspector General o Mint 

o Under Secretary for Int'! Affairs D IRS . 0 Savings Bonds .1 

o International Affairs D Legislative Affairs 
D Management o Other I 
DOCC 

T.Crawford 622-0359 ! 

'iU!yreWi:~s< ••;<, .•••.. :/ .••..••••.•..••. ;:••••..•.••••.•••.•.•. " ·•·•··•·•·•••• ·) ..••·•·••.••••••·•• i· >· .• •••·· ••··'·.·.:;i/??·i ..·...·~·· ..·.............;...... !i:f j· ••·.2FT,.'; •·.· •.••.·v·.•.•. 
D.Lipton Ssft,./ UII 3431 622-1270 I, 

i· 

i 
I 

I 
1 

SPECIAL INSTRUCTIONS 

o Review Officer Dale: o Executive Secretary Date 



l •• • 

_ !?rep4\.,.J ¢ ?-J)~(/ Iff I . 

/"--'1'1711- (f;e9! c,....Wftr2~lfM..../ 

Sh~~) i 

~ /Vt-<- n #~(S"(,,!n~J 
._ ,/1/ {, "L c. fb ~F 

.-- /t-pd- 61< . to ~~~ . ! 

w ' r- c- VI. -.r P""" tV G ~ 

( I t'11K' . I , 


~ C-t-..~r· "",-""A. 7/'f/72r 


- !2/~l-' (}tc 'tb ~~ 


I . 

I 

Nt.Ij) I!P't/'fY
-- f~ L-bj I,,/ ('MA-7 
~ . (b/~) 



/' 

·vJ\~~ 
A . 

vv ~ -'\f. u' c9~\ 
vlY~ 

.~
D<\/ 



; I ,: I II I I I I.. 
Withdrawal/Redaction Marker 

Clinton Library 
DOCUMENT NO. SUBJECTfflTLE DATE RESTRICTION 
AND TYPE I 

002. Note RE: Changes from Previous Document (handwritten) (1 page) 7/8/98 

This marker identifies the original location of the withdrawn itemllisted above. 

For a(~omplete list of items withdrawn from this folder, s~e the 


Withdrawal/Redaction Sheet at the front of the folder. 

! 

COLLECTION: 
Clinton Administration History Project 

OA/Box Number: 24126 

FOLDER TITLE: 
[History of the Department of the Treasury - SupplementaryDocumen~[22] 

jp2 

RESTRICTION CODES 
Presidential Records Act -144 U.S.c. 2204(a)1 

PI National Security Classified Information I(a)(]) of the PRA) 
P2 Relating to the appointment to Federal office l(a)(2) of the PRA] 
P3 Release would violate a Federal statute l(a)(3) of the PRAl 
P4 Release would disclose trade secrets or confidential commercial or 

financial information l(a)(4) oBhe PRAI 
PS Release would disclose confidi!ntial advise between the President 

and his advisors, or between sllch advisors la)(S) of the PRA] 
P6 Release would constitute a clearly unwarranted invasion of 

personal privacy [(a)(6) of the PRA] 

C. Closed in accordance with restrictions contained in donor's deed 
of gift. 

PRM. Personal record misfile defined in accordance with 44 U.S.C. 
2201(3). 


RR. Document will be reviewed upon request. 


Freedom of Information Act - IS U.S.c. SS2(b)1 

b(l) National security classified information l(b)(l)IOf the FOlA] 
b(2) Release would disclose internal personnel rules and practices of 

an agency [(b)(2) of the FOlA] I 
b(3) Release would violate a Federal statute (b)(3) hf the FOIA] 
b(4) Release would disclose trade secrets or confide1ntial or financial 

information (b)(4) of the FOIAJ I 
b(6) Release would constitute a clearly unwarranted invasion of 
. personal privacy [(b)(6) of the FOIAl i 
b(7) Release would disclose information compiled for law enforcement 

purposes l(b)(7) of the FOiAI I 
b(8) Release would disclose information concerning the regulation of 

finaneial institutions [(b)(8) of the FOIAI i 
b(9) Release would disclose geological or geophysical information 

concerning wells (b)(9) of the FOlA] I 

I 
I I II i I II I" I I 



~1-9"98-SE-Ol0082 


DEPARTMENT OF THE TREASURY 
WASHINGTON, D.C. 

ASSISTANT SECRETARY 
AUG 2 8 1998 

MEMORAL~DUM FOR SECRETARY RUBIN 

DEPUTYSECRETARYSU~ERS 


UNDER SECRETARY LIPTON 


FROM: Timothy Geithner111 

Assistant Secretary, International Affairs 


SUBJECr: Treasury's Next Steps in Asia 


I 
I , 

The existing approach for addressing the Asian financial crisis has been reasonably sUfcessful in 
stabilizing the financial situation in Thailand and Korea and now appears to be bearing some fruit in 
Indonesia. It is nonetheless clear that real output is still declining, necessary restructuling processes 
are moving forward only slowly and there is a real risk that the current consensus betJeen the IMF 
and Asian governments on appropriate policy measures will erode given the absence dftangible " 
signs of economic recovery. i 

In order to start to address this risk, this memo reviews some proposed modifications t6 the current' 
, 	 I 

strategy arId some possible new initiatives that may help to address the situation. Our initial' " 
conclusions about some modest strategy adjustments follow, but given the speed with ~hich events 
in the world are currently moving, we will continue to consider more radical shifts in tpe current 

policy approach. ,i 
• 	 Th,e current macroeconomic policy framework advocated by the Fund in Asia 

appears to be broadly appropriate, although there may be some scope for ~dditional 
easing of fiscal policy, particularly in 1999. We continue to believe that a mbre 
aggressive easing of monetary policy beyond what has already occurred.will pqmarily 
undtennine currency stability and will fail to have a major stimulative effect giVen the 
insolvent banking systems and over· leveraged corporations in the region. 

• 	 It ill important to accelerate the current pace of bank and corporate restructuring, 
whiich has thus far been too slow, with important costs for economic recov~ry. We 
thelrefore are exploring more aggressive approaches to bank recapitalization and, 
mel:h3:nisms for increasing the incentives for corporate debt restructuring.I 'While 
this can be accomplished under the current case-by-case restructuring fra~ework, 
we will also continue to consider whether a more systemic framework for i' 
res.ructuring is necessary to. break the logjam. There are nonetheless a number of 
important technical and legal difficulties which will need to be worked throug~ :before we 
couId advocate such an approach. In the meantime, we will continue to press fdr 
t!l~remen:al improvements to expedite tl'':! ,;:S~Z":!ctl!ring processes. 1 

We 3bould support a ne~ initiat1ve led by the mul:nateral developm.:lll b:urks 
(;\tIDBs) to provide additional resources to strengthen socia) safety nets in Asia. This 

I 
.. _._..._._ ...__ .. _,.....L 




is critical to efforts to mitigate the effects of the crisis on the poor and unemployed 
anld to maintain social cohesion. 

• 	 We are also exploring use of innovative credit enhancement and guarantee programs 
by the MDBs and perhaps other developed countries that would allow co~ntries 
afrected by the crisis to raise money from private capital markets even in :the current 
adverse market environment for emerging market borrowers. Beyond t~s, we don't 
think there is a strong case for a substantial increase in IFI or other types ofofficial 
finaI)cing at this juncture, although we are likely to face the need for addition~l money for 
Indonesia sometime early next year,as it considers its budget for the next fisdl year. 

Macroeconomic Framework: The macroeconomic frameworks currently in place JAsia 
generally combine maintenance of a relatively tight monetary policy to control inflati{m and 
stabilize (:urrency values and looser fiscal policies to allow automatic stabilizers to operate and 
provide additional funding to cover expansion of social safety nets and restructuring ~osts. 

, 
I 

• 	 The primary alternative to current policies would be an even more aggressive fasing of 
interest rates designed to jump-start economic growth, either ignoring the consequences 
for exchange rates or imposing exchange controls to limit this impact as muc~ as possible; 

! 
Despite tile v,ociferous criticism ofthe Fundfor its supposedly doctrinaire macroeconomic 
approach to the crisis, it has actually shown considerable flexibility in adapting prdgrams in 
the key ci'isis countries. Significant budget deficits have been accommodated to finahce social 

I 

safety net expenditures and to provide some fiscal stimulus, while interest.rates have been eased 
aggressivdy in Korea and Thailand as currencies stabilized. Nominal interest rates, i~ both 
countries are no!\, at or below pre-crisis levels and real interest rates are not excessive~y high. 

i 
Fiscal Deficit (% of GOP) Over 

Indonesia 


Thailand 


Korea 


InitialIMF Latest Dec 1997 
Program Reviews 

0.5 -8.5 32.4 64.6 10.7 

1.0 -3.0 25 11 4.6 10.4 

1.5 -S.O 35 9.5 5.1 9.2 

n.a. , n.a. 10.8 9.3 9.0 7.6 

Sources: IMF (fiscal deficit), Bloomberg (interest rates); Asia Consensus Forecasts (inflation). I 
• 	 We should be open to further easing of fiscal policy in Korea and Thailan1d during 

the last quarter of this year and in 1999, if sensible programs and a sourc~ of 
firlancing can be identified. This would provide additional stimulus for dom~stic 
demand and increased financing for social safety net expenditures necessary t6 alleviate 
th,! impact ofthe crisis on the poor and,unemployed and maintain the political! consensus 
underlyinll the continuation of economic reforms. Both countries have undershot their 

~ , 

deficit tarc.;ets thils far, however, raisi;i.'; questions as [0 wnecnc!r they can effec'tively 
expand or implement p..-ograms designt:'-' ;0 stimulate the real economy. I 

, 	 I 

I
2 I 
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• 1111 contrast, we continue to believe that further easing of monetary policy is likely to 
. I 

be counterproductive to stabilization efforts, particularly given the unsettled 
e:dernal environment Expansionary monetary policy is likely to have onlyl a limited 
effect on growth until bank and corporate debt restru~turing have advanced to a much 
gr.eater degree, thus allowing credit flows to resume. Capital that can flee th~se countries 
ptobably already has, so the primary effect of exchange controls would be to aiscourage 
the return of foreign or flight capital. i 

• In the medium-term, affected countries will also need to identify and adopt successor 
I 

exchange rate regimes and will need our help in figuring out what these should be. 
I 

Indonesia: While the Indonesian government is already planning to target costly subsidies more carefully in order 
to bring its fiscal deficit (a forecast 8.5% of GDP) under control, it will most likely continue to requirb substantial 
external budgetary support in the next fiscal year starting in April. Monetary policy will need to rem~in tight in 

. I 

order to bring inflation (70% yoy in July) back under cO.ntrol. There is nevertheless some prospect ofleasing interest 
rates as inflation peaks and bank restructuring reduces the need for continued liquidity support. \ 

Korea: Tht: fiscal deficit targeted under the IMF program has increased from a surplus of 1.5% of GqP under the 
original IMF program to a deficit of 5% of GDP during the August program review. This has been done largely to 

I
provide for additional social safety net expenditures (i.e. expansion of unemployment benefits and public works ' 
programs) nnd cover the increased cost of bank restructuring and weaker tax revenues, although the Kbrean' , 
governmeUit has thus far undershot its deficit targets. Interest rates have been eased aggressively and overnight rates are 
now below pre-crisis levels (8.8% versus 14.2% in October 1997). The government has beenJawboni~g banks in an . 
attempt to stem further appreciation of the won and maintain a competitive advantage vis a vis Japan. I ' ,'. i 

, 
Thailand: Fiscal policy has shifted toward a more stimulative stance, with the projected goverriment deficit now 
amounting to 3% of GDP (excluding the interest cost offinancial restructuring totaling 1.5% Of GDP),! compared to 
a 1% ofGDP surplus in the initial Fund program. Through June, however, the budget deficit was undbrshooting 
Fund target!;, suggesting there may be limits to the government's ability to implement expansiririary fi~al policy. 
Money market interest rates have eased significantly in recent months, falling from above 20% to 10-1:2% more 
recently. 111ere may be further scope for easing if the baht remains stable and inflation slows from current levels. 

I 
, I 

, I 
Malaysia: While Malaysia does not have an IMF program in place (and will undoubtedly continue to try to avoid having 
one), the government's desire for large-scale structural adjustment lending from the World Bank and ADB raises the 
question of whether a sound macro framework is in place. The rapid easing ofmonetary policy during August, while not 
necessarily a cause of major concern for the IMF given the limited pass-through to inflation, is unlikely to significantly 
boost growth prospects and has only heightened market concerns that Mahathir is now firmly in contro'l ofeconomic 
policy. The government is also attempting to ease fiscal policy significantiy, but for now has abandonJd plans to tap 
international capital markets to help finance bank restructuring and infrastructure investment. It now plans to tap 
domestic sources (the Employee Provident Fund and Petronas, the state-owned oil company) to fmancJ the bank 
restructuring program and may be looking to the MDBs tofmance infrastructure projects via the SALs.1 

Philippines: While the Philippines has fared better'than other affected countries, growth is likely to be bat this year 
and export growth, which has been robust to date, is starting to slow. The fiscal deficit is forecast to inbrease from 
I% to 3% of GDP this year. Markets do not have a high level ofconfidence in the new Estrada adminj~tration, 
which has sent out mixed signals on monetary policy. Plans to raise $1 billion in global capital markelll have been 
postponed, al1d it is unclear whether it will be able to finance the incre~ing deficit in the domestic bond market. 

I 
Financial Sector Reform and Corporate Restructuring: Critical to the task of restoring 
growth in these countries are the closely lin.!<.:ed processes of financial sector and corpo~ate debt 
f.::structuring. Lending activity will no[ resume to suppert economic growth unless batiks are 

, • • I 
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I 
I 

. recapitalized and the debt burdens of corporations are assessed and then reduced. Merely 
restarting credit flows without a fundamental change in the practices of banks, corpdrations and 
regulators, however, carries with it significant risks that the mistakes of the past willI be repeated 
again, with corporate debt/equity ratios and bank non-performing loans continuing t9 rise. 

Progress under the current case-by-case, voluntary framework for restructuring h~ been 

exceedingly slow in most cases; it is unclear that there are sufficiently strong incef!tives in 

place (for both debtors and creditors) to accelerate the pace ofcorporate restructu~ing. Bank 

recapitalization is procee~ing only at a gradual pace. . 1 


• 	 The primary alternative to the current approach is a more centralized, systemic strategy 

that would force more rapid restructuring of debts, most likely including significant 

across-the-board haircuts for creditors and write-downs of existing equity. .1 


• 	 We continue to believe that it is premature to favor a more centralized systemic 
I 

framework involving massive government intervention in order to force the pace of 
corporate and bank restructuring. There is a significant danger that a mor~ government
driven, less market-based restructuring process would be politicized and lead to the rebirth 
of government practices (i.e. directed lending, crony capitalism, intervention i;n . 
mlnagement) that IMF reform programs are attempting to eliminate. It will also be 
exceedingly difficult to craft a plan that will be broadly acceptable to both debtors and 
cn~ditors given the diverse condition of corporations in the region. \ 

• 	 There is scope, however, for accelerating the pace of restmcturing by ado~ting more 
aggressive approaches to bank recapitalization and strengthening market-based 
in4!entives under the current case-by-case restructuring framework.. Both Thailand 
and Indonesia either have or are in the process of taking some steps in this dir¢ction. 
Work also is in progress in most countries to strengthen or augment the existing approach 
by removing tax and legal impediments to restructuring and improving coordiAation 
mc:chanisms. We will continue to follow these efforts closely, looking for wa~s to further 
stri~ngthen existing restructuring frameworks. \ 

• 	 We nonetheless will continue to intensively explore alternatives to the current ~ase-bY-
. 	 I 

case approach should a more radical approach become necessary. I 
I 

Our propl~r role in this area should be to continue to provide the IFls and govern~ents in 

the region with the encouragement necessary to motivate them to strengthen existing 

frameworlks for restructuring, not necessarily to attempt to micro-manage the prOcesses or 

design them ourselves. We will, however, continue to make sure strategies being pur$ued are. 

broadly seilSible and effectively implemented and that the various parties involved in the process 

are coordinating their efforts. i 


i 

• 	 In addition, we can and will provide technical assistance for both financial and horporate 

debt restructuring, if requested and assuming it can usefully be deployed. 
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Thailand 11as proceeded furthest with its plans for bank and debt restructuring, and appears to be mling progress
I 

both in recapitalizing its banking sector and moving forward with necessary corporate debt restructuring. It has 
recently adopted a new. program providing incentives,designed to encourage banks to restructure corPorate debt and 
promote new lending. and the success of this scheme should be watched closely. I 

I 

Indonesia is augmenting its existing framework for corporate debt restructuring by easing restrictionJ on different 
types ofr('structuring and has recently initiated action to address problems in its banking sector by c1psing three 
banks, nationalizing four others and merging four state-owned banks. Considerable restructuring of the banking 
secto~ is still needed. Also, the scale and scope ofthe debt problems !"acing Jnd~n~sian corporations Irais~s . 
questions about whether a case-by~case approach can be successful given the eXlstmg framework fordeahng With 
these issu~:s and the potential lack of sufficiently strong incentives for restructuring. \ 

Korea is rdying on domestic banks to force corporate sector restructuring, but its elaborate plans lac~ clear 
incentives for banks to carry through with this task and largely ignore the five largest chaebol. Little significant 
progress has been achieved to date. Anecdotal infonnation suggests corporate debt/equity ratios maylstill be rising, 
due as mu(:h to new borrowing as to equity price declines. \ 

Malaysia's plans for bank restructuring have taken shape over the last two months, but we remain skeptical about 
the likely success ofthe plan given its unclear funding situation and the lack of clarity in the plan ,on ~ey issues such 
as disposition of bad loans, treatment of existing shareholders, and tightening ofprudential regulatiOn! Details of its 
corporate debt restructuring plan also remain elusive. In both cases, there are concerns that restructuring plans will 
be a vehic),! for channeling government help to politically-connected individuals and corporations. \ ' , 

Social Sa.fety Net: Strengthening social safety nets in Asia in order to alleviate the impact of the 
crisis on Asia's most vulnerable and poorest citizens should continue to be an importtmtpriority , 
of the MDBs (see separate memo). While our push to emphasize this type oflendingl~lt times 
has run against cultural biases in some Asian countries, these programs can playa critical role in 
alleviating poverty and maintaining social cohesion and the consensus underlying ne~essary 
policy refanus. ' , I 

i 

We believe the MDBs should undertake a new initiative to strengthen and expan~ social 
I 

safety nets in Asia. We will continue to press the MDBs to reallocate (and whereipossible 
expand) f~xisting portfolios away from capital-intensive infrastructure projects a~d instead 

I 

focus on program and project lending targeted at social safety net expansion and' labor-
intensive projects with greater employment generation possibilities. We will also\continue to 
ensure that the MDB pipelines and U.S. bilateral humanitarian assistance flow in a timely manner. 

I . 

• W(! also need to underscore to Korea the important role that th~ social safety nbt, 
I 

including unemployment compensation, can play both in sustaining domestic demand 
, I 

and creating an environment in which labor will be more willing to accept the layoffs 
nec:essary for successful corporate restructuring. , \ 

Financing Issues: While insufficient foreign reserves in Korea and Thailand were a chtical 
factor at the start ofthe crisis, a lack ofofficial financing no longer appears to represertt a major 

I 

constraint on the refonn programs being pursued in the Asian countries most deeply affected by 
the crisis. [ndonesia is perhaps the most obvious exception. Financing ofeven larger fiscal 

I 

deficits in other countries \vould also tend to require greater official financial support given the 
sharp deterioration in access to private capital mark~ts in recent months. 
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• 	 We do not believe additional program lending is the missing link in the quest to 

"rl~store confidence in the region. There nonetheless may well be scope fot innovative 

financing and credit enhancement schemes that would help to regularizel access of 

these countries to international capital markets or help to energize the ptocesses of 
bank or corporate debt restructuring. While the ideas that have been pres~nted to date 
raise a number of significant problems for us, we are continuing to explore modifications" 
to these proposals that would be more broadly acceptable. 

• 	 We will also encourage governments to raise private financing on international 

capital markets as soon as market conditions make that feasible. We str~nglY 

eIlcouraged several countries in the region to raise private financing earlier th~s year. The 

sharp widening of emerging market spreads since that time has led several countries 

(Thailand, Philippines, Malaysia and Korea) to abandon these plans at least tclmporarily. 


I 
I 

IFI Financing: While there have been delays in disbursement ofsome IFI financing, :particularly 

to Indonesia, it does not appear that insufficient IFI financing can be blamed for the ~low pace of 

recovery from the crisis. Thailand and Korea have been able to successfully rebuild 9r expand 

reserves, while international fmancial support for Indonesia has expanded markedly i'n the last 

two months to enable it to finance a sharp rise in its budget deficit. Other than effort~ to " 

strengthen social. safety nets, we do not believe increased IF! funding is now the key to recovery .. 


. • . 	 Vi. also mH consider greater use ofMDB guarantees or credi) enhancem;nts lif this mil 
be: effectIve In tappmg addltIonal pnvate sector financmg or overcommg mcentlve " 
problems in bank and corporate restructuring (see below). i 

Indonesia will undoubtedly require additional external fmancial assistance next year, as it will requireisignificant 

external sUJ>portin order to finance necessary restructuring and social safety net expenditures in the period ahead: 

IF! financirlg, along with renewal of a quasi-Paris Club agreement for the next fiscal year, are the most "likely 

candidates for providing this additional support. Korea still has another $5 billion of planned program lending from 

the World Bank, while Thailand's program remains fully financed. Malavsia raises important issues given its lack 

of a Fund program which we will need to address as the World Bank and ADB bring additional progr~ lending to 

their executive boards for consideration.· ! 


1 
I 

Trade Finance: The unwillingness of domestic financial institutions to take on new 

corporatl~ credit risk, even for relatively safe trade finance transactions, appears l to be the 

major cOil1straint limiting growth of Asian exports, not the availability of official trade
l 
finance f.'om EXIM or other ECAs. " 	 I 

EXIM has just $32 million remaining of its $750 million short-term trade insurance facility f9r Korea. although 
thi:. is scheduled to be increased by an additional $250 million in the next week or two once the National 
Assembly approves a $2 billion medium- and long-term direct loan program with a soverei~. guarantee. 

i 
While EXIM has announced short-term trade insurance arrangements with both Indonesia and Thailand, neither 
of (hese programs is operational yet, as details are still being ironed out with Indonesian and 'thai authorities. 

i 
Wltile Indonesia has announced a scheme to effectively cover banks against default on trade finance 
transactions. the details ~emain sketchy ar.d t!1e ~l,"n -:!oes not appear to be operztionai. ! 

i 
I 
I 
I 

I 
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. .! . 

Credit Enhancements: The recent deterioration in the external financial enviroJment facing 
these cOILintries makes it more plausible that a case can be made for some form ~f credit 

. 	 I 
enhancement. We are therefore intensifying our look at the structures that ha~e been' 
proposed. thus far in order to see if they can be adequately changed to reflect o~r 
outstanding concerns and effectively address the financing needs of these countries. A 

I 
number ofdifferent proposals have been circulating in recent months concerning ways the IFls, 
the Unite:d States, Japan or other developed countries would provide ~ome credit enHancement or 
guarante(~ in order to improve the terms on which these countries could borrow ot:'- international 
markets, although each raises a number of problems for us. I 

A numb(~r of key principles are guiding our analysis of possible credit enhancelent programs:
I 

• 	 U.S. government funds should not be used to provide guarantees. 

• . 	 Credit enhancement should help to mobilize additional funds or lengthen maturities of 
pIivatesector financing which would otherwise not be available. The MDBs lor other 
public entities should not take more than 50-60% of the net present value expbsure under a 

. 	 I 

partial credit guarantee in order to leverage official resources and ensure continued risk": 
bearing on the part ofthe private sector. \ . 

• 	 These structures should be used to assist countries regain private market acce~s, although 
it will be critical to limit as much as possible a continuing reliance on official1support for 
future private financing. I • 

. 	 \ 

Financing supported by guarantees should support policy conditionality and should not be 
uSi~d for purposes such as d~ected credit which conflict with other U.S. policy objectives. 

Private sector risk-bearing and involvement in the selection offund reciPientsiis essential to 
limit moral hazard and minimize the extent to which financing goes to non-viable entities. 

. I 
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DEPARTMENT OF THE TREASURY~ 

WASHINGTON, D.C. 

ACTION\iP. 
ASSISTANT SECRETARY 

MEMOR~DUM FOR SECRETARY ROBERT E. RUBIN 

FROM: 	 Timothy Geithnere;z,.,.p_ 
Assistant Secretary, mternational Affairs 

SUBJECT: 	 Memorandum to the President On His Upcoming Trip to AJia 

ACTION·,FORCING. EVENT: 

President Clinton will attend theAPEC leaders' meeting in Kuala Lumpur on November 17-18, 
and then will visit Japan (November 18-20) and Korea (November 21-22). The top win provide 

. . I 

an important opportunity to highlight the progress that has been made in attempting to: overcome 
the current financial crisis, while also underscoring that difficult challenges remain to be overcome 
and overcoming them will require both time and considerable political will on the partlof . 
govemmerlts in the region. . . , 

RECOMMENDATION: 

That you S:l..gn. t . ached memo to the President (see Tab A).thh~e i. 

___l.~L Agree· , Disagree ____~_ Let'sqlscuss 

BACKGROUND: . 

The Presid,ent's stops in Japan and Korea, the broader APEC meetings, and bilaterals or pull
asides with the leaders of China, Thailand, Malaysia, and Russia, will provide an opportunity for 
President Cmton to deliver a strong message to his counterparts about the necessity ot 
implementing policies designed to bolster economic growth and to accelerate essential\structural 
reforms. In order to encourage this effort, we have been worlcing with Japan, the Worla Bank 
and the AE.lB on a multilateral initiative designed to help accelerate the pace of corporJte and 

I 

bank restnlcturing and restore growth in the region. While this initiative will help countries 
mobilize th.e financial resources they need to overcome the crisis, the ultimate success bfthese 
efforts will depend in large measure on the willingness of governments in the region td undertake 
politically difficult policy measures (you attach a draft explanation of this initiative to ~our 
~~. 	 I 

The U.S.-Japan security relationship and our economic agenda will play a pro~inent rJle in the 
President's visit to Japan. 	On the economic agenda, more policy action will be neede41to 
jumpstart an economic recovery in Japan and to effectively resolve financial system problems. 
Deregulatkm remains an important, but subsidiary point (in the note, you promise to s~nd an 
update on Japan after next week's fiscal stimulus announcement). 

I 
Attachment: Tab 1: Memorandum to the President 



DEPARTMENT OF THE TREASURY•
WASHINGTON, D.C. 

November 13, 1998 

MEMOIUNDml FOR THE PRESIDENT 
I. 

~: ~R~l~ ! 
SUBJECT: . Your Trip to Asia . I 
Your trip to .Asia comes at a critical juncture for the region and the global economy as a iWhole. The 
key objectivc~s I see for your trip are: I 

. i 
APEC: Highlight the progress that countries in Asia have made responding to the crisis, .but 

I 

emphasize that extraordinary challenges remain. Our growth agenda for Asia includes these priorities: 
I 

.. Growth oriented macro policies, including the acceleration of structural r~forms. 

.. Support for social safety net in the crisis countries. . 

.. A broad initiative to promote financial and corporate sector restructuring ~ we hope to 
make a joint announcement with PM Obuchi prior to APEC. . i . ... Endorsement of use ofMDB instruments to catalyze private sector flowsJ .. Renewed commitment to achieving free and open trade and investment iIi APEC. 
Strengthen the international financial architecture. I . 

i 

l\lalaysia: Recognize their concerns about globalization but convey that capital controls do not solve 
I 

fIlY of the urtderlying causes of the crisis and could exacerbate problems ifused to avoid the adoption 
ofsound policies and necessary restructuring. . 

China: Commend President Jiang on China's continued economic growth and on mainiaining a 
stable exchange rate, but caution him that continu~d reforms ofChlna's financial systetrl and state-
owned enterprises are critical to its long-term prosperity. , I 

Thailand: Praise PM Chuan for his implementation ofan economic reform program th~t has led to 
renewed mal"ket confidence, reenforcing the importance ofstaying the course and movirig forward 
with corporate and financial restructuring. 

Russia: Emphasize that Russia needs a credible economic strategy to win support fromlthe IMF and 
external creditors. Reaffirm that the U.S. is still prepared to engage with Russia in many areas, 
including bank restructuring iiDd humanitarian assistance. I 

I 
Japan: Wel,come efforts to make substantial public funds available for the banking sys,em and to 
stimulate domestic demand -- including PM Obuchi's commitment to achieve a 2% gro~ rate. 
What is crucial, however, is to urge quick, aggressive fiscal stimulus and that bank. restructuring funds 

I 

be used quickly and effectively. with appropriate conditions. ,i . , 
Korea: Underscore our support for President Kim and his reform agenda, while stressing that 

. financial and corporate restructuring is necessary for a sUstainable recovery. I 



I I 

, , 

I 
-2-

I 

\ 

Asia: SinCi~ the APEC meetings in Vancouver last year, the regional financial crisis basi deepened 

dramatically and spread to other parts ofthe world. Economic growth in the crisis cou~tries is , 

expected to range from .5% to ·15% - much worse than originally anticipated. In recebt months, 

however, there have been some encouraging developments: Greater stability in exchange rates and the 

crisis countries' external financial situation has allowed for a lowering of interest rates, an easing of 


. fiscal polici4!s to support demand and employment, and a replenishment of reserves. \ 
\ 

Many challt:nges remain, including fending off proposals for radical solutions to the criSIs, such as 
Malaysia's capital controls, that tend to have a siren-like effect Our challenge is to continue to 
emphasize the importance and benefits ofsound macroeconomic policies, structural refqnns, arid . 
liberalized trade and investment enviromnents, while simultaneously helping to provide futernational 
financial support to alleviate the burden on those most aftlicted by the crisis, catalyze gr~wth-enhancing . 

I . 

stable capit,Ll flows, and revitalize the private sector. It is in this Jast area that we hope l:hat you and· 

Prime Minister Obuchi will be able to make a joint announcement of an initiative prior tq the start of 

APEC. . 


I 

RevitaliziDl' the Private Sedor in Asia: The systemic insolvency ofbanks and corporlwons in Asia 
represents an important obstacle to the restoration ofgrowth in the region. In response io your Council' 
ofForeign Flelations speech on September 14111, Treasury has been exploring ways to ac~eleratethe 
pace of cort,orate and bank restructuring. I' 

I 
Working wilth Japan, the World Bank and the Asian Development Bank, we are developing a ' 
multilateral ilnitiative that would help governments in the region finance the cost ofbank1 . 

recapitalization, while also helping companies gain access to trade finance and new equity investments 
..needed to maintain production and restructure their finances and operations. (l have attached a draft . 

description c)f the initiative and ofa tacility to provide temporary financial support). ; 


This initiative alone cannot solve all of the probJems that are impeding progress in restrubring. . 

Most govenunents in the region remain unwilling to recognize the fun cost of the crisis a:nd to take 

on the vested political interests that would be adversely affected by the restructuring of~solvent 

banks and corporations. I ' 


In your discllssions with other leaders, you should emphasize that while the international Icommunity is 
attempting to help ease the financial burden of the crisis, restructuring will require gov~ents in the 
region to implement politically difficult measures ifgrowth is to be restored. It also will be important 
to dispel speculation that the United States or any other country will create a grand plan to solve the 
debt problem in Asia, otherwise this could counter-productively encourage debtors and Creditors to 
avoid seriou:; negotiations in the hope ofa large bail-out. ". \. 

I 
, 

(I 

Malaysia: As host ofthe leaders' meeting, Prime Minister Mahathir ofMalaysia may attempt to use 
APEC as a sitage for espousing his view that strict regulation of currency trading and far-~eaching 
capital contrtJls are necessary to stabilize the global economy and prevent the recurrence pfcrises. 
While we should not ignore or underplay the challenges and difficulties that can accompany 

. . I 
, II 



I 

I·3
I 

globalizati(m, it is critical that the current crisis not be used as an excuse to return to the failed 
isolationist economic and financial policies ofthe past. The measures supported by Dr.IMahathir may 
be successtul in the short-run in reducing Malaysia's wlnerability to external developments, allowing, 
for an easic;:r monetary policy, and possibly stimulating growth. The jury is stilI out. We believe that 
controls and an intensification ofgovernment interference in the economy will have an ~dverse 
medium- and long-term impact on the growth and competitiveness ofthe Malaysian ecJnomy. 

i 
China: Ai: the Chinese struggle to reach their 8% growth target, they have slowed and even reversed 
progress on a number ofkey reforms related to the financial system, state-owned enterP,rises and trade, . . 
IiberaIization. While these steps could be painfiil in the short-run, they are essential.to <;;hina's long-run 
developmeJlt. The recent closure ora large financial institution (OrnC) with substantial foreign . . 
borrowings and potentially serious spillover effects, and a crack-down on foreign-exc~ge licenses for 
imports, primarily through bureaucratic delay, have underscored the need for China to ~dopt more . 
transparent and rule-based policies.' ,

i 
1 

Thailand: :Prime "Minister Chuan's govenunent moved quickly to implement its IMF program that 
I· '" 

helped stabiilize financial markets, and despite a projected GDP decline of8% this y'eM, ~managed 
to weather ,the political storms weD. Renewed confidence in Thailand has allowed an easing of 
interest rate:s to below pre-crisis levels and a relaxation of fiscal policy. Markets are behoming 
increasingly' optimistic that the recession may soon bottom out. Insolvent corporations and weak 
financial institutions, however, pose a barrier to stroog growth. The government is pu~g in place a
compreheIU:ive program to address this problem, but it requires parliamentary approval of . 
amendmenU to foreclosure laws to encourage corporations to negotiate workout deals. : The 
government: hoped for passage by October, but now hopes for approval by the end ofth~ year. 

I 

...Russia: Russian economic policy remains largely adrift, with no immediate prospect of1support from 
the IFIs. R.ussia has unveiled an economic strategy that is short on details, but appears fO represent a 
step backwilfd toward more administrative control over the economy. Russia has yet to Jay out its 
budget plan,i for the remainder ofthe year, and the draft 1999 budget is unlikely to be approved before 
March. High-level Russian officials have publicly admitted that Russia will not be able t& pay its 
external debt obligations ($20 billion due by end of 1999) and instead will seek to reschedule those 
debts. Though Russia's economic progress will depend on choices that oruy Russia can lmake, the 
U.S. will reinain engaged through a variety ofchannels. Our efforts include providing fdod and 

,humanitariall aid; bolstering policies that will attract foreign direct investment; supporting technical 
assistance f(lr bank restructuring, tax reform, and fighting crime and corruption; and intensifying 
programs to promote regional developmen~ the rule of law, and civil society. 

i 

Japan: Japan faces its most severe post-war recession and very weak domestic demandt Private 
forecasters ElXpect a 2Vz% contraction this year. As the worJd;s second largest economyl and by far 
the largest economy in Asia, Japan must address its economic problems quicldy and effeclively if it is 
to contributl~ to, rather than impede, resolution of the current financial crisis. Much mort, aggressive 
stimulus is needed to jumpstart a recovery next year, let alone achieve Prime Minister Otiuchi's 
recently stated 2% growth target. On fiscal policy, we have suggested an additional stutiulus of¥lO 
trillion (2% ,of GDP) beyond the plans announced in August, a doubling of effective stirn~lus. :' 
Financial SY$tem refonn is also needed. While a substantial amount ofpublic funds have 1>een made 

. . I 

I 

I 
I 
I 



I 
I 

available to recapitalize the banking syst~ appropriate conditions are' needed to make [thiS effective 
in resolving the financial system's problems - including fun and accurate financial discJosure and 
disposal ofbad assets. The premium Japanese banks must pay to attract funding has inCreased 
substantially in recent weeks, indicating the early emergence ofyear-end financial pres~res as wen as 
great skepticism that Japan has resolved its banking problems. In addition, continued deregulation 
and market opening are critical to Japan's longer-term economic health and to defray ~erruil political 
pressures building in connection with Japan's bilateral trade surplus. (I will provide you ilanother note 
next week ~Lfter Japan makes an announcement of its fiscal package). . 

Korea: Ko:rea has made important progress in implementing necessary economic refol and 
stabilizing ilts external financial situation in the last year, but the government still faces ~ordinarily 
difficult challenges. While a few hopeful signs ofeconomic recovery have emerged, we:remain 

. I 

concerned t,hat insufficient progress in corporate restructuring willjeopardize Korea's etyorts to 
restore growth. The five largest chaebol appear to be strongly resisting President Kim's calls for them 
to restructure, thus impeding the bank restructuring process and hindering efforts to dea,l 

I 

with issues 
ofover-capacity and over-leverage. Given the disproportionate importance ofthe chaebol in output ' 
and exports, it will be difficult for Korea to mount a sustainable recovery in the absence ;ofreal 

• 	 I . 
restructunn,g. 	 I 

Attacrunent: 	 Multilateral Initiative to Revitalize Private Sector Growth in Asia . 
Asian GroWth and Recovery Facility 

• 




draft: 	 11112198; 9:00 am 

Multilateral Initiative to Revitalize Private Sector Growth in Asia 

As the financial situation ofcOWltries in Asia bas stabilized somewhat in recent months, the 
focus of the international community and governments in the region has shifted towar~ the 
critical task of speeding the restoration of grow1h. Essential to this effort is the need to revitalize 
the private sector in these economies by helping to facilitate work-outs of corporatio~' heavy 
debt burdens and restore their access to financing. In conjunction with the W orId Bank and . 
Asian Development Bank (ADB), we therefore are proposing a multilateral initiative t,hat will 
help to accelerate the pace of corporate and bank restructuring in the region, mobilize ~ew 
private sector financing and promote the speedy restoration ofgrowth. This initiative pas four 
fn'e key cClmponents: \ 

Acceleratillg Bank and Comorate Restructuring: Rapid progress in restructuring is critical to the 
restoration of growth in Asia. Success in this effort requires an integrated and comprepensive 
approach tl) bank and corporate restructuring, supported by adequate financing for bank 
recapitalization and incentives for creditors and debtors to playa constructive 'role in ~ebt\vork- ' 
outs. While countries in the region have made progress in putting in place frameworIq; to guide 
this process, there nonetheless remain significant impediments to necessary restructurIng; . . 

I 

• 	 Akey element of the strategy to accelerate the pace ofbank and corporate reJctuling is 
.the establishment of the Asian Growth and Recovery Facility (AGRF), which ~ould be . 
financed in part by the World Bank, the ADB and bilateral support in a variety!of fomis. 
Thfl AGRF would utilize innovative financing vehicles to mobilize significant private 
capital in an effort to assist governments in the region finance bank recapitali#rion. 
Support from the AGRF would be provided to countries that need assistance # are 
implementing integrated and comprehensive frameworks for corporate and banJc 
restructuring. i 

I 
• 	 [Japan. tlte World Bank and ADB together are willing to provide an initial co~mitnlent 


of$5 billion to this facili(y. which would be expected to mobilize substantial additional 

amounts ofprivate capita!.] '.. I 


I 

We are also working together to explore ways in which both debtors and creditors can be 

encouraged: to participate constructively in voluntary debt work-outs. We therefore support the 

following rneasures:. I 


• 	 .The: World Bank and ADB, [and IMFl should work closely with countries in tb:e region in 
an f:ffort to remove remaining impediments to bank and corporate restructuring~ While 
the necessary changes will differ depending on the specific situation of each coUntry, 
the!::e measures may include, among others, legal or administrative changes to r~move 
obstacles. to restructuring, strengthened arbitration or dispute settlement procedures, 
actelerated implementation of disclosure and transparency requirements, and i 
strengthened asset disposition strategies. Access to the AGRF would be tied to\ 
implementation of this strengthened framework for restructuring. I 

I 

• 	 We also pl~ge to review, and where necessary remove, tax, regulatory or legaliobstacles 
that prevent creditor banks in our countries from engaging actively in debt restrUcturing 
in .Asia. 



i 
Trade and Working Capital Finance: While recapitalization ofbanks is critical to restpre functioning 
financial systems in Asia, companies in the region also face a more immediate lack ofjworking 
capital and trade finance necessary to maintain production and employment. . ' 

I
• 	 In order to help alleviate this problem, the Export-Import Bank of the United States (US 


Ex.1m) and the Japan Export-Import Bank (JEXIM) will substantially increase the size of 

I 

the:ir trade finance programs for the region. 	 : 

• 	 W(: are also asking US Exim, JEXIM and other export credit agencies to woik!with the 

multilateral development banks to explore ways to facilitate the provision ofb~dly needed 

. working capital and trade finance to companies in the region. I 


Mobilizin!~ the Rerurn ofPrivate Sector Capital: Successful restructuring ofcompanies and 

banks in Asia will also require significant infusions ofnew private capital to help the~ rebuild' 

their balance sheets and undertake necessary restructuring of their finances and operaqons. 

Institutions such as the International Finance Corporation (IFC) and the United States~ Overseas 

Private In'irestment Corporation (OPIC) are uniquely positioned to aid this process by providing 

political riSk insurance and establishing investment funds that mobilize substantial additional ' 


, private sector resources. 

[details on IFC/OPIC to be determined]. 

I 
Technical Assistance: The massive task ofrestructuring so many insolvent banks and, 
corporations has'overwhelmed the institutional capacity of countries in the region. Japan and the 
United Stales will expand their existing technical assistance programs in cooperation With the 
o~going ejIo~ of the nv,tF. World Bank and ~B. Th~e programs will help providejcountries . 

.. 	With the essentIal finanCial, legal, and accounting expertise necessary to tackle bank apd 
corporate restructuring and neCessary market-based reforms. ; 



\ 

Draft 11112/98; 9)0 am 

Asian Growth and Recovery Facility 

Objective:. ! 


Accelerati~g the pace ofcorporate and bank restructuring is critical to restoring growfu and 

revitalizing the private sector in Asia. While governments have made progress in putting in 


I 

place frameworks to guide this process, there remain significant impediments to necessary 
restructuring, including the lack ofsufficient financing to recapitalize insolvent banks: and weak 
incentives for debtors and creditors. Unless banks are able to recognize the extent of their loan 
losses and are prepared to participate in workouts, companies will be unable to emergb from 'their 
burden of bad debts and new financing will not flow, thus postponing the restoration 6f 
economic growth. A strategy to accelerate the pace of restructuring will therefore reqUire the 
combinatit>n ofa detennined effort to overcome policy and institutional constraints ~d 
additional financial resources to underwrite the costs ofaccelerated implementation. I 

i 
I 

The proposed Asian Growth and Restructuring Facility (AGRF) would be designed to' assist 
governments in the region finance the cost ofbank recapitalization. The resources mbbilized by 
the AGRF will be provided to those countries which implement comprehensive and uftegrated 
restructuring ~eworks linking bank recapitalization and corporate restructuring. Subh . 
assistance would help to limit the extent to which governments are forced'to choose b~tween 
funding bUldgetary programs designed to alleviate the impact of the crisis on the poor ~d 
unemploy<:d and supporting the restructuring of financial institutions and corporations,that is 
necessary 1:0 jump start growth,job creation and economic recovery. \ 

2. Participants: The World Bank, the Asian Development Bank, Japan, the United St~tes, and 
... other countries interested in participating in the facility. I 

3. Purpost:: ofthe use of resources mobilized by the AGRf: The AGRF. temporarily Jill assist 
countries iii financing bank recapitalization. It will be considered on country by countfy basis 
whether th,~ facility could be used to help mobilize private sector funds to finance the provision 
of super-priority working capital to companies in restructuring. \ 

, 
4. Menu ofFinancing Modalities: Financial support for the facility from bilateral an~ 
multilateral sources could take a variety of forms (guarantees, loans, purchases ofbonds, etc) and 
would rise innovative financing structures to mobilize additional private capital. ! 

,I 
[Japan. the World Bank and ADB together are willing to provide an initial cOlizmitment 
of$5 billion [$3 billion from Japan and $1 billion ea,Ehfrom the World Bank a'rd ADB] 
to this facility, which would be expected to mobilize substantial additional amo:unts of 
p~vate capital.] . i 

5. Benefichries: The AGRF will cover Asian countries that need assistance in financing bank: 
recapitaliza~tion and are tackling the restructuring ofcorporate debt and the operational 
restructuring and recapitalization of the banking system in an integrated manner in conjunction 
with World Bank: or ADB programs. I 



l 

l 
1 

I 

I
; 

.' 	
,I 

\ 
. I 

6. Policy Framework: The facility could be used to support programs with the following 
elements: I 

, 	 I 

• 	 Credible strategies for the timely dispositi~n ofnon·performing assets and an~ equity that 
public sector entities acquire as part of the restructuring process. I 

• 	 Reliable mechanisms for binding resolution and settlement of disputes betwe\en creditors 
and debtors, and the removal of inappropriate legal, regulatory and tax impedi¢ents to 
restructuring.' I 

• 	 Accelerated implementation ofstrengthened corporate and bank disclosure and 
I 

t:ra!asparency requirements, measures to strengthen corporate governance, and improved 
. supervisory and regulatory standards. ' . I " 

• 	 Appropriate burden sharing for equity holders.' I' 

• 	 Effective incentives for the timely completion of each step oithe financial and: 
optrrational restructuring process.. . i' 

• 	 Strengthened social safety net programs to complement accelerated restructuring and " 
I 

mitigate the negative social effects of the crisis, particularly on the poor and unemployed. 
, i 

It· 
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I 
DEPARTMENT OF THE TREASURY 

Washington I 
January 14, 1999 

TO: SECRETARY RUBIN I 
DEPUTYSECRETARYS~RS 

, , I 
FROM: Timothy Geithner;\~ ..,' .," 

" ,,',' 

,.., ,": 

SUBJECT: IMF Review ofAsia Programs 
I 

,The ;MF prepared last year a review of its ~rograms in Asia. 
They plan to release this study and a summary ofthe Board 
discussion on Friday, embargoed for Tuesday. 

. 	 1 

. 	 I 
A reasonable person could conclude from this study that the 

, 	 I 
Fund has acknowledged mistakes of three types: 

• 	 that it underestimated the extent of~ontagion and, 
therefore, the extent ofcontraction ~ GDP; 

I 

• 	 that fiscal policy, in the Thai prognhn in particular, was 
roo tight; , I 

i 

• 	 and third, that actions to close b~, particularly 
Indonesian, may have .induced a generalized run on the' 
banking system that conceivable cduld have been 

, 	 I 
avoided. 	 I 

, 	 ·1 
Mike Froman and Dan Israel have already talked to you about 
our proposed public response. ! 

, . ~ . 

. '" .. '.,. ,",', 
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9- •. THE DEPUTY SECRETARY OF THE TREASURY,ttl 

WASHINGTON 

February 19, 1999 

/1
MEMORANDUM FOR SECRETARY RUBIN ./ / . 

FROl\I: DEPUTY SECRETARY SVMMERS ..v-+-
SUBJlECf: PLANS FOR ASIA TRIP 

This is a Summary ofwhat I expect to be the main issues I'n be addressing in Asia next week. 
. I . , 

~m. This brief stop is intended to tap the wisdom ofSenior Minister LeeK~ Yew, 
Prime Minister Gob, and Finance Minister Hu on regional developments, particular~y with respect 
to Ind4)nesia and Malaysia. I will also be seeking support from Singapore for the PFesident'sjoint 
initiati've with Prime Minister Obuchi on corporate and financial restructuring. ! 

I 
I 

lI1dQm~. Here the June parliamentary elections will set the context ofmy visit, aild I will have 
the chance to speak to the two J;Dain opposition candidates, as wen as President H3pibie, who. is 
likely.liO be replaced by one ofthem ifthe elections are relatively fair. I will be gauging the reform 
commitments ofan ofthese leaders. The Indonesian economy may be bottoming qut right now, 
but tru~ structural reform effort has stalled during this political season; and it win be important to 

. . I 

build (:onfidence for the candidates to commit now to reform. There are also som~ worrying signs 
ofcotruption, nepotism, and ethnicity in economic dealings that need to be raised With the 
authOlities. . I 
Cina. In the run-up to Premier Zhu·s visit to the United States, there is renewed ~nergy on 
China"s part to reach an agreement with us on WTO accession. Our chiefUSTR qegotiator will 
join me on this leg ofthe trip_ In addition to this, the correct stance for China's macroeconomic 
policy is an open question for us, so I hope to come to some better understanding bethe trade
offs. Heightened capitalllight has led the authorities to step up enforcement ofex~hange 
contr(ds. This, coupled with the uncertainties associated with the failure ofseveral "Itics". once 
regarded by some as equivalent to a sovereign obligation, has cast a pall over Chin~ in recent 
months in the eyes-of foreign investors and lenders. The local Am-Cham will likely try to draw 
me in to this problem, which, from our perspective, would not be wise at this point. 

. • . I 
i

Komi. Financial stabilization, credit upgrades, and improving sentiment are now c;reating a 
capital inflow problem. This is a high-class problem but one that poses challenges ito 
macrtleconomic policy nonetheless. My initial sense is that a slight monetary easin& combined 
with prepayments to the IMF that would be funded by exchange market interventiQn, would 
probably be the right short-term response. You will soon need to take another "certification" . 
decision under the new IMF legislation. so I hope to come up with some judgemef!,t about this. 



I 
I 

The focus ofthis judgement will probably be on the quality offinancial sector reforms and, in 
particular, bringing the state banks such as the KDB in to the same regulatory and WJicy structure 
as the private commercial banks. I will be giving a speech in Korea, which will highlight President 
Kim's (imd other Asian reformers') impressive accomplishments to date but caution against inertia 
now if21 return to the "old Korea" is to be avoided. ; . 

I 

I 
lBJum. I finish off the trip in Japan, where I'U be emphasizing the messages you sent: in your press 
confere!1cc last week, both in a public speech and in my meetings. The Japanese ~ also host a 
short meeting ofthe "Six: Markets", where we expect to discuss current financial and economic 

(conditkms in the region (and, I imagine, elsewhere), architecture issues, and pro~ in 
implCll1l:nting the President's and PM Obuchi's Asian Growth and Recovery ~e mentioned 
earlier. On architect1Jre, you should know that there has been a move by foreign ministries, . 
especially China's, Malaysia's, and Japan's, to cr~e an ASEAN+3 group on financial issues, 
which would exclude us. Although a meeting is likely to happen, we detect a lack ofenthusiasm 
on the part offinance ministries, so that I'm not inclined to raise at big fuss about it. at least on tlUs, . 

, trip. 

cc: Geithner and Truman 

i 
I , 
, 
I 



THE OE?UTY SECRETARY OF THE TREASURY. 
WASHINGTON 

March 2, 1999 

• IMEMORANDUM FOR THE PRESIDENT 	
I 

FROM: 	 Lawrence H. Summers P('tI~ 
THROUGH: Robert E. Rubin <t. .~. \t 

• 
sUJiJECT: Report on my trip to Asia, February 20-27, 1999 

Following the rather gloomy G· 7 meeting in Bonn. I spent last week in Asia, accom~anied by 
Ken Lieberthal ofthe NSC, discussing financial and economic issues in Singapore, ~donesia, 
China, Korea arid Japan. Here are my main impressions. . . I . 

i
General Observations: 	 i 

I 
• 	 anxiety in the region is still highly focused on the risk ofanother spiral ofcompetitive 

. devaluations emanating from Japan and China. Another generalized concernlrelates to 
the slowing of the United States and European locomotives and a rise in protbctionism. 

... 	 ! 
I 

• 	 it is now impossible to generalize across the crisis economies and there are gtowing 
differences in performance, with Korea and Thailand doing well and problems ofa 
profound - and varying - sort in Indonesia, China and Japan. j

! 
• 	 there is enormous interest in being involved in discussions of the intematioclt.t financial 

urchitecture and concern about the management ofcapital flows - tempered/by the 
recognition that the current problem is to attract capital, not to repel excessive inflows. 

. 	 I 
I , 

• 	 IOtlr social safety net ideas need clarification in the context ofa crisis in whi¢h the middle 
class, rather than. the poorest, have been the main losers. As ever, macroeconomic 
stability -- the absence of inflation - will have the broadest social impact. Where a more 
targeted approach is favored, we and the World Bank need to address the riSk of . 
politicization. I 

. 	 I 

I 


SiDgaporellndoD~ia 
I 

i 
The Singaporeans (Prime Minister Goh and Senior Minister Lee Kuan Yew) are v~ nervous 
becaug,e they are: (i) very pessimistic about Indonesia's political evolution, (ii) exp*ct major . 
problems in China including a devaluation, and (iii) are worried about the global economy. They 
are eag;er for more G-22 activity.' . ,; 

! 
The Indonesian economy has roughly stabilized. with output about 15% below 19~7 levels and 
major banking problems. While the technical side of economic policy has been w~ll run in 
recent months, everyone agrees that real economic progress is not possible withou~ political. 

I 
I 

I 



'. 


, 

I 
I 
i 
i 
I 

stability that reassures business in general and Chinese businessmen in particular. i 
Indonesian politics appear very bleak: ahead of the June Parliamentary election and the selection 
ofpresident by an expanded parliament in the fall. All ofthe potential leaders have: serious 
shortcolnings: either weak: (Habibie), inexperienced (Megawati) or misinformed (Ainien Rais). 
And none of the likely scenarios are expected to involve much national cohesion or lreassurance 
to the Chinese large and small businessmen who are now rightly paranoid. For their 'part the 
Singaporeans wanted the West to hold back assistance until the political situation clkifies, in.the 
belieftb.at anything else would waste money and leave less available for influencing things later. 

Assuring adequate international election inspection is an obvious priority. Mariagin'g 
international financial support for safety nets will involve a careful balance betwed assuring that 
minimui:n needs are met, and not providing too much walking around money for Pr~sident 
Habibie to manipulate electoral results. I 
China 

I 
There was a sense ofapprehension everywhere; one Western financier referred to a VLast Days of 
Rome" feeling. Part of the concern seemed to be political-- with China approaching the. Tenth 
Anniversary ofTiananmen, among other sensitive dates - but much seemed to be financial. 
Chinese officials, notably Premier Zhu, were far more subdued and less confident than.on my.. 
'. • IVISIt a ~4::ar ago. . i 

Zhu and other officials affirmed an unchanged exchange rate policy but were far frok 
Churchillian in their rhetoric. In this context explicit reference was made to the impprtance of 
the yen for China and the potential impact of further yen decline. Prices appear noW, to actually 
be falling in China, suggesting considerable deflationary pressure., ! 

, • I 

There are signs offinancialStr.nn elsewhere. State banks are probably underwater by a total of 
25% ofGDP and going deeper as state-owned enterprise problems fester. (The United States'S 
& L crisis was closer to 2% ofGDP.) Foreign batiks, especially Japanese, are cutting credit lines 
to China. in the wake of the municipal government's failure, in spite of comfort assu.rances, to 
guarantee that creditors ofthe financially-troubleg Guangdong International Trust arid 
Investmlmt Corporation (GrnC) get repaid. Capital flight appears to be significant ~d 
mcreasing. ! 

The gov,emment will continue to need the 7-8% of GDP in social expenditure that isI now 
funded, :in effect, by the banks via their lending to the debts of the state-owned enterPrises. 
China pt'obably ne'eds to double its current very low -- 12 percent ofGDP -- tax revenue base to 
put state finances on sound footing. How they achieve this is a major long-term conbern. . 

i , 

It is not clear what will happen. The problems are enormous but Chinese officials h~ve technical 
skill, considerable national unity and $145 billion in reserves at their disposal. ! 

, 
I 

Zhu did make reasonably positive noises on WTO suggesting he was motivated and 'understood 
the case for speed but it is not clear how far the Chinese can go. 1 

I 
I ,

\ . 

I 

http:financialStr.nn
http:belieftb.at


Korea 
i 

Korea is predominantly a story ofhappy recovery. It has returned to investment ~de and has 
$51 bilJion in reserves compared to $4 billion a year ago and $30 billion before the;crisis. 
Interest rates are at 6%. The currency is strong. Industrial production is hovering atlpre-crisis 
levels. And growth in calendar 1999 is predicted to be in the 4% range. Foreign investment is 
flooding into the country. . I 
We encountered considerable gratitude towards the United States for its support - Ld even 
towards: the IMF for encouraging what many, including the President, Kim Dae Jurig, have seen 
as nece~isary structural refonns. I 

\ I 

But having made a great recovery from an economic heart attack, the challenge no~ will be 
developing an economic lifestyle that will prevent recmrence. There has been some progress but 
there is a danger that the rapid restoration ofconfidence will induce complacency, *d undermine 
Kim's authority pressing trade unionists and the chaebol for deeper refonn. The influence ofthe 
IFIs cotlld also wane with Korea's reduced need for official support. ·1 ,. 

: 
, With re::overy, commercial issues will again come to the fore. The IMF appears to Pave had 
. considerable success in reducing subsidies, directed lending and excess capacity. The President 

I 

has made strong commitment to reduce debt ratios in major chaebols from well abore 300% to 
below 100% next year. : 

Japan 

'vrhe mc)re things don't change •• the more they stay the same." The general expect4tion is that 
. the economy will shrink this year, with no clear growth story for the year after that. iIn fact, some 

Japane&: experts now estimate Japan's potential annual growth rate at close to zeto,iwith the 
labor force very soon due to start shrinking by nearly Y2%'or more per year. i 

I 
• I 

The good news is that, thanks in part to your pressure, banking refonn has been carried out 
I 

somewhat more energetically than most observers expected. The "Japan premium" reflecting 
concern about Japanese banks' solvency in the inter-bank market has fallen sharply.i And the risk 
ofbank runs is way down. I / 

I 

I 
With the: budget deficit, by Some measures, close to 10% ofGDP, the room for fisca:! stimulus is 
limited. There is much discussion ofreflating the economy by expanding the money stock.. But 
with .shClrt term interest rates already at or below one tenth ofa percent, it is not cleat how much 
differem;e this will make. I 

i 

There is still amazingly little sense ofcrisis in Japan -- despite unemployment rates iliat are 
likely to rise considerably going furward. . . i . 
The difficult issue for us will be insisting that Japanese growth be led by domestic demand. and 
not by IIlore competitive exports. ' . . I 
.' I 

I 

I 

I 



Conclusions 

Since y~Jur speech to the Council on Foreign Relations last fall and the G-7 declaration on the 
need to emphasize growth, forecasts ofgrowth have been marked down almost eveiywhere' 
except 'Dr the United States. (Korea and Thailand are other exceptions.) While financial strains 
are easing, it will continue to be crucial to find ways ofpushing for more growth-oriented 
policies in Japan and Europe, and to keep supporting the re-emergence ofemerging!markets. 
The woJrld economy cannot fly on a single American engine. ' I 

We will keep in close touch with you as we move towards the .lMFlWorld Bank me~tings in,the 
Spring ~md the G-7 Summitin Cologne. : 

I 

, . 
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DEPARTMENT OF THE TREASURY 
WASHINGTON 

,I 
April 29, 1999 I 

UNDER SECRETARY 	 ! . 
I 
I 

TO: DEPUTY SECRETARY SUMME$. , 
I 

FROM: 	 Timothy Geithner~Z' . ! 
Under Secretary for International Aff3.irs 

SUBJECT: 	 Malaysia! Asian Comparisons· .' I 
I 
I, 

Attached is an interesting set ofdata describing Malaysia's 
economic performance relative to other Asian countries .. 
Note, in particular, that: I 

Since the imposition ofcapital controls in I
i 

September, Malaysia's real exchange rate has 
slipped slightly while other Asian currencie~ have 
strengthened. This has helped Malaysia's relative 

. • 	 I .
. competitiveness. '. i 

. Since the imposition ofcapital controls, 
Malaysia's interbank interest rates have fallem, but 
not significantly more than rates have falleri in 

: ,", ..::';. . other Asian countries, ~cept Indonesia. Thus, it 
,:,.~ '::'!' does not appear that capital controls have allowed 

Malaysia to ease monetary policy more rapidly. 
! 
I 

~.. i 
I 
I 
I 

i 
I 

I 

. .... ".' 	 -- -'-"-"-_~___'_'_-'_'O<.'--:-:'_' . . . 	 .. +~ ..:. ,'. 	 .,,', .'" ": .. ' 	 - . 
. "'; 

I' 



,Department 
To: Tim Geithner of the Treasury 

Office of the I 

As,sistant Secretary ! .' 
Room: Date: 4129/99 for International Affairs: 

Office ofEast Asian Natipns 

SUbjeet: Asia financial data 

'. ' 
Per your request. 

i' 

I 
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,
! . 

Chi Yin 
Room 1440 NY - 4414 
Tel: .. 622-0603 
Fax: 622-0349 
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Dec·IIne i-n- 3~Month 


Interbank Interest Rates 

From Peak to Present (bps) 

2500~1--~------------~------~-----
2000 --+-1

1500 -+-1-,---i 

1000 --+-1~ 

500 -+-'-1'----1 

o --t-.,-I

m 	 m mt/) "'0.-
t/) 	 (1) '.- . (1)" c: 

s... . t/) c: m(1) >- --	 c: 	 m 0.'~ -	 0. mo __ ~Rt~_._ .. ._--..c-----"'0 

-c: ~ .~ 	 ~ 

c.. 

Peak: Indonesia (8/98), Korea (12/97), Malaysia (6198), Philippines (12/97), Thailand (12/97) 
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Interbank Interest Rates 
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• 	
DEPARTMENT OF THE TREASURY 

WASHINGTON, D.C. 

June 14, 1999 	 I 
I 

ASSIS~ANT SECRETARY 	 I 

INFORMATION 

MEMORANDUM FOR SECRETARY RUBIN 

FROM: Edwin M. Truman ~(1v(f 
Assistant Secretary (International Afffairs) 

SUBJECf: Lessons of the Asia Crisis 	 ,j'

I 

I 
I 

Attached :ls a package ofmaterials prepared by OASIA for a briefing for Deputy Secrbtary 
I 

Summers on June 7. Discussion at the meeting focused on two questions:! 
I, 
'. 
I 

• 	 Given that Asian c.ountries generally had low government debts and a history of fiscal 
prudence, would it not have been better to use fiscal policy aggressively to mini111ize the 
decline in output below potential? . . '., j .. '. . 

• 	 In the face of the inflationary shock ofmassive depreciations, would it not have been 

better for monetary policy to tolerate a large temporary increase in inflation aftd in 'the 

growth rate ofnominal GDP rather than to minimize the increase in inflation bd allow 

nClminal GDP growth to slow? . I' 


,I 

There was general agreement that more expansionary fiscal policy would have been Jppropriate 
in the Asian crisis, because fiscal sustainability was not an issue for these countries, dven taking 
into consideration the cost ofhank restructuring. However~there was some concern 6ver the 
ability ofcountries to fmance a large fiscal expansion without threatening the credibi~ity ofa 
co~try's overall macro policy framework. It may be appropriate in the future to consider 
including additional financing to provide a fiscal stimulus in IMFlWorld Bank progr~s from 
the start'-:but only for countries with a record of fiscal prudence. I 

i ... i 

I 

On monetary policy, the group felt that the initial focus ofprograms on regaining exchange rate 
stability 1hrough tighter monetary policy was justifiable. Indonesia is an example ofla country 

. that did not consistently apply tighter policy in the early stages of the crisis, and it p~d the price 
in tremendous inflation and instability. The group agreed that it is difficult to kno~ ~ow tight is 
tight enOlJgh (orloo tight) because there is no single measure ofmonetary policy thai is 
appropri~lte for all circumstances and the objective of monetary policy once a crisis }{as broken 
should U()t be to fix the exchange 'rate at a particular value. The best way to enable p~licy to ease 

I 

quickly c,ver time is to appoint a central bank governor with market credibility. ' 

Attachml~nt: Briefing for the June 7 meeting 



DEPARTMENT OF THE TREASURY 
WASHINGTON, D.C. 

I 

I 
I 

ASSISTANT SECRETARY 	 j 

BRIEFING 
I, 
IMEMORJ\NDUM FOR DEPUTY SECRETARY SUMMIERS I 

FROM: ph~r Edwin M. Truman 
. Assistant Secretary (International Afffairs) I 

I 

SUBJECT: Meeting on Lessons of the Asia Crisis 	 I 
. 	 1 . 

Attached aire materials for an interagency meeting on lessons 'Of the Asia Crisis sChedJled for 

June 7 at 11 :00 am in the large conference room. The purpose of the meeting is to assbss the 

appropriat~:ness ofIMF monetary and fiscal policy advice, as well as the effects oftheIactual 


. monetary and fiscal polic~es that were adopted by crisis-affected countries, in order tOj1imprOve 

our responi;es to future cnses. . . . . . .' . 


. 	 j 
J 

• 	 I 

cc: Under Secretary Geithner, David Lipto~ Karen Johnson, Robert Lawrence, Nouri~] Roubini, 
SDAS Atkinson . ' . I 

. fi D' . 	 IAttachments: 	 Tab 1 Questzons or ISCUSSlon I 
Tab 2 Key Points on IMF Macroeconomic Policy Prescriptions for A~ia 
Tab 3 Charts ofCrisis-Country Data. I 
Tab 4 Background on Korea I 
TabS Background on Thailand I 

Tab 6 Background on Indonesia 
Tab 7 Background on Malaysia 

\ 



. QUESTIONS FoaDISCUSSION 

. . I 
'b" f li' . .. d h • 	 What are the appropnate 0 ~ectIves 0 po cy In response to a cnSlS an ow snould 

policy levers be matched to objectives? What are the appropriate indicators of~olicy 
stance on which to focus? I 

I 

• 	 Were monetary and fiscal policy recommendations at the beginning of the crisi~ overly 
restrictive? Was the Th1F too optimistic in its initial forecast'of economic activity? What 
role did the affected governments play in determining the forecasts and what Trile should 
they play? I 

• Did the Th1F adapt quickly enough to changing developments? Should programs be , 
designed to be more flexibly implemented? How can fiscal policy, in particulJ., be used 
mote flexibly in response to changing economic infonnation? I 

I 

• 	 In what ways were the Asia crisis countries similar to each other (and to Mexito)? In 
what ways did they differ? I 

I 

• 	 Why did crisis-led devaluations appear to be contractionary in Asia, whereas ~ey have 
often been expansionary elsewhere? I 

I 

I 



I 

) 
I 
I 

, 	 I 
:KEY POINTS ON IMF MACROECONOMIC POLICY PRESCRIPTIONS FOR AsIA, 

I 
• 	 Th€~ IMF's monetary advice to raise short-term interest rates was justified in light of 

the loss of reserves, risk of external default, and fears of inflation that characterized 
the crisis-affected countries. The initial magnitude o(the interest rate increJe was 
reru::onable under the circumstances and compared tp other examples of externJl crises. ' 
Despite the existence ofnotional targets for monetary aggregates, these targetslreceived 
very little emphasis in almost every case., , . 'I' 

The initial reticence of some of the crisis countries to follow the IMP's !monetary 
, I 

advice appears to have worsened the currency collapse and may have made the 
subsequent stabilization more difficult than otherwise. i 

I 
. 	 I 

Currency stabilization through high interest rates helped to avoid a pot~ntially 
traumatic default on foreign-currency debt; however. it exacerbated difficulties 
associated with high levels ofprivate domestic-currency debt in some countries.· 

. 	 . k1 . "Th" fInd [.In.flation rates rose qUlC y In every country. e expenence 0 one,sla " 
demonstrates the dangers ofnot tightening monetary policy aggressively at an . 
early stage., In the other crisis countries the rise in inflation was reversed faster 
than expected, but this is due in part to declining world commodity pri~es and 
faster exchange rate recoveries than initially expected. I, 

I 
, 	 I 

• 	 The JMF's initial advice to tighten fiscal policy was based on an overly op~mistic 
projection of the effects oftbe crisis on real activity. Amore realistic assessment of 
the evolution ofpriyate domestic demand in the crisis countries would have ju~tified a 
recommendation of significant fiscal easing rather than tightening. Political p~essure 
from the affected governments was partially responsible for the adoption ofovhrly 
optilmistic forecasts. i 

The example ofMexico in 1995 showed that a similar loss ofconfiden~e, 
exchange rate devaluation, and higher real interest rates led to a sharp drop in 
private domestic demand ofthe same magnitude as the final outcome f6r Thailand 
and Korea. :

j 

Most of the Asian crisis countries had low public-sector debts and a hiJtory of 
fiscal rectitude, thereby mitigating concerns about the credibility of futke fiscal 

I 

policy, which may have been more important in the case ofMexico. : 
I 

, , I 
While easier fiscal policy might have mitigated some ofthe decline in output, it is 
not realistic to expect that declines in output could have been avoided ~tirely 
given the extent ofoverinvestment in a number ofprivate sectors. ! 

I 
I 

• 	 Both monetary and fiscal policy were eased substantially over time, as exc~ange 
raties strengthened and the size of the economic contraction became more ~pparent. 



I 

It is: arguable that this easing should have occurred more rapidly (and we have largued that 
fiscal policy should have been easier from the start) but given the tremendous i 
uncertainties at the time and the lags in obtaining data on real activity, it may be 

I 
unr;~asonable to have expected a faster adjustment of the IMF's policy advice than 
actually occurred. - ! 

I 
,

In every case, the IMF reversed its advice from fiscal tightening to fischl easing 
within the first six to nine months of the program. Moreover it is impolssible for 
governments to reverSe course on fiscal policy as quickly as on monet~ 
policy-in some cases it took around six months after the decision to eJe fiscal 
policy before spending measures began to provide an effective stimulus. 

- -	 I 
-	 - I 

In recent months, the IMF has focused on tax rates as an aspect of fiscal policy . 	 , 
that can adapt more quickly to changing economic conditions. Perhap~ future 
programs could build in from the beginning greater fiscal flexibility thiough the _ 
tax system. l -	 I 

I 
• 	 Thadland was the first country affected by the crisis, and the IMF was slowest ~n revising 

its policy advice in this case. Thailand's was the case closest to the classic bal~ce of-, 
- payments crisis with a very large current account deficit and a small, but growing, fiscal 

deficit-prior to the crisis. I _, 
I 

• 	 Korea was the most responsive to IMF advice and it has experienced a somewhat more ' 
I 

rapid turnaround, although it also suffered from initially tight fiscal policy. I

I 

• 	 Indonesia did not follow the IMP's monetary advice initially; and it paid a larg~ price in 
runaway inflation. Social unrest subsequently contributed to the most extremel decline in 
real output of the crisis-affected countries. : _ 

I-. Mallaysia benefitted from the lowest exposure to short-term foreign-currency debt and 
relatively healthier financial and corporate sectors. It was probably correct in i~oring 
the IMP's advice to tighten monetary policy, as exchange rate depreciation imposed 

I 
lower costs on Malaysia than on the other countries. Capital controls do not ap'pear to 
have played a significant role in improving Malaysia's macroeconomic outconies. and 
they may have a long-term cost in discouraging foreign investment. ! 

• 	 Perhaps the most important question for further analysis is why exchangelrate 
devaluation after currency crises led to an economic contraction in these cbuntries, 
wMreasin other circumstances (e.g., the ERM crisis of 1992) devaluation led ~o 
ecoinomic expansion. One factor that appears to be especially important inithis 

- reg:ud is the burden of foreign-currency debt, which becomes more onerou~ with 
devaluation. Another element may be the iIlability to quickly take advantage of increased 
export competitiveness, possibly due to difficulty in obtaining trade finance. !

- I 
I 



Korea 
Table 1: Evolution of IMF Monetary and. Fiscal Targets I 

I 
1997 , 1998 19~9 
Dec Mar Jun Sep Dec Mar Jun Sep 

NDA (Won Biilion) 

SBA Request, 1213/97 

2nd Biweekly Review, 1n/98 

1st Quarterly Review. 2113/98 
2nd Quarterly Review, 5/19/98 
3rd Quarterly Review, 8/14/98 

4th Quarterly Review, 11/30/98 

5th Quarterly Review, 3/18/99 

Actual 

NIR ($ Billion) 

SBA Request, 1213/97 
2nd Biweekly Review, 1n/98 
1st Quarterly Review, 2113/98, 

2nd Quarterly Review. 5119198 
3rd Quarterly Review,8114/98 

4th Quarterly Review, 11/30/98 

5th Quarterly Review, 3118/99 
Actual 

Reserve Money (Won Billion) 

SBA Request, 12/3/97 

2nd Biweekly Review. 1n/98 
1st Quarterly Review. 2113198 

2nd Quarterly Review. 5/19/98 
3rd Quarterly Review. 8(14/98 . 
4th Quarterly Review. 11/30/98 

5th Quarterly Review. 3118199 
Actual 

Govt Ba/anc/~ (Won Billion) 

SBA Request. 1213/97 

2nd Biweekly Review. 1n/98 

1st Quarterly Review. 2113198 

2nd Quarterty' Review, 5/19191;S 
3rd Quarterly Review, 8114/98 
4th Quarterly Review. 11130198 
5th Quarterly Review. 3118199 

Actual 

Note: Actual (lutcomes in bold. 

10950 

26571 12386 

17875 6745 

21630 4080 5180 -5170 

2480 -7nO 
-7770 -17341 

-25~87 -28713 

26432 6241' -8210 ·11063 ·19857 , 
! 
I 

11.2 

-3.0 8.1 

3.8 11.9 

I 

I 
I 

1.3 13.9 15.0 23.7 
15.0 23.7 

23.7 31.8 

4013 43.7 

-3.0 8.2 18.7 24.4 '31.2 

23270 I 

23523 
I 

23580 '24000 

23580 23540 25430 25640 

25430 25640 
23999 

22519 22035 20798 22026 20700 

-2000 

-3000 -3300 

·3000 -6000 ·7000 -7800 i 
-10000 -17500 I 

-21300 -5000 ' I 
-7154 -12895 -18625 

1163 2167 505 -5743 -16352 I 

I ' 
Initial targets 'For NDA and NIR do not take into account adjustors (i.e. degree to which BOK deposits ~ 
overseas branches and subsidiaries of domestic financial institutions are above or below baseline projections) 

I 
I 
I 



Korea 

Table 2: Evolution of IMF and Consensus Forecasts 


For 19~~ For 199~9 
12197 1/98 2198 5/98 8/98 11/98 Actual 11/98 3199 

Real GDP Growth (%) 

IMF I 
,Consensus Projections 

~~. CP//nnaffon~) I 
2.5 
1.8 

5.0 

1.2 
-0.1 

i 
8.5 

1.0 
-0.2 

9.5 

-1 to-2 
-1.9 

10.5 

-5.0 
-4.7 

8.5 

-7.0 
43.7' 

7.8 -

-5.8 

7.5 

";1.0 
-0.3 

3.8 

2.0 
2.3 

1.8 
Consensus Projections 5.1 8.9 9.8 9.8 8.6 7.8 . 4.9 2.8. 

GDP Deflator (%) 
IMF I 4.1 5.6 6.3 7.8 6.1 8.3 8.8 

CA Balance ($ Billion) 

IMF I -2.3 3.0 8.0 23.1 35.0 39.5 40.5 22.0 26.1 
Consensus Projections -4.6 1.1 2.7 22.0 31.1 37.5 25.8 25.7 

Overall Govt. Balance 
IMF (% of GOP) 

. IMF (Won Trillion) I 0.2 
0.8 

-1.5 
n.a. 

-1.5 
-7.0 

-1.7 
-7.8 

-4.1 
-17.5 

-5.0 
-21.3 

-3.8 . 
-16.4 

.-5.1 
-22.1 

·5.1 
-22.7 

-------- -- - -



----------. _ 
-----~-----

NDA (Baht Billions) 
SBA Request, Bl14/97 
1 st Review, 11124/97* 
2nd Review, 2I1B198 
3rd Review, 5/26/98 
4th Review, 8125/98 
5th Review, 1211/98 
6th Review, 3/23/99 

NIR (S MillIons) 

SBA Request, Bl14197 

1st Review, 11124197· 

2nd Review, 2I1B198 

3rd Review, 5126/98 

4th Review,8I25/98 

5th Review, 1211/98 

6th Review, 3123199 


Reserve-Money (Baht bi1lions) 

SBA Request, 8/14197 

1st Review, 11124/97 

2nd Review, 2118198 

3rd Review, 5126198 

4th Review, 8125198 

5th Review, 1211198 

6th Review,3/23199 


Govt. Balance (Baht billions) 

SBA Request, Bl14/97 

1st Review, 11124197 

2nd Review, 211 Bl98 

3rd Review, 5126198 

4th Review, 8125198 

5th Review.f2l1/9a----

6th Review, 3/23199 

Note: Actual outcomes In bold. 

Thailand 

Table 1: Evolution of IMF Monetary and Fiscal Targets 


1997 1998 	 1999 

AuS 	 Nov Feb Ma~ AuS Dec Mar Jun Sep

I 

-525 	 -507 -503 -525 -520 

-133 	 64 74 110 

-166 	 34 31 51 


-144 	 -17 -2 30 

-96 	 2 52 


-89 	 -16 -28 
-118 	 -46 -32 -28 

1,300 500 8,300 11,200 11,300· 

5,761 3,400 . 3,900 5.500 7,200 


5,761 3,900 5,500 7,200 

8,592 8,800 10,500 12,500 


11,432 10,500 11,500 

14,122 14,000 15,500 


18,489 15,500 19,500 20,000 


456 489 499 489 502 543 

422 489 499 489 502 


455 480 464 469 

451 468 471 505 


445 460 495 

.445 485 490 


470 480 477 477 


-52.8 -34 -30.4 41.3 69.8 

-31.1 ~7 .~ 38 69.8 


-26.8 ~1.7 -46.6 -50.4 

-27 -70 -117 


_____._____________-~___:111___~_______---______________ 
-115 	 ~3 -85 

-31 -85 -90 -100 

°AS of the 1st review, the definition of NDA was changed to darlfy consIstency between monetary and external targets. 
NDA Is thus now defined as the dIfference between reserve money and net foreIgn assets valued In bahl 



-----

Thailand 

Table 2: Evolution of IMF and Consensus Forecasts 


IMF/CF Projections For 1998 For 1999 
Aug/97 Nov/97 Febl98 May/9S Aug/98 Dec/98 Actual Dec/98 Mar/99 

Real GDP Growth (%J I 3.5 0.0 -3.0 -4.0 -7.0 -8.0 -8.0 1.0 1.0IMF 
Consensus Projections . 2.3 1.2 -3.5 '-4.1 -7.9 -8.0 0.1 0.5 

Avg. CPllnflation (%) I 8.0 10.0 11.6 10.5 9.2 8.0 8.1 2.5 2.5IMF 
Consensus Projections 7.8. 9.5 11.6 11.7 10.1 8.2 4.0 2.6 

CA Balance ($ Billions) 
IMF. I -5.3 -2.5 . 4.4 8.5 11.5 13.5 14.3 11.0 12.0 
Consensus ProJections -7.0 -4.8 6.1 8.3 13.8 12.5 11.1 11.1 

Overall Govt. Balance-
IMF (% of GOP) I 1.0 1.0 -2.0 -5.8 -6.2 -5.9 -5.3 -8.2 -8.2 
IMF ($ Billions) 1.2 1.2 -2.4 -7.0 -7.4 -7.1 ..0.4 -12.7 -12.7 

-------.



1 
I 

Indonesia 
Table 1: Evolution of IMF Monetary and Fiscal Targets 

1997 1998 1999 

I 
I 
I 
I 

Dec Mar Jun Sep Dec Mar IJun Se 
NDA (Rupiah trillion) 
SBA Request, 11/1197 
1st Review, 4/1{1198 
2nd Review, 6124/98 
3rd Review, 712!)198 
EFF Request. 8;'11198 
1st RevieW, 9/17198 
2nd Review, 10119198 
3rd Review, 111'13198 
4th Review, 311E1J99 
5th Review, 512(l/99 

-30.5 
-70.0 

-29.4 
--67.7 

-72.5 

-27.3 
--6S.6 
--67.5 

·70.1 

-30.7 
-54.7 \ 

-50.9 

-50.9 
-50.9 
-67.0 

-39.5 
-44.2 
-54.3 

I ' 
-53.2 : 

I 
-32.8 -27.2 
-79.2 Ir·o 

-20.3 
-32.9 

NIR ($ Billion) 
SBA Request, 11/1197 
1st Review, 4/10198 
2nd Review, 6124198 
3rd Review, 7120198 
EFF Request, 8111198 
1st Review, 911i'198 
2nd Review, 10/19198 
3rd Review, 11/~I3/98 
4th Review, 311EV99 
5th Review, 512(1199 

Base Money (R,lIplah Trillion) 
SBA Request. 1'1/1197, 
1st Review, 4/10198 
2nd Review, 6/2;4198 
3rd Review, 712~1198 
EFF Request. 8111198 
1st Review, 9117198 
2nd Review, 10/19198 
3rd Review, 11/13/98 
4th Review, 3116~ 
5th Review. 5120:/99 

Govt. Balance (,Ruplah Trillion) 
SBA Request. 1'1/1197 
1st Review, 4110198 
2nd Review, 6/2"',/98 
3rd Review, 7129i/98 
EFF Request, 8/11198 
1st Review, 9/17198 
,2nd Review, 10/'19198 
3rd Review, 11/13198 
4th Review, 3116199 
5th Review, 5120199 

17.4 
17.6 

42.7 
46.7 

7.6 
BA 

16.0 

13.2 

42.7 

61.B 

3.5 
-5.5 
2.7 

14.0 
13.1 
13.6 

14.4 

' 44.2 

62.2 
68.6 

71.7 

2.1 
-13.0 
-1.0 

12.5 
12.9 
13.6 
13.7 

14.0 

45.7 
62.9 
69.7 
69.7 

69.9 

3.0 
-25.8 
-30.0 
-30.0 

-1.6 

13.4 
12.9 
12.5 

12.5 
12.5 
14.2 

63.0 
74.3 
74.3 

74.3 
74.3 ' 
74.6 

-30.3 
-51.0 
-51.0 

-51.0 
-51.0 
-B.O 

" 
" I 

I 
14.6 

I 

'12.2 

I'13.2 
I 
I 

I13.0 
14.3 p.8 
15.7 16.2 

I 

62.6 
n.6 
n.6 

76.5 I 
74.5 76.3 
n.s 76.3 

I 
I 

-3S.5 
-81.3 
-81.3 

-72.7 \ 
-16.7 

I 

-21.1 -16.7 

13.3 
15.0 

79.4 
79.4 

-35.2 
-35.2 

Note: Actual outc:omes in bold 
I 
i 
I 

! 
I 
I 



--------------

Indonesia 
Table 2: Evolution of IMF and Consensus Forecasts 

11/97** 
Real GDP Growth (%) 

IMF I 3.0 
Consensus Projections 3.0 

Avg. CPllnRation (%) I 
·IMF 9.0* 

Consensus Projections 10.7 

4198 

-5.0 
-6.3 

44.d 
45.9 

6/98 

-12.1 
-13.4 

60.0 
65.4 

For 1998 
8/98 9/98 

-13.0 -15.0 
-16.2 -16.5 

60.0 60.0 
74.6 74.8 

10/98 

-15.0 
-16.5 

60.0 
65.1 

11/98 

-15.0 
-16.0 

60.0 
66.8 

Actual 

-15.3· 

66.2 

For 1999 
11/98 3199 

-2.0 -2.0 
-4.0 -3.3 

17.0 17.0 
34.8 25.1 

CA Balance ($ Billion) 

IMF I -4.9 
Consensus Projections -3.6 

4.3 
1.1 

1.4 
2.5 

1.4 
5.3 

1.4 
5.2 

1.4 
6.1 

4.5 
6.1 

4.0 2.5 
7.0 

3.4 
4.6 

Overall Govt. Balance 
IMF (%) I. IMF (Rupiah Trillion) 

1.0 
7.3 

-3.8 
-30.8 

-8.5 
-81.3 

-8.5 
-81.3 

. -8.5 
-81.3 

-8.5. 
~81.3 

-6.0 
-58.3 

-2.0 -6.0 
-45.7 

-5.8 
-71.0 

*end-period 
**Consensus Forecast for 12197 
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Korea 


Real GDP Growth (SA) 
Annualized Q1Q Percentage Change 
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Real GDP Growth (SA) Current Account Balance 
Annualized QlQ Percentage Change (As % of Quarterly Nominal GOP) 
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I 
iIMF Macroeconomic Policy Prescriptions for the Asian Crisis: Background pn Korea 

~~: ! 

It is difficult to argue that Korea's tightening ofmonetary policy at the start ofits FJd program 
was inapptopriate given the rapid depletion of its reserves and the associated press~ on the 
won. The focus on exchange rates and interest rates as the target and instrument ofIrlonetary 
policy thus appears to have been justified and broadly effective. It is nonetheless clek that the 
IMF's projections for real output during the first half of 1998 were badly off the m8r~ and that 
the Fund, despite the experiences ofMexico and Thailand, failed to anticipate the s~ reduction 
in private I;:onsumption and investment that occurred. As a result, the overall macroeConomic 
policy mix. and in particular. the fiscal policy stance. appears to have been overly co~tractionary . 
at the start of the program. While this was eventually redressed through modificatiorls that . 
allowed for a larger fiscal deficit, these changes did not occur until there was signifidmt 
downward revision ofgrowth forecasts. Moreover. delays in implementing n~w socihI safety net 
expenditui-es meant that this fiscal stimulus was relatively ineffective in supporting gfOwth until. 
the first quarter of 1999. ! 

Background: 
I 

. .' I 
Exchange Rate Performance: The Korean won started to come under pressure several weeks 
.'. . ,.

before Kotea approached the IMF in late November 1997. with the won's depreciation gaining 
. ,1, • 

momenrunl following the November 19 announcement that authorities were widening the 
flUCtuatiOIil band on the exchange rate from 2.25% to 10% and would no longer interV,ene to 
support thc~ won. The won fell 22% against the dollar between late October and the IMF 
program announcement on December 3rd. . . 

The won plunged an additional than 40% to nearly 2000 won/dollar between Decemoer 3nl when 
. I 

the IMF pi'ogram was first announced and December 24th when a strengthened progr;un 
including further monetary tightening was announced. While remaining volatile, the ~on 
generally traded in a range between 1600 and 1800 won/dollar during the month ofJcinuary 
1998. The: won gradually strengthened in value over the next three months. averaging 1618 
won!$ in February, 1486 won!$ in March and 1389 won/$ in April. Since that time, it has 

I 

generally traded in a range between 1150 and 1400 won/$. As of the end ofApril 1999. the won 
was trading at 1175 won!$. 25% lower in nominal terms than its value in June 1997 ahct 14% 
lower in real effective terms. I 

Inflation Projections and Performance: The won's depreciation resulted in a sharp acdeleration of 
• t 

inflation dlJring December 1997 and January 1998, as a 59% increase in the cost ofra:W materials 
drove producer prices up by 28% during those two months. Consumer price inflation! also 
accelerated. although at a slower pace. rising 5% during December and January. Ye~ over year 
(yoy) CPI inflation peaked at 9.6% in February 1998 and had fallen to 3.9% by December 1998. 
Actual CP1[ inflation averaged 7.5% for 1998. Producer price inflation peaked in Januhry 1998 
and declint~d sharply during the course of 1998 as a result ofweak global commodity prices and 
the won's appreciation. PPI inflation averaged 12.2% for 1998, although PPI prices rose only 
3.6% yoy in December 1998. . . I 



2 
I 

• 	 Th,;: December 1997 IMF program projected average consumer price inflation' of5% 
duting 1998. As a result ofthe greater than expected depreciation ofthe won) the Fund 
increased its projections ofannual CPI inflation during Ute course of the first ~o 
program reviews, with 1998 CPI inflation projected at 9.5% in February and ,0.5% in 
MSty. The won's subsequent appreciationied the IMF to decrease projected GPI inflation 

. in the August and November reviews to 8.5% and 7.8%, respectively. I' 

Real OUtplllt Projections and Performance:. The Fund program initially projected real:GDP , 
growth of2.5% in 1998, although these projections changed markedly during the course of 1998, 

, 	 I 

with groWlth forecasts being gradually doWngraded to 1 % in February, ·1 to -2% in ~ay, -5% in 
August and -7% in November. The most recent estimate ofreal GDPgrowth for 1998 is -5.8%. 

, 	 ' I 

Nominal Output Projections and Performance: Given the Fund's projections ofreal Jutput and 

the nominal GDP deflator, nominaI GDP growth was initially projected at 6.6% and Was still as 


" high as 5.8-6.8% in May 1998. The deeper trum expected contraction in real GDP and slower . 

than expec:ted inflation meant that 1these projections were marked down significant1y~to 1.1% in 

August and 1.3% in November. Estimated nominal GDP growth for 1998 is 3.0%. ! 

Macroeconomic Policy Framework: . 

Monetary Policy Stance: Korean monetary policy focused exclusively Qn stabilizing 1the won 
exchange l"ate at the start ofthe IMF program. Given the Uncertainties about mon~Y4emand 
behavior as a result of the crisis, the IMF program focused on interest rate and excluUlge rate 
developmEmts to gauge the appropriateness ofmonetary policy. While 1the IMF progiam . 
included the standard performance criteria and indicative targets on base money, net international . 

. 	 I . 

reserves atld net domestic assets, these quantities appear to have played relatively little role in 

actually guiding monetary policy and were generally not a binding constraint. Some kttention 

nonetheless was paid to the need to sterilize Bank ofKorea liquidity support to the fuiancial 

system be1:ore it translated into further pressure on the exchange rate. I 
. 	 I 

I 

In mid-December 1997, the Bank ofKorea extended liquidity support of 8 trillion won, 
I 

eqluvalent to approximately one-third ofreserve money outstanding at 1the enq of 
November. Failure ~p sterilize 1this liquidity injection through open market o~rations 
might well have undermined the stabilization effo~ if it had eventually fed ttJough to 
further depreciation of the won. 

Th,e government also provided extensive liquidity support to the financial system in 1the 
peIl0d before it was forced to devalue 1the won in November 1997. M2A grovltb • 
acc:elerated markedly between September and November 1997, rising more 1th~ 8% over 
that three-mon1th period. Year-on year growth in M2A accelerated from 14% in 
SeJ')tember to nearly 24% in November.' I , . . 	 I 

I 
As can be seen in Figure 1, the overnight call rate began trending upward slightly during the 

Isecond half ofNovember as the won began to come under pressure. Interest rates were then 
I

increased !Iharply at the start of the IMF program in December, with overnight call rates rising 
I 

.from apprc)ximately 18% to 25%. Continuing pressure on the won from capital outflows and 
! . 
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I 

political uncertainty prompted the authorities to increase interest rates to 35% at the tjme the 

strengthened IMF program was announced. While rates remained at this level for only several 

days, they generally remained between 28% and 30% during January. 


Interest rates began to trend downward in February, falling an average of 275 basis wints per 
. month between February and August. By the end ofAugust 1998, the overnight call !rate had 
declined to 8.5%. Rates continued to fall more gradually over the next six months, dtclining to 
4.7% in April 1999 and remaining largely stable ,Since then. '1 

Fiscal Policy Stance= . The 1998 budget adopted in November 1997 originally called for a fiscal 

surplus 0(0.2 percent ofGDP, though the Fund's baseline projection for 1998 foresak a deficit 


I 

of 1.4 per(:ent of GDP due to revenue shortfalls and the adde~ costs ofbank recapitaii7Jltion. The 
Fund's initial program sought to preserve the originally budgeted surplus.ofO.2 perJnt ofGDP, 
requiring 11scal adjustment of 1.6 percent ofGDP. This adjustment was to be equall~ divided . 
between UIX increases and cuts in expenditures and net lending. While the fiscal stance. was 
eventually eased substantially, it was not until August of 1998, after the growth outlo~khad 

. worsened considerably, that the IMFprogram allowed for significant fiscal stimulus'I' 
. , 


In program reviews between January and May, the fiscal stance was eased somewhat ito account 

. . 	 I 

for effects ofboth cyclical arid exchange rate developments on the budget, and to allo,w for: . ,
greater sodal' safety net spending; Additional spending on the social safety net nevertheless was 
largely offset by further discretionary measures, including cuts in other areas of the b~dget and 
further tax measures,· 	 . . . . '.1 .'. . 

• 	 In April 1998, Fund staff estimated that the cyclical impact on the central go~ernment 

fiS4:al balance since the December 1997 program was a decline of2.1 percent ofGDP,


I 

with the effect ofexchange rate depreciation causing a further increase in the deficit of 1 
percent ofGDP. Increased discretionary spending of 1.7 percent ofGDP waslallocated to 
cover the augmented social safety net and the cost of bank recapitalization. I,' 

, 	 . . I . 
• 	 Th,ese changes in the fiscal balance were offset by expenditure cuts and tax measures 


tot':lling 2.9 percent.ofGDP. Thus the overall decline in the fiscal balance w.J 1.9 . 
. 	 I . 
pel'cent ofGDP, from 0.2 percent in the December. 1997 program, to -1.7 percent ofGDP 
in the April 1998 program as reported in the May staff review. 

• 	 Fund staff estimated that the cyclically-neutral deficit based on the revised I 

. macroeconomic assessment ofApril 1998 was 2 percent ofGDP. The April fiscal 
program thus continued to be slightly contractionary in nature.' I 

I 
I 

I 
lUte best measure offiscal stimulus in 1998 would be the change in the structUral deficit· 

from 1997. Unfortunately the IMF does not publish historical and projected estimateJ of 
structural deficits. I , 
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From August through the end ofthe year, the Fund program shifted its stance on fisc~ policy 

substantially"allowing for a larger budget deficit in the face ofsignificantly lower growth 

projections. Actual outlays for the, year came in well below the budgeted amounts d4e to 

bottlenecks in caPit~ spending and delays in starting soci~ safety net programs. I 

• 	 In August the program allowed for a budget deficit ofmore than 4 percent ofPDP, a 


projection which was widened to 5 percent in November. The deficits accounted for a 

fuJ1her cyclical decline in revenues, increased social safety net spending, and bffsetting 

revenue measures. In November Fund staffestimated that the total fiscal swrlulus to the
I ' 
ec.~momy to be l.5 percent ofGDP. The actual deficit for 1998 reached 3.8 ~rcent of 
GDP. About halfofthe shortfall in the deficit was the result of lower than exPected, ' 

, interest costs, with the remainder due to lower spending on current and capital 
, expenditure and net lending. ,.' i ' 

Assessment: 	 " 

\ 
, A number of issues need to -be dealt with in assessing the appropriateness ofthe Fund's 
macroOCOllomie policy prescriptions for Korea.i .. 
• 	 Policy Objectives: How should macroeconomic policies have balanced competing, ' , 

o~iectives, such as avoiding external default, stabilizing output, and minimizihg , ' 
. 	Urllation? Should monetary policy have focused on supporting the won or onjmaintaining " . 

growth from the start of the program, particularly given the weak banking. sysfem and 
hi~~y-leveraged corporations? Was fiscal tightening necessary for external aajustment 

or for maintaining credibility? ·.·.1' 
• 	 Tightness ofInitial Program: Was macroeconomic policy tightened too mucD at the start 

ofthe program, greatly increasing the cost to the real economy? 

• 	 Program Adjustments: Should monetary policy have been eased sooner and/or more . 
aru~essively after the initial stabilization ofthe exchange rate in Q1/98? shoilld fiscal 
sthnulus have beenJ,lSed earlier in the program to address the contraction in odtput? 

, 	 I 

Policy Objectives: Given the nature ofthe crisis in Korea and in the region as a wholt focusing 
monetary policy on stabilizing the value ofthe won at the start ofthe crisis appears to: have been 
broadly appropriate, given the need to stem capital outflows, avoid default andcontro~ inflation. 
On the other hand, the dual objectives offiscal policy -- maintaining credibility and allowing for , 
external adjustment -- while theoretically defensible, seem in this case to be misplaced.

I 
I 

, 	 I 

Monetary Policy: With the Bank ofKorea's reserVes already nearly exhausted at the Start ofthe 
IMF progr,am and the credibility ofthe authorities basically shattered, higher interest ~tes were 
critical to €~fforts. to stabilize the value ofthe won and Jimit further capital outflows. Given the 
govemmellt's de facto guarantee of the banking sector's extemalliabilities in August :1997,it 
faced a severely limited set ofoptions if it was to prevent default on these liabilities. I 

I 
I 



The success of the bank rollover agreem:nt played a critical role in reducing le drain of• 
. 	 I 

foteign exchange reserves and easing the pressure on the won. It is questionable whether 
this agreement would have been successful in the absence of a tightening ofdtonetary 
policy, as a failure to stabilize the value of the won could have called into quJstion 
Kc)rea's ability to service its foreign currency debts. I 

. 	 '. I 
The focus on exchange" rates and interest rates as the gauge of the tightness ofmonetary policy 

also appeEIl'S to have been appropriate, as the behavior ofmonetary aggregates proved to be very. 

unpredict~lble. While Korea met all of its quantitative performance criteria, this reflected in large 

measure much faster than expected reserve accumulation and declining net domestic ,~sets.. .. 


I 

• 	 Th.e IMP acknowledges having significantly underestimated the money multiplier, as the 
public shifted from cash to deposits and from demand deposits to higher-yielding deposits 
with lower required reserves. Broad money growth was thus broadly in line +th initial .'. 
pr'')gram projections, even though reserve money growth was weaker than expected. 

Fiscal Pol:i£y: Maintenance of a tight fiscal policy early in the program appears to ha~e been 
aimed at achieving moderate growth and supporting moderate external adjustment, while 
bolstering government credibility. The foriner objective is a theoretically valid one aJd probably 

. 	 I 

would have been appropriate had the Fund's initial growth forecast for Korea been a~curate. The 

latter seenlS unnecessary 'given Korea?s history offiscal prudence. Korea's budget had been 


. . 	 I 

close to balance from 1992 to 1996 and during the same period the level ofpublic debt had 
averaged ll0 percent ofGDP. ., . I .. 

. . 	 I 

. Thus in hindsight, once negative growth and significant external adjustment appeareq likely and 
since the c:redibility offiscal policy was not generally in question; fiscal policy most likely 
should have been directed more toward supporting output. Fiscal policy was instead ~many 
respects au afterthought ofthe program and was adjusted so late in the year that it wJ largely 
ineffective:: in boosting growth during 1998.' I 

. 	 . I 
Tightness ,Dflnitial Program: Even if the objectives ofthe IMP's macroeconomic policy 
prescriptic,ns for Korea w~ sound, one can question whether monetary or fiscal polihies were 
tightened too severely at the start ofthe program, and thus aggravated the decline in r~a1 activity.· 
'.', 	 I .. 

For monetary policy, the key question is whether a greater amount ofinflation should1have been 
tolerated in order to mitigate the decline in real activity. Given the inherent difficultits ofsetting 
appropriatl~ interest rates in a Crisis environment, however, it is difficult to argue that inonetar)' 
policy was obviously tighter than necessary to stabilize the situation. I 

• 	 According to IMP data, expected dollar returns in Korea remained negative d¥ng the 
period between November and January. Both ex ante and ex post real interest!rates 
ren'lained negative during the "fll'st quarter of 1998 as inflation surged sharply. 1 . 

• 	 Thl! tightening ofmonetary policy undertaken at the start ofthe program was d.tso 
unsuccessful in arresting the depreciation ofthe won. It was onIy after the secbnd hike in 
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interest rates, which accompanied a broad strengthening of the program (inCIJding rollovers . 
ofshort-term external bank debt), that the won started to stabilize in late Decbber. 

. . I 
Korea's e:draordinarily high level ofshort-term external liabilities, particularly thos~ ofdomestic 
financial institutions ($57.9 billion, 39% oftotal external debt), meant that exchangelrate 
depreciation carried with it significant costs in terms of its effect on bank solvency artd the 
eventual fiscal cost ofbank: restructuring. 

• 	 It ils nonetheless true that in contrast to Indonesia and Thailand, the debt burden of 
domestic corporations was primarily denominated in domestic currency. Thd OECD 
eSltimates total corporate indebtedness (both foreign and domestic) was approkmately 
$600 billion in 1997. The Korean Ministry ofFinance separately estimates tliat the' , 
external debt ofnon-financial private corporations tot8J.ed approximately $43/billion at that 
time (27% ofexternal debt). The extraordinarily high debt-equity ratios ofKprean non- .; 
fuiancial corporations also made them more vulnerable to the effects ofhigh Interest rates 
trum was the case for most other countries in the region. One could therefore Iargue that. 
relative to other countries in the region (with the exception of Malaysia), Korra would. 
have benefitted from a real output-inflation trade-off that entailed higher levels of inflation. 

I 
It should be noted, however, that given the extent ofcontagion during the course ofth~ crisis, it is 
possible that an easier monetary stance in Korea could have had n~gative repercussidns for the . 
currencie5; ofother crisis-affected countries. 1ms was cle8fly the case with the IndoJesian rupiah. I .' 
With respect to fiscal policy, the objective ofassisting external adjustment was premised,on an 
overestimation ofKorea's growth prospects. Had the initial growth projections been! accurate, 
some tightening offiscal policy may have been useful in aiding the process ofextemhl 
adjustmerlt. Given the unexpectedly sharp decline in real output and massive import I 
compression that occurred, however, there was little need to share the burden ofadjukment 
between the public and private sectors. I 

I 
The question ofthe appropriateness of the fiscal policy stance ofthe IMF's program for Korea 
thus rests heavily on the faWty, overly optimistic projections at the start of the progrim. One cali 

legitimately ask whether the Fund should have better anticipated the magnitude ofth~ decline in 
real output and external adjustment in Korea, particularly given the experience ofM~xicoin 
1995. It is notable that both Korea and Mexico undertook similar amounts offiscal chljustment at 
the start 0 f their programs and experienced similar declines in real output and shifts tit their 
external balances. The failure to anticipate the similarity ofthese output responses tJ..s obviously 
been quite;: costly for Korea. I 
Program Adjustments: The Fund encouraged a steady and significant loosening ofb6th monetary 
and fiscal policies as the severity ofthe downturn became apparent and the won strerigthened. 
With hindsight it is clear that earlier easing, especially offiscal policy, would have b~en helpfuL 
However, it was not obvious in the midst ofthe crisis that faster adjustment, particulJrly for 
monetary policy, was appropriate. . ' .1 

http:tot8J.ed
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• 	 The extraordinarily turbulent situation in the region and the dangers ofa premature easing 
ofpolicy also provide a strong case for the cautious easing ofmonetary Polic~. It should 
be noted that overnight interest rates remained at their peak level of35% for 6nly a matter . 
of days and had begun to decline steadily within two months of the start ofth~ IMF 
program. Within nine months ofthe start ofthe crisis, nominal interest rates ~ere below, 
pOl-crisis levels andrea! interest rates had fallen below historical levels. . i 

• 	 At least some portion ofKorea's success in bringmg inflation rapidly under control can 
be ascribed to both the appreciation ofthe won and falling global commoditylprices., , 

This can be seen in producer prices, as the prices. ofraw materials (larkely 
imported) were up 65% yoy in January 1998, but had actually fallen ~% yoy in 
December 1998. This compares to yoy PPI iriflation for finished goods that , 
peaked at 17% in February 1998 before declining to 3,5% in Decembbr. 

The effect offalling global commodi~ pri~es can also be seen in imJrt prices 
denominated in the contracting currency (presumably largely dollar-d~nomin.3.ted 

I ' 

contracts given the heavY weight of raw materials imports), which fel~ 12.6%yoy 
in December 1998. . I ' ' 

I 

It is impossible to know in hindsight whether interest rates could have been lowered more rapidly 
without sacrificing the gains that had been achieved in stabilizing and strengthening ~e won. 

I 
With fiscal policy, the situation is obviously somewhat different, as a significant wid~g of the 
fiscal defi.cit was not allowed until the August 1998 review, when the growth forec~ was . 
revised sbarply downward to negative 5 percent. While some additional social safettnet 
spending had been budgeted in the first half ofthe year, it had been mostly offset by ~dditional 
revenue nleasures. The projected fiscal deficIt increased from only 1.5% ofGDP to 1.7% of 
GDP between January and May, despite the fact that growth forecasts were simultanbously being 
revised downward from positive 1.2 % to between negative 1 % and 2 %, Even oncela decision 
was taken to ease fiscal policy more aggressively, moreover, there were significant delays in 
delivering this stimulus as a result ofslow implementation ofnew fiscal spending, p~icularly on 
social satiety net programs,'--While this was also true ofother countries in the region, 'it helped to 
magnify the cost of the initial policy error. ,I 

GianCOlalsLger; 6/3/99 



IMF Macroeconomic Policy Prescriptions for the Asian Crisis: Background on Thailand 

OvervielV: 

The tight monetary policy implemented under the IMF program (approved on Auguk 20, 1997) 
was appI1)priate given the weak central bank: reserve position, growing downward ptessure on the 
baht, and the large amount of Thai corporate debt denominated in foreign currencies'. However, 

I 

initial exc:cution was inconsistent and substantially undermined market confidence ~uring the 
early stages of the program. Major problems with the IMF program arose from overly optimistic 
growth pl:ojections. This led to excessive fiscal tightening at the onset of the pro~, further 
inappropl'iate tightening during the first and second quarterly reviews, and to insuffibient fiscal 
expansions thereafter.· A more expansive fiscal policy during the early stages of the Iprogtam 
would have lessen the decline in economic activity (8% decl~e in GDP in 1998). However,. 
given the degree to which Thai corporations were over-leveraged and the state ofThlu fmancial ' 
institutions, a serious economic downturn during 1998 was probably unavoidable. *oreover, the 
ability of the Thai government to rapidly augment fiscal spending during 1998 was politically 

constraim:d. \ 

BackgrollDd: 

Exchange: Rate Perfonnance: The baht peg came under downward pressure in 1996 and early , . I . 
1997 as the current account deficit grew (7.9% of GDP in 1996). Market concerils over the 
stability elf the peg also grew as the wlnerabilities ofThai domestic and external finkces . 
became increasingly apparent. Following very substantial intervention in May 1997! the central 
bank imposed selective capital controls and allowed interest rates to rise. However,lshortly 
thereafter I central bank forward obligations, resulting from continued intervention, rose to 
unsustainable levels. On July 2, 1997, the authorities introduced a managed float, c~mbined 
with othel: adjustment measures, including an increase in interest rates (the oln repo tate rose ten' 

I 

percentage points to 27% but later declined to 16.5% by end-July) and suspension o~ operations 
of 16 finance companies. The baht depreciated by 22% in July (from about 25 to 32 :per dollar) 
as market concerns steadily rose about the adequacy of adjustment measures and continued 
deterioration of the financial system. The authorities approached the Fund which approved a 3

. year stand-by arrangement on August 20, 1997. I 

. Following approval of the program, the baht continued to depreciate as the roll-over Ltes of 
short-temt liabilities ofThai financial institutions and corporations declined and balahce of 

. I 

payments problems spread to other countries in the region. By the time of completion of the first 
quarterlYl:eviewon December 8, the baht had declined to 41 per dollar. The currency continued 
to weaken until its low point of55.5 per dollar on January 12, representing a 55% dePreciation 
from its pre-devaluation level. ' . 

During February 1998, the baht began to recover, closing at 43 per dollar on Feb 27. Market 
analysts attributed the baht's strengthening to the large turnaround in the current account, high

I 

sustained domestic interest rates and growing market confidence in the economic policies ofthe 

new goveI:nment which took office in November. The baht weakened during June aAd July due 


I 

I 



to growing concerns over the health ofthe banking and corporate sectorS. The baht strengthened 
in August and since October 1998 the baht has fluctuated between 35-40 per dollar ~th the baht 
trading at 37 in late May 1999. I 

Inflation Projections and Perfonnance: Despite a depreciation of more than 50% fro~ the 
beginning ofJuly through the end ofJanuary 1998, consumer prices rose at an annua~ rate ofonly 
14% duriIlg the period due to falling domestic demand, low wage pressures, and the small share 

. I 

of imporu. ofconsumer goods in the price index. Consumer prices rose 7.7% in 1997 (DeclDec) 
compared to Fund staff original estimates of 9.5%, and revised estimate of 10% foU6wing the . 
fIrst quart1erly review in November. At the frrst review, the Fund projected that consker prices 
would riSt: 6% in 1998 (DeclDec). The Fund revised its estimate to 10.6% during the second. 
review in February and raised it to 11% by the third review. . I . 

During thi~ balance of 1998, the substantial strengthening ofthe baht, lower world cobmodity '. 
prices, and lower-than-anticipated domestic demand suppressed inflation. SubsequeJt IMF . .' 
reviews irlcluded downward revisions in inflation projections. Monthly consUmer price inflation 

I 

was negative from August through December 1998. Consumer prices rose only 4.3% in 1998.. .' 

Real Output Projections and Performance: The Fund initially projected real GDP grjwth ~f2.5% 
for 1997 aLlld 3:5% for 1998. Real GDP declined 1.8% in 1997. By the fust review ih November 
1997. the Fund had revised downward its 1998 growth projection to a negative 0.1 %.! By the , : 
second re-;/iew, the growth projection was further adjusted to a negative 3-3.5%. Each subsequent 

I 

review CO:l1tained revised downward projections. Real GDP is officially estimated to Ihave '. 
declined ~:% in 1998 (the estimate is expected to. be revised to a 9.5% decline). 

Nominal Output Projections and Performance: The Fund originalJy estimated that nqminal GDP 
for FY98 {the fIscal year starts October 1) would increase by 11.3%. The estimate was revised 

I 
. downward at each subsequent review. Nominal GDP for FY98 is estimated to have risen by 0.7% 
(likely to be revised downward) . i 

. Macroec(IDOmie Policy Framework: I 

Monetary .Policy Stance: The Thai IMF program originally focused on stabilizing Jexchange 
rate by raising oln repo rate to the upper part ofthe target range (12-17 percent). Givbn 

. expectations of relatively constrained capital inflows and a weak reserve position, th~ program 
envisioned that the central bank would have to allow the baht to depreciate graduallY;(limit 
interventi(>n) in the face ofstrong downward market pressure. I 

. I 
Although ofsecondary importance to the. interest rate/exchange nite objectives, monepuy 
aggregate!. remained within program targets and assumptions through the balance of 1997. 

Faced with stronger-thM-anticipated downward market pressure on the baht from CO~tinued 
capital outflows, the central bank, in consultation with the Fund, substantially raised ~e oIn repo 
rate to 20-25% during September 1997. However, it allowed the rate to decline below 15% in late 
October o'ver concerns ofa growing credit crunch. Renewed pressure on the baht probpted the 



central baillk to raise interest rates in November. The oln repo rate remained in the 20-25% range 
throughoutt December. 

By the time of the second review in February, monetary policy was almost solely concentrated on 
I 

stabilizing the baht. The program assumed that despite concerns of the effect of hi~ domestic 
interest rates on the survivability of the corporate sector, a temporary rise in interest fates was 
considered less damaging thana steep permanent decline in the baht. The program ehvisioned 

I 

that as the baht stabilized at a higher value the central bank would begin to slowly eaSe interest 
~L. .I 

By the time of the third review in May 1998, exchange rate stability had been largel~ achieved 

along with a substantial improvement in the central bank's reserve position. Concern had now 

shifted to addressing the deepening recession. The oln repo rate declined from its rarige of 20
25% durirlg January through March to around 17% in May. The oln repo rate beganltQ drop


j. 

sharply in July. By September the rate was below 9% and was nearly 3% at the end 6fDecember 
1998. Monetary targets were adjusted to allow M2A to grow by 9% in 1998..Targets Were 
adjusted to allow M2A to grow by 7%, reflecting a lower level of expected eCQnornid activity. , 
M2A endM up growing by 6.2% in 1998. Monetary aggregates throughout 1998wete within the 
program targets. ,I 

. ' I 
Fiscal Pol,icy Stance: The Fund program originally included an overall public sector ~eficit of 
1.6% ofGDP in 1997 and a surplus of 1.0% in 1998. The bulk. ofthe adjustment (2.8% of GDP 
during FY98) was to come from an increase in the VAT from 7 to 1 opercent and a, 1J6% ofGDP 
decline in central government expenditures. The overall fiscal balances excluded th,.e imputed . 
carrying costs associated with the financial sector bail-out. ' 

By the time of the first review the Fund and Thai authorities recognized that in the absence of 
additional measures, revenues would fall short of original FY98 projections by 2.5% bf GDP due 
to a sharpt!r slowdoWn in economic activity, the larger-than expected depreciation offue baht and ' 
its effect on the V AT tax, and overestimation ofrevenues. Despite these developme~ts, the Thai 
authorities felt the public sector contribution to external adjustment needed to be pres~rved for the 

, credibility of the program. Therefore, the fiscal program called for additional cuts in! central 
govemmellt expenditures of 2% ofGDP during FY98 and additional excise taxes andl import 
duties. 

By the time ofthe second review the 1998 fiscal balance was projected to be in defici~ by 3% of 
GDP in th~~ absence ofadditional measures. Revenue increases and spending cuts wete 
undertaken to reduce the projected deficit to 2% ofGDP (excluding the cost of suppoh to the 
financial sector). I 

At the tim(! of the third review, the fiscal program was adjusted from a projected conshlidated 
deficit of2% ofGDP in 1998 to 3% ofGDP. About 0.5% ofGDP of the increase rep~sented 
automatic stabilizers caused by downward revisions in projected economic growth. 4n additional 
0.5% was included to foster domestic demand and was to be concentrated in the sociai safety net 

I 
programs. I 



Altho~gh GDP growth estimates were further revised downward at the time of the foL review 
in August 1998, the 1998 fiscal deficit targets remained unchanged due in part to cortcems about 
the grOWhlg costs of the financial sector restructuring program, which was estimated to total about 
4% of GOP during the next two years. The central government, however, had been e~periencing 
some delays in its capital expenditure program. The consolidated fiscal deficit for 1 ~98 totaled an 
estimated 2.8% ofGOP. ' 

Assessme:llt: 

Issues to consider in assessing the appropriateness of the Fund program's macroeconbmic policy 
include: " , I 

, I 

·Policy Ol'ifectives: How should policies balance competing pbjectives, such as stabilizing the 
exchange irate, limiting output decline, limiting the level of corporate sector insolvenJies? 

•Initial Im,plementation o/Program: Was monetary policy too lax and fiscal policy t1o,tight ' 
contributiilg to a weaker baht but still unnecessarily reducing domestic demand as prirate sector 
activity declined sharply? I ' 

·Program Adjustments: Once the baht had stabilized, should monetary policy have b~n eased 
sooner, we:re fiscal adjustments to the program insufficient or in the wrong direction?1 ' , 

Policy Ob;'ectives: Focusing monetary policy on stabilizing the baht seems to have ~ the 
correct policy given that the exchange rate was tending to substantially overshoot what was " ' , 
warranted on trade competitive terms, and the negative implications of a permanentlyl weaker baht 
on the solvency ofmany Thai corporations. Fiscal policy, based upon initial growth;projections, 
may have lbeenjustifiable to promote an adjustment in the external current account. The question 
is why wei:e the projections so overly optimistic? At the time of the program, Thai cdmpanies

I 

, were, in gt::neral, highly leveraged and experiencing serious debt servicing problems. iMany Thai 
financial UlstitutiOns were facing insolvency. These factors~ along with a necessarily light 
monetary policy, were likely to cause a sharp decline in private sector demand. Neverfheless, the 
program assumed that real GOP would grow by 3.5% in 1998. This compares to,a 6.1% decline 
in Mexico"s GOP during the first year of its IMF prqgram. The austere fiscal policy (1m 
adjustment of2.8% of GOP in 1998, followed by an additional 2.5% after the first reJiew) was 
not appropriate and aggravated the economic decline. ,I 

MonetaIy Policy: Given that the baht was under severe downward pressure, the centr¥ bank pad. 
exhausted its ability to intervene in the exchange market, and concerns existed regardipg the 
adequacy of the emergency official financing package, the choice was between a steeply 
depreciating currency or a tight monetary policy. The decision to opt for a temporary] tighter 
monetary policy until the baht stabilized at a'higher value seems appropriate given the1large 
portion of Thai corporate debt denominated in foreign currency (total corporate ofnearly $200 
billion, ofiNhich 25% in foreign currency). Moreover, the temporary increase in local! currency 
debt serv~c,e costs for Thai corporations was significantly attenuated given that prime lending rates 
rose only a small fraction in relation to the increase in the oln repo rate. I 



The decision to focus on interest rates as opposed to monetary aggregates also flowed from the 
decision to, directly focus on stabilizing the baht. In hindsight, monetary targeting wduld have 
been substantially complicated due to severe difficulties in the fmancial sector. 

One can question whether a Korean-like rescheduling ofshort-term extemalliabilitieS ofThai 
corporatioilS and financial institutions would have substantially eased capital outflo~, reducing 
the level of monetary austerity needed to stabilize the baht. However, the Thai goverinnent would 
have been extremely reluctant to extend a guarantee on private external obligations. 

Fiscal Pol~: The IMF argues that the fiscal program was designed to reduce the current account 
deficit and lower expectations ofthe need to monetize future deficits, thus lowering ek>ectations 
of inflation and currency depreciation. The former argument seems valid based upon !initial IMF 

. I 

growth prc~ections. The latter argument, however, seems to ~arry less weight given that the fisCal 
balance had been in surplus for many years prior to 1997 and the level ofpublic sectot debt was 

J 

relatively low (public domestic and external debt, including guarantees, totaled 12.7~ ofODP in 
FY97). 

Initial Implementation ofProgram: Monetary policy in the initial months was erratic, as 
authorities alternated between high interest rates to defend the baht and low rates,to stipport the 
economy. IMF data also indicate that the expected monthly dollar return in Thailandl during July 
1997 through February 1998 was negative, suggesting that interest rates were inadequ:ate to offer 
sufficient incentive to .hold baht. The loss ofmarket confidenc~ in the Thai program quring its 
early stages may have made subsequent interest rate tightening more severe than would otherwise 
have been :required. . . .. . . .. I . . . 

In consideiing the poor initial execution ofmonetary policy one should recognize the lack ofwill 
on the part of the outgoing government in undertaking decisive measures. Its unwilIiligness to 

I 

deal with other pressing issues, including the need to take strong corrective measures in the 
financial st:ctor, contributed to a general undermining ~fmarket confidence. I 

I 
Program A.djustments: The Thai program was significantly modified during the earlyl stages. 
Both monetary and fiscal policies were first tightened and then substantially relaxed during the 
second half of 1998. 

Monetary l)olicy: The tightening ofmonetary policy undertaken during the first review to 
stabilize the weakening baht was clearly justified, although the tightening may not ha~e been 
adequate. The baht did not stabilize until late February 1998. One might question whbtherthe 
decision to maintain high short-term interest rates through the summer of 1998 was cdrrect given 
the larger-than-expect improvement in the current account and strengthening reserve dosition. 
However, given the premature easing ofinterest rates inNovember 1997. the risk ofalrepeat 
mistake wCluld have been costly. Moreover. the weakening ofthe baht during June an~ July of . 
1998 would have been more pronounced had a loser monetary policy have been in plaCe during 
those months. Finally. a substantially easier monetary policy during these months wobld not 
likely have significantly eased the liquidity situation ofThai corporate sector since baillcs were 
reluctant to extend new loans even though the . largest banks were highly liquid. 



By the fourth quarter of 1998, monetary policy was substantially eased, since then short-teon 
interest rates have been below pre-crisis levels. 

Fiscal Poli,gy: At the time ofthe first quarterly review, theIMF was aware the econOIpy was 
moving into recession. The decision to fully offset the natural fiscal stabilizers throu~ additional 
expenditw'e and revenue measures totaiing 2.5% of GDP were, in hindsight, clearly mappropriate 
and contributed to an acceleration in the decline ofeconomic activity. However, at thb time, the 
new government was extremely concerned with re-establishing program credibility. 

The decisilon during the second review to partially offset the automatic fiscal stabilizers through 
additional spending cuts and revenue measures totaling 1 % of GDP again seems to ha~e been 
inappropriate, especially given that by then there were clear signs that the currentaccJunt and. 
external reserve positions were improving substantially faster than had been envision~d, and that 
the econon::ty was moving into a steep recession. 

By the third review in May 1998 the Fund and the authorities recognized the need tq Substantially , 
alter fiscal policy to counter the decline in economic activity. However, ability of the government 
to rachet up spending became the constraining factor. . 

CMcCoy/JN:eil, 6-3-99 
I 



IMF Macroeconomic Policy Prescriptions· for the Asian Crisis: Ba~kground on Indonesia 

. Overview: 

Indonesia provides a cautionary counterexample of what can happen ifcountries fail to tPaintain 
monetary control. While one can argue that the IMF's monetary policy rule at the start Of the program 
was part of the problem, the lack ofpolitical will to adhere to the policy package is a mdre important . 
cause ofthe failure ofmacroeconomic policy to stabilize the economy. The eventual subcess ofthe 
monetary pohcy regime targeting net domestic assets (NDA) in Indonesia points to the qeed for a 
clear, transparent rule to guide policy when credibility has been lost. This monetary policy rule served 
as a helpful anchor for policy at a time ofextreme political uncertainty. As in other co~tries in the 
region, the initial fiscal stance was overly contractiona:ry; although the IMF understaitdably was . 
constrained by the government's policy not to finance budget deficits domestically. Th~ IMF adjusted 
the fiscal stance over time to respond to the deteriorating situation in later program revie~. 

Background:: 

Exchange Rate Performance: Following the devalUation of the baht, the Indonesian authorities moved . 
quickly toward greater exchange rate flexibility by widening the exchange interven,tion ~and from 8% 
to 12% on July 11, and later by allowing the rupiah to float Creely on August 14.· }1risP9licyresponse 
initially had a calming effect on the exchange rate. However, by the end ofSeptember, the rupiah was 
again under pressure, and the rupiah had depreciated. more than 30% before Indonesia a~proached the . 
IMF in November 1997. The exchange rate quickly strengthened in response to the policy package 
announced in early November 1997, rising about 10% during the first week ofthe pro~ to Rp. 
3,300/S, in part as a result of concerted intervention on Indonesia's behalf by Singapore bd Japan. 

This initial success in stabilizing the rupiah was short-lived as the government's failure tb follow 
through quickly on policy measures, coupled with political uncertainty, contributed to sduring market 
sentiment. In December 1997, the rupiah plummeted to around Rp. 5,500/S, losing over 130% ofits 
external value: within two weeks. It then continued its plunge in January, falling to Rp. ~, IOO/S on 
January 7. C~ipital flight and continuing doubts about the Suharto government's willingQ.ess to 
implement necessary reforms weighed severely on the rupiah during the next three months. 

, I 

The rupiah fJJilally began to recover in April 1998 as.a result ofa sharp tightening ofmoJetarypolicy 
and the reswnption ofcooperation between the IMF and the Indonesian government. Hdwever, the 
exchange rate depreciated sharply when the social unrest and political turmoil boiled ov~r in May, 
falling to as low as Rp. 16,000/S in early June. After recovering to around Rp. 7,500/S dhring the 
second halfof 1998, the rupiah depreciated below Rp. 9,500/S following Brazil's devaluAtion. The 
currency was :also weighed on by concerns about delays in the government's bank recapitruization 
program and c:ontinuing political uncertainty, but has strengthened steadily since then to its recent level 
of around Rp. 8,000/S. . I . 
Inflation Projf:ctions and Performance: Inflation started to increase in 1997 as a result of~OUght. The 
alarming depfleciation of the rupiah led to an acceleration ofinflation in late 1997 and eat.ly 1998. 
Conswner pri(:es increased by 21% during the first two months of1998, then settled to a btte .of about 
5% per month during March-June, only to pick up again during July-August. Cwnulativb inflation for 
the first eight months of 1998 was 69%. Inflation then began to moderate as conswner p~ces rose only 
3.8% in September 1998, followed by near-zero inflation in October and November. While inflation 
increased slightly between December and February, prices have actually fallen in the last1three months. 



Year-over:'year CPI inflation has fallen from its peak of 82.3% in September 1998 to 30.8% in 

May 1999.. 	 ... I 

• 	 CPI inflation averaged 66% in 1998/99 arid the IMF projects CPI inflation to be 15-17% 

in 1999/2000. . .. . . 1 


Real Output Projections and Performance: The program initially projected real GOP gr~wth of 3.0010 in 
1998/99. TIlese projections were revised downwards during the course of 1998. Growth forecasts 
were revised to -5.0% in April 1998, to -12.1% in June 1998, to -13 to -14% in August 1998, and to
15% in November 1998. Estimated real GOP growth for the fiscal year was -15.3%. Rbal GOP 
growth is pf(:J~ected to be 0-2% in FY 199912000 . 

. Nominal Output Proiections and Performance: Given the Fund's projections ofreal outP.ut and end
period CPI iilflation, nominal GOP growth was initially projected at 12% for 1998/99. 1jJy April 1998, 
the 1998/99 projection was revised to 40% nominal GOP growth using period average CPI inflation 

. estimates. Nominal GOP growth estimates were again revised to 48% in June 1998 and166% by . 
August 1998.. Actual nominal GDP growth for 1998/99 equaled 51%. 

. 	 I 
Monetary Policy Stance: In examinirig the success of the Fund's monetary policy prescriptions in 
Indonesia, one needs to differentiate between two policy regimes: 1) the initial stand-:py;program, 
which attem:(,ted to use a mix of some tightening of.monetary policy and partially sterilized 
intervention to support the rupiah, and 2) the targeting ofnet domestic assets (NDA) starting . 
in March 19S'8. 

Initial IMF Approach: The Fund's original monetary policy prescription for Indonesia combined a 
tight monetary stance with partially sterilized exchange rate intervention. The program ~geted both a 
notional exchange rate zone and base money, which served as a performance criterion. ~terest rates, 
however, wei-e the primary means by which the tightness ofmonetary policy was gauged. 

. 	 . I 
• 	 While the: concerted intervention by Bank Indonesia, Japan and Singapore was initially successful 

in supporting the appreciation ofthe rupiah and tightening liquidity conditionS, the gbvernment 
lowered interest rates toward pre-crisis levels within a week ofthe start of the pro~. 

• 	 The decision to lower interest rates, which supposedly came on the orders ofPresidelt Suharto, 
quickly wndermined moneP.n'Y policy by limiting Bank Indonesia's ability to soak uplthe liquidity 
support (totaling 8% ofGOP between November 1997 and March 1998) that was inj~cted in the 
ba:nJ4ng system in response to bank runs. The resulting surge in NDA helped spur c~pital flight 
and put the rupiah under sharp downward pressure. While the authorities subsequently raised 
interest ra.tes, these efforts were unsuccessful in re-establishing monetary control or ~bilizing the 
rupiah. Interest rates on overnight BI certificates increased from 14% to 30% in late January and to 
40% in March, butone month rates remained at 22% through mid-March. I . . 

• 	 From end-July 1997 to March 1998, cumulative Bank Indonesia intervention in the foreign 

exchange market equaled $7.94 billion. 


NDA Targeti1l&: The Indonesians adopted a revised monetarY policy regime in thesecona half of 
March 1998 by targeting NDA, which were to remain, flat. The ne"" policy also did not J1low for 
exchange mai'ket intervention. 
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• 	 The revised program met with some initial success in regaining monetary control. One month 
interest nltes were raised to 36% in mid March and then to 46% by early April. As Jresult, 
monetary aggregates were kept within the program targets and the exchange rate appreciated to 
around Rp. 8,000/$ in the second half ofApril. 

• 	 The program was temporarily driven off course again by the riots in mid-May 1998. This led to 
runs on banks with ties to the former President and the provision of large-scale liquidity- support 
by BI. - _ -. •. - I 

BI subsequently took strong action to reestablish monetary control, as most of the liquiditY support 
injected in late May and early June was mopped up through open market operations to ~ring NDA 
back within the program targets. I 
• 	 The introduction ofthe SBI auction system in late July was extremely successful in helping BI mop 

_up excess liquidity while also establishing a market-based interest rate that was som~what ~C)re 
- immune 10 political pressures to ease monetary policy. BI has generally been succe~ful in :meeting 
its monetary targets over the last 10 months. _ 

• 	 Interest riltes steadily declined from a peak of71 % at the beginning ofSeptember until December 
1998. After rising briefly to 38% in March to enable BI to mop up liquidity suppo;rtltbat was 
necessary following the delay in the bank recapitalization program, ·rates have subsequently 
declined dramatically to 26% at the May 26 auction. I 

Fiscal PoliCy Stance: ~d~nesia historically main~ed a so~d fiscal position durin~ ~e.1990s based 
on a balanced budget pnnclple that precluded domestic borroWIng by the government. Pnor to-the 
crisis, the government projected a budget surplus of %% ofGDP fot the 1997/98 fiscal year. The 
initial IMF stand-by arrangement in November 1997 called for the government to maintain a surplus of 
1%. The objc:ctives of this tightening offiscal policy were to reassure markets that a sOrlnd 
macroeconomic stance would be maintained, to facilitate an orderly adjustment ofthe crirrent account, 
which was ne:cessitated by the sharp reduction in inflows offoreign savings, and to :finadce the cost of 
bank restructuring (estimated at ~% of GDP in the initial program). This required the g~vernment to 
reduce in:fras1ructure and development spending, yielding a budgetary saving ofaround 1 % ofGDP, 
and to compriess other expenditures, yielding a further adjustment of Y. % of GDP. The bnaining 
budgetary gap was projected tQ be filled by increasing non-oil revenue. The baseline ovfatl balance. 
after bank restructuring without measures for FY 1997/98 was -0.8% of GDP. The program called for 
a overall balance after bank restructuring of0.3% ofGDP, thuS tightening fiscal policy By 
approximately' 1.1%. 

. 	 - - I 
1 The balanCed budget rule, which is contained in the Guidelines for State Policy, was adopted initially in 1968. It requires 
that every year total budgetary expenditure should be equal to budgeted revenue, defined to include all fortign grants and 
loans. The rule also requires that domestic revenue be sufficient to cover current expenditure, including th'e amortization of 
government debt, and a portion ofdevelopment expenditure, which in Indonesia includes both investment imd some 
"current" expenditures, including a significant portion ofthe public sector wage bill This principle by an41arge prevents 
domestic private: bank and nonbank financing ofthe central government. To the extent that development expenditure 
exceeds public saving, the gap can normally be filled only by external borrowing. 
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The deteriora,tion in Indonesia's economic and financial situation during the course of 1998 led to a 
series of revisions to the fiscal policy stance that allowed for progressively larger fiscal tleficits, all of 
which were to be financed externally. 

• 	 In April J998, the fiscal strategy was revised in order to increase support for the poor and 

accommodate the costs of bank restructuring (the total interest costs of bonds to f~ce bank 


I 

restructuting were estimated at 1.5% ofGDP), while keeping the programmed deficit to a level that 
could be largely covered by foreign fmancing. The 1998/99 budget deficit was reviJed to 3.8% of 
GDP as higher subsidies on some foodand other essential items were programmed i~to the 
framewotk in order to cushion the impact of the depreciation on the poor (total subs~dies were 
projected at 2.3% ofGDP in 1998/99). Total revenues and grants were projected to peless than in 
the enactc!d budget, though some steps were taken to raise tax revenues and non-tax revenues. . 

• 	 In June 1998, the 1998199 budget defiCit was revised to 8.5% ofGDP in order to alllw for a 

substantilllly increased subsidy bill for basic foodstuffs, petroleum products, and elebtricity; 

increased expenditures for health and education; and the expansion of employment~ating 


. projects. The expanded subsidy program was estimated to cost over 6% ofGDP and the budgetary 
cost ofservicing the bank recapitalization bonds was relatively unchanged at its estiinate of 1.6% . 
ofGDP. 

'. 	By Noveinber 1998, the budget position was much stronger than programmed, reflecting " 
underpedbrmance on spending due to delays in implementing new social spending iliitiatives and 
elimination ofsome subsidies. The 1998/99 budget deficit target was revised downvJard to 6% 
ofGDP. The actual deficit for the fiscal year is estimated to have come in at 2%, sigruficantly 
lower than the 6% target. This was mainly due to non~il and gas revenues coming In higher than 
projected while current expenditures, particularly subsidies, were lower than proje~d. 

.The budget defici; target for 1999/2000was projected at 6% ofGDP in November 1998 land h8s been 
maintained at that level in subsequent reviews. The costs ofbank restructuring are currently estimated 
at approximately 45% ofGDP. Preliminary 1998/99 figures estimated the interest costs ;ofbank 

. restructuring at 0.8% ofGDP and project these costs to increase to 2.8% ofGDP in 1999/00. 

Assessment: 

A number ofissues need to be dealt with in assessing the appropriateness of the Fund's monetary 
policy prescriptions for Indonesia 

• 	 Policy Objective: Were the initial policy objectives appropriate? 

• 	 Tightness ofPolicy During Stabilization Period: Was policy tightened too much at the start ofthe 
program, great1yincreasing the cost to the real economy? I 

• 	 Gradual Easing ofPolicy: Were program adjustments appropriate?, I 
Policy Objective: Given the nature ofthe crisis in Indonesia and the region, the initial focus of 

monetary politey on stabilizing the rupiah and containing inflation appears to have been ~ppropriate.


, 	 . . 
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• The failute of the initiallMF policy framework is due at least in part to Suharto's Jrference 
which prevented the authorities from letting interest rates rise. 

• 	 This failure to tighten monetary policy early proved extremely costly. The IMP's cO,ncems about 
inflation were not groundless and this example illustrates that the failure to mop up liquidity can 
have dire consequences on the health of the economy. 

• 	 The expeiience ofIndonesia's intervention in the foreign exchange market illustrates that such 
intervention is only effective when coupled with strong macroeconomic policy. I""" 

• 	 Maintena:nce ofa tight fiscal policy early in the program appears to have been aimed at achieving 
moderate growth and supporting moderate external adjustment, while bolstering govbrnment 
credibility. The former objective is a theoretically valid one and probably would hR~e been" 
appropriate had the Fund's initial growth forecast for Indonesia been accurate. 

• 	 The inability to fund the budget deficit domestically hampers the use of fiscal WliCYi for" 
" macroeconomic stabilization and may be undesirable. . ," I··", " 

Tightness ofPolicy<During Stabilization Period: The initial fiscal stance was probably 0rerly .. 
contractionary. although the Fund was limited by the government's desire to avoid domestic fmancing 
ofthe deficit. Furthermore. the easing ofmonetary policy in the initial stages was nota~propriate, 
although this was not the Fund's fault and did not follow along the initial program's fral:bework. 

Gradual Easj'ng ofPolicy: As the deterioration in Indonesia deepened, the Fund was res~nsive'in 
adjusting the program quickly. Alarge amount ofexternal financing was mobilized to s4pport the 
budget deficilt. However, spending was constrained by a number of factors: I< " < 

• 	 The inability ofthe government to implement social safety net spending caUsed the ~Ctual deficit to 
come in Iiluch less than programmed. The delays in the implementation of social safety net 
programs were due to a lack of infrastructure, concerns about corruption, and a cultuhu bias against 
deficit 5p(mding. These delays meant that the fiscal stimulus was much less than intehded and did , 
not support growth until the last quarter ofFY 1998/99. However, given concerns a&out corruption 
and the lack ofproper targeting ofsocial safety net funds, there was limited scope fot pushing the 
govemme:nt to spend at an accelerated pace. I 

• 	 There are also concerns about fiscal sustainability in Indonesia given the increasing ~ank 
recapitali:mtion costs and the medium-term ,outlook. This further limited the ability 6rthe Fund to 
increase tne fiscal deficit , I< 

• 	 Monetary easing could only begin late in the program due to the costly mistakes made early on. 
Given the failure to tighten monetary policy early in the program and ongoing politi~ uncertainty. 
the eventual loosening ofmonetary policy was probably at the right speed. I 

L.Kuriyanl INAI June 3, 1999 
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IMF Ma.croeconomic Policy Prescriptions for the Asian Crisis: Background on Malaysia 

Overview: 

While Malaysia did not have a formal IMF program, there were regular consultations with the . 
Fund in th,e form of an enhanced Article IV consultation process. The Fund's advice to Malaysia 
appears to have been quite similar to what was advocated in the rest ofAsia, as it callbd for a 
substantial tightening ofmonetary and fiscal policy early in the crisis. The IMF then lappears to 
have shifud to advocating somewhat looser fiscal policy, although it still supported hlgher 

I 

interest rates. While we obviously do not support all the Malaysian government's poI,icy actions, 
there does appear to be considerable justification for the Malaysian's decision not to tighten 

I 

monetary policy as much as desired by the Fund. A more rapid easing of fiscal policy also 

probably vvould have been appropriate given the collapse in domestic demand. ! 


Background: 

High CreditIMoney Growth: The Malaysian economy started to experience over-heating , 
pressures three years prior to the Thai baht devaluation. The government began to take:stepsio . 
rein in the high growth ofcredit and money in March of 1997 by curtailing lending t~ the 

. property Sl!ctor and for the purchase of stocks, and instituting credit growth targets. Despite.. . 
these measures, however, it was not until Bank Negara raised interest rates by 200 bp~ (from ~/o . 
to 11%) in January of 1998 that credit and money growth started a steep downwardtrbnd. Both 
credit and money growth fell continuously throughout 1998 and into 1999, even afterlthe . 
government had reversed its position in the fall of 1998. and set an 8% yoy credit groWth target 
for all banllcs. 

Debt: As a result ofthe rapid credit growth since 1995, Malaysia's private domestic debt at , 
150% ofGDP was the highest among all Asian countries at the beginning of the crisi~. Domestic 
debt ofthe non-bank private sector was at 140% ofGDP, with the rest belonging to tHe banking

I 

sector.1 Unlike other regional crisis countries, however, Malaysia had very little foreign debt due 
to relatively strong prudential supervision and regulation on foreign borrowing. Total foreign 
debt was about $40 billion at the end of 1997, 35% ofwhich was owed by the privatelsector. 
Total short-term foreign debt was only $10 billion (compared to reserves ofover $20 billion), of 
which $2.5 billion was owed by the non-bank private sector and $7.5 billion was owed by the 
banking sector. The relatively small amount of short-term foreign debt helped Malay~ia avoid a 
balance ofpayments crisis and the need for IMF support. It also made stabilizing .the bxchange 
rate a lowe:r priority for Malaysia than for the other crisis countries. 

Exchange Rate Performance: Bank Negara initially attempted to defend the value ofthe ringgit 
after the Thai baht was devalued. The overnight interbank rate shot up to 40% on July 10, 1997, 
compared Ito 7.5% in the previous day. Bank Negara abandoned its interest rate defe$e ofthe 
ringgit a:fur one day, however, and the overnight rate fell back to the single digit leve~ on July 
11 til. The c:entral bank allowed the ringgit to float, but still attempted to support it by intervening' 
in the FX market, spending $4.5 billion of reserves during July alone. Some further hltervention, 

1 B,ank deposits not included. 



2, 	 I 
totaling about $. billion, took place in early August to prevent the ringgit from fallin~ too 
quickly. the ringgit then fell unabated during the rest ofthe year, declining 35%.in value. The 
ringgit fm~llly stabilized following Bank Negara's decision to raise interest rates in Jahuary of 
1998 and traded in a range between RM3.51$1 and RM3.9/$1 until June. During the ~er, the 
ringgit facl~d renewed downward pressure as the global financial situation deteriorated. The 
ringgit was trading around RM4.2/$1 in late'August before it was pegged by the gov~ent at 

,RM3.8/$1 on September 2nd as part of the capital controls. The peg is still in effect triday. 
" 	 } , I 

Inflation Proiections and Performance: Inflation remained below 3% yoy during 1997 but began , 
to trend uJl'ward in December of 1997. There was only limited pass-through of the exbhange rate 
depreciati<m to inflation, however, as inflation remained below 6% in 1998. 

.. 	 Some analysts have cited Malaysia's price controls (which cover 11 major prOducts, or ' 
abOut 10% ofthe CPI basket) as having dampened the effects ofthe devaluatibn. If this 
had been the case, however, one would most likely have seen the development ofa black 
market for these goods, which has not occurred. The limited inflation pass-thloughis 

~ alsi::> consistent with the experience ofother countries in the region, suggesting,that , 
Malaysia's price controls had only a marginal effect. I 

I 
• 	 ' Thl~ IMP projected that inflation would average 7-8% for 1998 as a whole at the time of 

its Article IV Review in March. 

• 	 As in other crisis-affected countries, inflation turned out lower than projected Clue to 

fall.ing world commodity prices ,and a larger than expected drop in domestic Jtivity. 


Capital Controls: Malaysia ~posed capital controls on September 1, 1998 intended L"regain 
monetary policy independence" and deal effectively with global financial instability. lOne ofthe 
main restrictions was that foreign portfolio capital would be locked up for one year before it 

I 
could be r(:patriated. Malaysia subsequently relaxed the capital controls on February 4,1999 by 
replacing the one year lock-up rule on foreign portfolio flows with a tax-based rule. I 

Real Output Projections and Performance: The IMF projected that Malaysia's real Gnp would 

grow 8.2% in 1997 at the time of its Article IV Review in July. Actual GDP growth ih 1997 


. turned out to be 7.7%. The Fund forecasted real GDP growth of 2.5% in 1998 at the time of its 
Article IV Review in March, significantly higher than the actual growth of-6.7%. 

Nominal Output Projections and Performance: The Fund's projection for Malaysia's inflation 
I 

rate can be used to derive the Fund's forecasts for nominal GDP growth, which were 11.5% and 
. 	 I 

10% in 1997 and 1998, respectively. Actual nominal GDP growth turned out to be 10.6% and 
'. -1.5% in 1997 and 1998, respectively. . ' .' I 

Macroeco:nomic Policy Framework: 	 I 
Given'its relatively strong fundamentals at the start ofthe crisis, Malaysia never ran Jto a 
balance ofpayments crisis, thus removing the need to seek an IMF program. This al16wed the 
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governmeilt to maintain its policy independence, which was particularly important given the 
political situation and Prime Minister Mahathir's rhetoric. Nevertheless, with the detborating' 
domestic and regional economic conditions, Deputy Prime Minister Anwar decided t? adopt a 
"shadow" IMF program in late 1997/early 1998. The shadow program included a 200 bp hike in 
interest rates in January of 1998 and the cancellation ofvarious pet projects ofthe go~ernment 

, ' 	 I 

(and the Pi\1). The IMF's policy advice was then largely ignored after the ouster ofDPMAnwar 
and the imposition ofcapital controls. 

Monetary Policy Stance: The Fund consistently recommended that Malaysia tighten its 
. 	 I 

monetary policy stance during the first year ofthe crisis. In its July 1997 Article IV Review, 
Fund staff recommended the Malaysian government should slow credit and money ~owth to 
prevent thl! economy from further overheating, although they did not specify which iristrument to , 
use to achieve a soft-landing. (Several Executive Directors did urge the government to raise 
interest rates during the September 1991 Board discussion.) Bank Negara eventually :followed . 
this advicf: in January of 1998, rasing interest rates by 200 bps. Fund staff called for. further 
increase in interest rates in the March 1998 Review. The Malaysians declined to foU6w this 
advice. 

, The Malaysians began to ease monetary policy in late summer 1998, the frrstevidence ofthe ; 
government's efforts to aggressively stimulate growth. The fIrst round ofinterest ratJ cuts began; 
in August, and led to a 400 bp fall in the three ~onth.interbank ~te {cut from,ll% to i7%}~y 
Novembet. Further rate cuts were undertaken In Apnl of 1999 WIth the government l?wenng 
rates by aIilother 100 bps (from 7% to 6%). Analysts expect more rate cuts to come if inflation 
falls furtht:r. 

• 	 Thle imposition ofcapital con~ols in September of 1998 was designed to alloJ, Malaysia 

to quickly lower interest rates without affecting the value ofthe ringgit, despitb domestic 

political uncertainties and turbulence in the global fInancial markets. HowevJ., it is 

undear,that the benefIts brought by capital controls were signifIcant since othJr regional 

cotmtries also were able to lower their interest rates at the same time as Malay~ia while 

their currencies strengthened progressively. ' 


Fiscal Policy Stance: Malaysia's fIscal response to the crisis was similar to that ofoilier 

countries, :as it initially cut back on spending in an effort to avoid a budget deficit. It bventually 

shifted to il more stimulative policy stance, although there have been delays in impleultenting the 


stimulus. , " ..' 'I 
The 1998 budget, announced in October of 1991, initially aimed for a surplus of2.S~ GDP.2 

'This largely continued the efforts ofthe previous budget to bring the overheating ecorlomy under' 
control. By December, when the government introduced a supplemental budget, deteriorating 
domestic and regional economic conditions led to a downward revision ofthe budget surplus to 

2 The 1991 budget surplus was targeted at 2.25% ofGDP. Actual surpl~ was i2.6% of 

GDP. 
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about 1.5% ofGDP. This surplus was to be achieved by sharply cutting the government's 
operating ,and development expenditure by 2.5% ofGDP. In addition, the governme¥ postponed 
indefinitely some RM66 billion (22% ofGDP) of infrastructure developments, including the 
governme:nt's pet projects like the Multimedia Super Corridor and Putrajaya I' 

The gover;nment started to shift toward a more stimulative fiscal policy stance in Match of 1998 
when it re,stored some of the previously announced cuts in social expenditure. The g6al was to 
strengtheI1t the soci3I safety net to mitigate the effects ofeconomic adjustment on the htost 
vulnerable;: sectors of the economy. This marked a relatively small adjustment, howe~er, as the 

I 

projected hudget surplus was only reduced by 1% ofGDP. While the Fund apparently supported 
,this fiscal 'adjustment, staffalso cautioned the Malaysian government to keep a vigil,6n fiscal 
sustainability . 

The government announced more aggressive fiscal stimulus in July of 1998.' An 1I1fi:ast:ructure 
, 	 ' I 

Development Fund was set up with RM5 billion (2% ofGDP) designed to as~ist the fmancing of, 
infrastructure projects and large public facilities so that their implementation could ptoceed. , In , 
addition, ~U1other RM7 billion (2.5% ofGDP)was allocated to further strengthen the ~ial safety: 
net. Including all ofthese expenditures, 1998's budget reached a deficit of3.7% ofGDP. " 

'. 	 Th,e 1999 budget is evenmore expansionary, with a projected deficit of6.1% bfGDP. 

AssessmeDt: ' 

A nwnberofissues need to be dealt with in assessing the appropriateness ofthe Fund's policy 
recornmetldations to Malaysia. 

• 	 1997 Article IVReview (July 31,1997): Was the Fund correct to recommend a tightening 
ofmonetary policy to curtail the growth ofcredit and money?' Did the Fund i 
overemphaSize the need to tighten fiscal policy in order to run a budget surpl~? ' 

• 	 ~998Article IVReview (March 27, 1998): 'Was the Fund right to have recolended a 
fuither hike in inter~st rates after the government hada1ready done so (by 200; bps) in 
January of 1998? Should the Fund have encouraged the government to further relax 
fiscal policy in order to stimulate domestic demand? 

1997 Artide IV Review: The main concern ofthe Malaysian government and the Fup.d, at this 
time was to achieve a soft-landing for an economy that was growing past potential for the 
previous three years. There was also an added sense ofurgency to rem in the Malaysian " 
economy following the devaluation ofthe Thai baht, which made the regional econoriuc situation 

, 	 , I ' 

much more risky. Malaysia had been running current account deficits ofover 5% ofGDP since 
1994, and it was questionable that this was sustainable even for a country like MalayJia which 
had a strong external position. 

• 	 The Fund's recommendations for macroeconomic policy in July of 1997 appear to have 
beim appropriate, particularly given existing concerns ofoverheating and the l~ck of 
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Wt::>rmation about the nature of the developing regional crisis. 

• 	 The monetary tightening adopted in early 1998 at the IMF's behest was relatively modest 
and does appear to have helped stabilized the ringgit. 

1998 Article IV Review: The Malaysians appear to,have been justified in resisting the IMF's 
recommendation in March of 1998 to raise interest rates further. The depth ofthe cri~is in the 
rest of the 'region was becoming apparent and the Malaysian economy was showing hl~reasing 
weakness. Credit growth was already slowing rapidly. Manufacturingproduction ~wthwas 
deeply in the negative for the first three months of the year. Import growth also enterkd negative 

, I 

territory starting in January, reflecting the collapse in domestic demand. Quarterly GDP , 
contracted 2.8% yoy in 1Q98, the first deCline in real GDP during the 1990s; The cInimatic fall'. 	 ,
in thepricf;:s of stocks and property also provided evidence that the credit bubble ,had burst. , 
Increasing interest rates further in March of 1998 would only have exacerbated ,the ecbnomic, 
downturn liliat was only beginning. 

InadditioIl, it is unclear what benefits higher interest rates would have brought to the Malaysian 
economy at that tiine. Unlike other regional crisis countries, Malaysia had very little hltort-term 
foreign-currency debt, so there was less need to support the currency in order to prevJnt the 
foreign deht from exploding in domestic currency terms. Inflation pass-through was bever a 
problem, despite the Fund's warning of a possible devaluation/inflation cycle. , The Fimd staff 
may have heen right to be concerned about the distortionary effects ofrelying on a~inistrative , 
restraints to control credit growth. But they ignored the Malaysians' w8ming that crellit growth 
was already firmly on a downward path by the time ofthe '1998 Article IV Review. 

Malaysia's fiscal policy was clearly too tight under the "shadow" Fund program. The December 
1997 supplementary budget was quite contractionary. It is unclear why the supplemehtary 
budget was not kept neutral given the emergence ofdebt-deflation forces in the regiorl The 
March 1998 supplementary budget certainly should have been much more expansiorn4Y since the 
extent of the economic contraction was becoming more evident by then and the curreAt account 
had switcbed to a deep surplus. There might have been concerns that'some of the go~ernmenfs 
pet projects were white elephants. But nevertheless, the continuation ofthese projec~ would 
have given the economy a much needed demand boost. The IMF, therefore, probablYI should 
have encouraged the Malaysian government to adopt a more stimulative fiscal stance in the 
March 1998 Review. ' 

CYINIINA, 6/1199 
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