
Introduction

This annex provides a detailed assessment 
of the role of the IMF in Korea’s capital account
crisis of 1997–98, focusing on the role of the IMF
in precrisis surveillance and in the process of crisis
management.

The annex is organized as follows. First, it evalu-
ates the effectiveness of IMF surveillance in identi-
fying underlying vulnerabilities and the potential
risk of crisis. It then discusses issues of program de-
sign, including monetary and exchange rate policy,
fiscal policy, financial sector reform, and nonfinan-
cial structural reforms. Next, it examines the appro-
priateness of program financing and the role of the
IMF in the debt rollover agreement of late December
1997. The final section presents conclusions.

Precrisis Surveillance

With the benefit of hindsight, one can identify
several weaknesses in the IMF’s surveillance of
Korea during the period leading up to the crisis. This
section discusses two areas in which these shortcom-
ings proved to be most damaging: the analysis of the
vulnerabilities introduced by the uneven process of
capital account liberalization; and the initial assess-
ment of the risk that the crisis spreading through
Asia in the fall of 1997 would soon hit Korea.

Underlying vulnerabilities

Throughout the 1980s and the first half of the
1990s, the Korean authorities alternately liberalized
and restricted both inward and outward capital ac-
count transactions in pursuit of their policy goals for
the external sector.1 Thus, in the early 1980s, capital
inflows were liberalized and capital outflows re-
stricted to assist the financing of current account
deficits. Later in the decade, when Korea began to
run substantial current account surpluses, controls

were reimposed on inflows and controls on outflows
were eased. The environment of current account sur-
pluses also contributed to the authorities’ decision,
in 1988, to fully liberalize current account transac-
tions and thereby accept the obligations of Article
VIII of the IMF’s Articles of Agreement.

When current account deficits reappeared in the
early 1990s as a consequence of the strong won and
the global recession, the Korean government again
imposed controls on purchases of foreign exchange
by residents and removed controls on certain cate-
gories of capital inflows. The stock market was
opened to foreign investors in 1992, though with
ceilings on the fraction of a given company’s shares
that could be held by any foreigner individually and
by foreigners in aggregate. FDI was partially liberal-
ized. Short-term borrowing by banks and certain
nonbank financial institutions was liberalized in the
mid-1990s. Merchant banks, which would later play
a central role in the 1997 crisis, were at the forefront
of institutions taking advantage of the easier rules on
overseas borrowing (Box A2.1).

As a result, capital inflows surged, which led to
upward pressure on the currency. Significantly,
rather than attempting to restore balance by reimpos-
ing controls on inflows, as might have been done in
the past, the authorities instead chose to liberalize
outward portfolio investments by Korean residents.
A Foreign Exchange System Reform Plan was is-
sued in December 1994, which outlined a gradual,
staged liberalization process for the capital account
and the foreign exchange market.

In spite of the overall commitment to freeing capi-
tal flows, this process had not moved very far by
1997. Korea still maintained substantial controls on
many capital account transactions, particularly on the
external issuance of long-term bonds and long-term
commercial loans by financial and nonfinancial enti-
ties. Limits also remained on foreign participation in
domestic equity and bond markets. The decision to
pursue liberalization of capital inflows had in part re-
sulted from lobbying by the business community,
which wanted to take advantage of relatively low
short-term interest rates in global markets. Yet many
reform-minded officials, while favoring the liberaliza-
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tion of financial markets as a general principle, re-
sisted measures to allow firms to raise funds directly
from foreign bond investors. It was feared that this
would enhance the power of the large conglomerates
(the chaebol) at the expense of small and medium-
sized enterprises. As a result, in the mid-1990s, a new
policy was initiated that deliberately steered capital
inflows through domestic financial institutions.

Even Korea’s accession to the Organization for
Economic Cooperation and Development (OECD) in
December 1996 did not lead to a substantial addi-
tional opening of capital markets. Joining the OECD
was seen as an important political goal and as a way
to reduce borrowing costs,2 but in the accession talks
the authorities resisted efforts to bring Korea’s capital
account regulations in line with those of other OECD
members.3 In taking this stance, the authorities cited
their concern about the consequences of a sharp in-

crease in capital inflows, given prevailing interest
rate differentials. The policy of permitting short-term
borrowing and restricting long-term flows allowed
the authorities additional flexibility vis-à-vis the
OECD’s rules, which grant members the right to “roll
back” previously adopted liberalization measures
with respect to most short-term capital movements
but not those regarding long-term movements.

The decision to liberalize short-term transactions
before long-term ones had unintended consequences.
Given the opportunity, the chaebol and the banks
would probably have strived to secure long-term fi-
nancing even at the expense of a small term premium.
If a greater share of Korea’s external debt in 1997 had
been in the form of long-term instruments, issued by a
mix of financial and nonfinancial institutions, rather
than in the form of short-term bank debt, the character
of the December crisis would have been different and
probably less damaging. For one thing, a diversity of
financing channels might have made the system more
resilient to a breakdown in one channel, in this case
interbank loans to overseas branches and subsidiaries.
If the international market for the long-term debt of
Korean nonfinancial corporations had been deeper
and possessed a lengthy, successful track record, then
foreign investors might have been willing to continue
financing investment by healthy borrowers, while
avoiding troubled corporations and banks.4

Moreover, if more of Korea’s external debt had
been at longer maturities, the sudden drop in the
market’s confidence in the Korean financial system
might have led to an explosion of spreads and a se-
vere credit crunch, but not a liquidity crisis. This is
because holders of maturing short-term debt can de-
mand payment from the original issuers, forcing the
latter to rush to obtain cash or liquid assets, while
holders of long-term debt that has been downgraded
but has not yet matured can only sell the obligations
to other investors (or simply write down the loss).

The distinction is important because liquidity
crises tend to spread more rapidly and have a broader
impact than do incidents where perceived levels of
credit risk merely rise sharply. In a foreign exchange
liquidity crisis, there is the further risk that the author-
ities will impose a standstill on payments. As a result,
the risk premium imposed by foreign investors on all
borrowers increases, regardless of their creditworthi-
ness. Creditors, concerned over whether any borrower
will be able to honor their foreign exchange–denomi-
nated obligations, may demand repayment as soon as
these obligations mature. Once some creditors start to
take this approach, all creditors find themselves forced
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Box A2.1. Merchant Banks in Korea

The merchant banks, most of them owned by
chaebol, had been created from short-term finance
companies, which in turn had been established in
1972 to facilitate “curb market” transactions, that is,
those not permitted to the established commercial
banks. The policy of liberalizing short-term flows
before long-term flows and restricting direct capital-
raising by nonfinancial firms gave the merchant
banks a profitable market niche. They acted as inter-
mediaries for chaebol-affiliated firms, discounting
commercial paper and reselling it to commercial
banks. They also offered cash-management accounts
and other instruments to investors, and dealt in cor-
porate promissory notes. These opportunities proved
to be so lucrative that 24 new merchant banks were
established between 1994 and 1996. The merchant
banks were required to keep their currency exposures
in balance, but there were many loopholes in these
rules and supervision was poor. For their part, com-
mercial banks felt pressure to compete with the mer-
chant banks, and began to borrow abroad at short
maturities as well.

2The capital accords agreed by the Basel Committee on Banking
Supervision in 1988 allowed a lower capital charge for obligations
of (or guaranteed by) OECD member governments and for short-
term loans to banks based in OECD member countries. However,
the accords only prescribed a minimum charge. Regulators were
free to set a higher charge for specific borrowing countries.

3Members of the OECD agree to adopt the organization’s legal
instruments, including the Code of Liberalization of Capital Move-
ments and the Code of Liberalization of Current Invisible Opera-
tions (covering cross-border financial services). These codes incor-
porate a commitment to move toward full liberalization and not to
introduce new restrictions. The existing members of the organiza-
tion make the final decision on accepting new members, based on
the recommendation of the OECD secretariat and committees.

4This indeed occurred to some extent at the domestic level in
the first half of 1998, but could not happen at the international
level because Korean borrowers were not well enough established
on international capital markets.



Annex 2 • Korea

to do so, introducing dynamics that are strongly remi-
niscent of a bank run (Radelet and Sachs, 1998a). By
contrast, in a credit crunch that is not a liquidity crisis,
the market’s ability to distinguish between good and
bad borrowers eventually returns, even if risk premi-
ums may increase for a time on all borrowers. Credi-
tors do not demand repayment from creditworthy bor-
rowers simply because they fear that liquidity will run
out. The extent of damage to the real economy is
therefore likely to be less.

The IMF followed Korea’s capital account liberal-
ization process closely and, through Article IV con-
sultations, regularly urged the authorities to establish
and follow a steady timetable for liberalization. How-
ever, staff papers and Board discussions were con-
cerned primarily with the speed of liberalization (typ-
ically recommending a faster process) and with
whether it should be contingent on the convergence of
Korean interest rates to international levels (typically
concluding that it should not). Issues of sequencing
and supervision were inadequately addressed in the
surveillance process, though these topics were attract-
ing increasing attention elsewhere in the IMF.5 Ac-
cording to staff members interviewed by the evalua-
tion team, the focus on capital account liberalization
in Korea reflected the IMF’s belief that liberalization
of its external accounts would encourage the authori-
ties to pursue genuine reforms of the domestic finan-
cial sector, including improvements in supervision.

One reason why surveillance failed to highlight
the potential vulnerabilities in Korea’s external ac-
counts was that the IMF—along with many others at
the time—thought of the capital account solely in
terms of transactions between residents and nonresi-
dents. For this reason, short-term borrowing by over-
seas bank branches and subsidiaries was not recog-
nized as an important issue. For example, a study of
capital account liberalization in Korea and three
other countries conducted by MAE and published in
November 1997 exhaustively catalogued the liberal-
ization measures undertaken by each country and the
associated developments in transaction volumes
(Johnston and others, 1997). Yet this paper did not
draw attention to the growth in borrowing by Korean
overseas bank affiliates, except to mention that the
establishment of overseas branches and subsidiaries
had been permitted as part of the liberalization of
outflows of direct investment. The authors did not
treat borrowing by the affiliates as potentially equiv-
alent to borrowing by their parent institutions.6

Assessment of the risk of crisis

The prevailing IMF view in the early months of
1997 was that, while Korea faced problems in its fi-
nancial sector that were potentially very serious and
that needed to be addressed promptly, there was no
risk that this would lead to a loss of confidence and
crisis-inducing capital account outflows. There was
some concern at the widening current account deficit,
but these concerns dissipated as the deficit narrowed
in the first half of 1997. The failure of Hanbo Steel
was treated as a political matter, because of its impact
on the standing of the ruling party, rather than in terms
of the impact of further failures of chaebol on the
health of the banking sector. The IMF’s view, which
was shared by many (though not all) other public and
private sector observers at the time, was influenced by
Korea’s strong macroeconomic record and its proven
ability to raise foreign funds with little difficulty.

As the East Asian crisis spread in the summer and
fall of 1997, there were grounds to reassess this
view. Because of the activity of their overseas
branches, Korean banks faced a maturity mismatch
between their foreign currency assets and liabilities,
while the chaebol to which the banks had lent in dol-
lars faced a currency mismatch. Much of the Korean
banks’ debt was at short maturities and was vulnera-
ble to a decision by foreign lenders not to roll it over.
Their situation was reminiscent of those of the finan-
cial sector in Thailand and the corporate sector in In-
donesia. Market commentary and credit spreads in-
dicated that international investors and bank lenders
were reappraising the riskiness of their exposure to
the East Asian region as a whole.

The IMF was aware of these issues. In internal
memos circulated in August and September 1997,
the staff criticized the support package put together
by the authorities in response to growing financial
sector problems, on the grounds that the package fell
far short of what needed to be done to restructure the
financial sector. The guarantee extended to the exter-
nal liabilities of Korean banks in late August was es-
pecially troubling. In the staff’s view, the guarantee
raised the risk of a spillover of domestic financial
difficulties into the external sector, because to honor
the guarantee the authorities would either have to
borrow on international capital markets or dip into
foreign exchange reserves.

The Article IV consultation mission that visited
Korea in October 1997 included a staff member from
MAE, who produced a detailed analysis of financial
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5See for example Folkerts-Landau and Lindgren (1998), a draft
of which had begun circulating internally in late 1997.

6The same report noted that increased net private inflows had
been associated with increased domestic credit growth, inflation,
and current account deficits in Korea, Thailand, and Indonesia,
but not in Chile, where capital inflows seemed to substitute for 

domestic credit growth. One reason for this, the authors suggested,
was that Chile had done more to improve prudential standards be-
fore starting to liberalize its capital account. At the time the paper
was written, Thailand had already been hit by a crisis, and In-
donesia had started to experience its own difficulties. But the ap-
propriate parallel to Korea’s vulnerability was not drawn.
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stability issues. Yet, while acknowledging the possi-
bility of a spillover from the financial sector to the
capital account, the mission concluded, in its back-
to-office report, that Korea was “relatively well
equipped” to handle further external pressures.7 Be-
cause of this assessment, which was heavily influ-
enced by incomplete reporting on the part of the au-
thorities about their reserve position (see below), there
was no attempt to analyze rigorously Korea’s vulnera-
bility to a cutoff of external short-term financing until
after the country’s usable foreign exchange reserves
were all but depleted. Had such an analysis been at-
tempted earlier in 1997, important data gaps might
have been recognized sooner, particularly in such
areas as the nature of the BOK’s advances to commer-
cial banks, the ability of the authorities to access these
funds in a crisis, and the multiple strains on Korea’s
dwindling stock of foreign exchange reserves.

The failure of IMF bilateral surveillance to iden-
tify Korea’s vulnerability to a crisis was not unique.
Other observers in the private sector were also caught
off guard. In retrospect, one can attribute the failure
on the part of the IMF to five misconceptions, which
were compounded by critical information gaps.

First was the misestimation of the degree of flexi-
bility in the country’s exchange rate policy. The brief-
ing paper for the October Article IV consultation mis-
sion lists, as one of the reasons for the staff’s view that
Korea faced only a “moderate” risk of a foreign ex-

change crisis, “the relatively flexible exchange rate
policy and absence of indications of exchange rate
overvaluation.” It noted that the Korean won had de-
preciated almost 17 percent against the dollar since
the beginning of 1996, reversing an earlier period of
appreciation. Yet, depreciation up to that point in re-
sponse to the Asian crisis had been very limited (Fig-
ure A2.1). At the time the paper was written, the won
had depreciated barely 2 percent since July 1, 1997,
after having weakened 8 percent from October 1996
to July 1997. The behavior of other Asian currencies
at that time could have offered evidence that the won
was being artificially supported. Singapore, which
pursued a more flexible managed float from the be-
ginning of the crisis, allowed its currency to depreci-
ate 7 percent from the beginning of July 1997 to the
end of September. Malaysia’s currency fell 29 percent
over the same period.

With regard to exchange rate policy, the mission
team misconstrued the authorities’ willingness to let
the currency weaken further if foreign demand for
Korean assets fell significantly. Internal documents
suggest concern at the degree of foreign exchange
market intervention, and particularly at the possibil-
ity that Korea might have adopted a large forward
exposure, as had been the case for Thailand. At the
end of the Article IV consultation mission, the staff
advised the authorities to scale back such interven-
tion. Yet, perhaps because of their judgment that the
won was not overvalued, the staff did not put much
emphasis on this issue. Instead, the IMF’s policy ad-
vice to the Korean authorities focused more on the
need to accelerate structural reforms than on macro-
economic policy. The staff at that point did not view
an excessive commitment to support the won as a
factor hindering Korea’s ability to respond effec-
tively to the crisis. The authorities’ failure to share
critical information with the staff about the extent
and nature of their intervention, and about the actual
status of their reserves, was central to the staff’s mis-
diagnosis of the situation. In the event, the authori-
ties’ attempts to support the won during November
through intervention would prove to be a critical
drain on Korea’s foreign exchange reserves.8

There was also excessive optimism regarding
Korea’s ability to prevent speculative pressure on the
won. In September, the staff found reassurance in
the fact that “the remaining capital controls [limited]
the ability of international investors to take short po-
sitions in won.” Yet the Thai experience should have
shown that capital controls of this type cannot pro-
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7The staff report for the 1997 Article IV consultation was never
presented to the Executive Board because its relevance was over-
taken by subsequent events.
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8As an example of an alternative response to the regional crisis,
Taiwan Province of China successfully fended off a potential cri-
sis by moving to a more flexible exchange rate policy in mid-Oc-
tober. The New Taiwan dollar weakened roughly 8 percent in the
three days following this policy shift.
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tect a currency when domestic and foreign investors
move decisively out of domestic assets through
whatever channels are available. For example, as
RES pointed out at the time, foreign investors could
take short won positions in offshore derivatives mar-
kets. Downward pressure on the won would then be
transmitted to the domestic market through hedging
by the domestic Korean institutions that acted as
market-makers in these instruments. In other words,
pressure on the won, if it developed, would take
whatever form it could.

Second, the staff underestimated the risk of a
breakdown in funding the capital account. The staff
recognized that such a risk was present, particularly
in the crisis conditions then prevailing in East Asia,
but concluded that the authorities could handle any
pressures by making renewed efforts in the area of
financial reform, by addressing financial sector
weaknesses, and by loosening controls on long-term
external borrowing. In part, this risk was underesti-
mated because there was insufficient data on Korea’s
short-term external obligations (though some rele-
vant data sources were overlooked). While the staff
was concerned at the level of short-term external
debt and pressed the authorities to lengthen the ma-
turity structure of this debt, efforts to clarify these
concerns, for example by requesting the appropriate
data more forcefully, do not seem to have been pur-
sued until the crisis had already broken out.

More fundamentally, the staff (and most other ob-
servers at the time) did not foresee the degree to
which market sentiment would swing against Korea,
and the consequences this would have for the provi-
sion of credit of all kinds. This shift in sentiment
rendered the recommendation for looser controls on
long-term borrowing moot; surely, if Korea had dif-
ficulty rolling over its short-term external debt, it
would have even more difficulty refinancing its
short-term debt at longer maturities.

Third, the potential short-term impact on growth of
problems in the financial sector was underestimated.
The September 1997 briefing paper contained three
scenarios for macroeconomic developments in Korea:
a “baseline” scenario positing growth of about 6 per-
cent in both 1997 and 1998; a scenario assuming the
adoption of the IMF’s “preferred policies,” under
which growth would fall to 5.3 percent in 1997, then
rise to 6.7 percent in 1998 (after which the outlook
would remain higher than in the “baseline”); and “dis-
orderly adjustment,” a scenario supposedly incorpo-
rating a possible spillover of the domestic financial
problems to external financing, resulting in growth of
4.0 percent in 1997 and 4.5 percent in 1998.9 Slower

growth in this last scenario resulted, not from a break-
down in financial intermediation or a fall in invest-
ment reflecting a drop in confidence, but from tighter
macroeconomic policies in response to downward
pressure on the won. Yet the experiences of other
economies in the 1990s, such as Japan, Sweden, and
Finland, showed that broad-based financial sector re-
structuring can have a serious impact on growth rates
over a period of several years. The narrow range of
growth estimates across the three scenarios, a reflec-
tion of the remarkable stability of Korea’s growth
rates over the previous decades, prevented the staff
from exploring the possibility or, more importantly,
the consequences of a more serious slowdown.

Fourth, not enough attention was paid to relevant
market indicators, for example, the yield spread of
Korean Development Bank (KDB) bonds (state-guar-
anteed obligations denominated in dollars) over U.S.
treasuries, and the expected won depreciation im-
plied by prices in the offshore nondeliverable for-
ward market. As noted in Park and Rhee (1998), both
of these began signaling profound market unease
over events in Korea as early as August 1997 (Figure
A2.2, top panel; and Figure A2.3, top panel). From
August to October 1997, the bond spread widened
and the nondeliverable forward rate indicated in-
creased expectations of depreciation (though these
movements would be dwarfed by developments dur-
ing the crisis period).10 Nowhere in the briefs leading
up to the November program-negotiation mission can
one find a reference to the negative signals emanating
from these sources.

Finally, and more generally, bilateral surveillance
in the years preceding the crisis was not sufficiently
sensitive to the short-term stability implications of fi-
nancial sector liberalization.11 The prior experience
of liberalization in other countries, such as the Nordic
countries or the savings and loan crisis in the United
States, was that liberalization tended to be followed
by excessive lending and radical restructuring of the
financial industry, with firms, consumers, and regula-
tors learning the ins and outs of the new system
through trial and error. The long-term benefits of such
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would be little or no growth in the fourth quarter, and growth
below potential in 1998.

10Under conditions of full capital mobility and liquid money
and bond markets, the forward won-dollar exchange rate would
simply correspond to interest rate differentials between Korea and
the United States, but these conditions were not present for Korea
at that time. The forward rates in the nondeliverable forward mar-
ket were more depreciated than those in the relatively thin on-
shore won-dollar forward market during this time, implying that
the onshore rates were being artificially supported by official in-
tervention (Park and Rhee, 1998).

11However, many of the relevant issues were well known to the
IMF staff, having been addressed in studies such as Lindgren and
others (1996) and Alexander and others (1997).

9Given the strong growth that had already occurred in the first
three quarters of 1997, this represented a prediction that there 
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liberalization came only after a period of experimen-
tation and instability. The advice offered to Korea in
the late summer and early fall of 1997, to the effect
that the solution to the immediate problems of the fi-
nancial sector lay primarily in strengthening and ac-
celerating the reform agenda, may have been valid
from the perspective of the long-term health and effi-
ciency of the system, but did not offer much guidance
as to how the Korean authorities should secure the
system against the external shocks that had already
started to hit nearby countries.12 The Article IV con-

sultation mission did urge the authorities to assess the
extent of the banks’ NPLs and the scope for provi-
sioning. Relatively little advice was offered, however,
toward the formulation of a strategy for restructuring
and recapitalizing the banking sector in the face of a
possible crisis, beyond general principles such as
avoiding regulatory forbearance, limiting public sup-
port to the minimum necessary, and broadening the
role of the KAMCO. This reflected the IMF’s lack of
experience at that time in the resolution of domestic
financial sector crises.

While these factors were not adequately assessed
in the IMF surveillance reports, there was recogni-
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forward prices.

12The briefing paper prepared for the 1997 Article IV consulta-
tion identified four priorities for reform of the Korean financial 
sector: removing nonprudential controls on balance sheets, which
had served as vehicles for political involvement; removing the
implicit and explicit guarantees against bank failures; ensuring 
“a well-targeted safety net,” an apparent reference to deposit 

insurance; and facilitating merger and acquisition activity in the fi-
nancial sector.
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tion internally that they may pose serious problems.
A team from the RES Capital Markets Division had
visited Korea earlier in the year, as part of their
preparation for the annual International Capital
Markets report, and had identified several weak-
nesses in the Korean financial system. Expanding
on these findings, a member of the team later pre-
pared an internal note detailing some of the vulnera-
bilities, including the NPL problems. Commenting
on the Article IV pre-mission brief, RES cited the
authorities’ “widespread and unconditional” support
for troubled financial institutions, the poor state of
supervision and regulation, and the rapid rise in
short-term debt as potential sources of risk. RES
also expressed skepticism over the willingness of
the authorities to allow the exchange rate to adjust
in the way envisaged in the briefing paper, given
their history of intervention.

In part, the shortcomings of surveillance in the pre-
crisis period reflected a shortage of analytical re-
sources. Because of Korea’s record of stability, rela-
tively few staff members were following the country
regularly during the time preceding the crisis.13 Korea
was usually covered either by the division that also
was responsible for following Japan, or by the one
that covered China; in both cases, the bulk of analyti-
cal resources was devoted to the larger country. There
was little in the way of structural analysis of Korea’s
financial and corporate sectors available from the
World Bank, because Korea had “graduated” from
Bank lending programs in the early 1990s.14 More-
over, by the fall of 1997, APD was stretched thin by
the crisis spreading throughout the region, so senior
staff had to be transferred from other country assign-
ments to lead the Article IV consultation mission.

However, several of the lapses identified above
represented not so much a lack of familiarity with or
knowledge of Korea, as a failure to draw the appropri-
ate parallels with experiences in other economies.
This was the case both for contemporaneous develop-
ments—contrasts with Taiwan Province of China,
Singapore, Malaysia, and Thailand have already been
noted—and for prior experience, as with bank reform
and restructuring in the Nordic countries.

Surveillance also suffered from the poor quality of
the available data, particularly on the vital topics of
NPLs, external debt, and usable reserves. The lack of

good data appears in part to have reflected the data
provision policies chosen by the authorities. Until
November 1997, there was little internal discussion
of the need to press the authorities to improve the
quality of statistics on their debt and reserves.15 At
the same time, certain data sources appear to have
been overlooked. For example, the consolidated and
locational statistics compiled by BIS pointed to sharp
increases in interbank debt, and particularly short-
term debt, in the years immediately preceding the cri-
sis.16 As noted above, another key reason for the poor
quality of the data was the tendency for both the staff
and the authorities to think about capital flows only
in terms of a “residence” concept rather than “nation-
ality.” As a result, they relied on prevailing statistical
definitions that did not include the obligations of Ko-
rean banks’ overseas branches among the liabilities
of the Korean financial sector, although nationality-
based data were available, albeit in limited form,
from BIS and national sources.17

Program Design
This section reviews the major elements of pro-

gram design in the IMF-supported program for
Korea, as agreed at the beginning of December 1997
and modified over the subsequent months (Box
A2.2), including monetary and exchange rate policy,
fiscal policy, financial restructuring, and nonfinan-
cial structural reforms.

Monetary and Exchange Rate Policy

Evolution of the IMF’s policy advice

The monetary policy section of the briefing paper
prepared for the November 1997 negotiating mission
was the outcome of considerable internal debate. In
commenting on an earlier draft of this brief, RES
suggested that monetary policy should guide the ex-
change rate to a range close to its then prevailing
level, while MAE suggested that it would not be
possible to determine an appropriate exchange rate

99

13The 10 Article IV consultation missions from 1988 to 1997
were headed by six different individuals, though the same person
headed the consultation missions in 1995, 1996, and 1997. Only
one other staff member participated in more than 2 of the 10 con-
sultation missions.

14On the other hand, with Korea’s accession in December 1996,
the OECD was developing considerable expertise on Korea. In
view of this, the IMF later invited the OECD to provide inputs
into the structural conditionality of the December 1997 program
in the area of corporate governance.

15The staff report for the 1995 Article IV consultation remarked
that “Korea’s economic statistics [were] of high quality and
[were] reported to the IMF on a timely basis.”

16In December 1997, data were available from the BIS consoli-
dated banking statistics through the end of 1996. This put Korea’s
liabilities to reporting banks at US$100 billion, of which US$67.5
billion was short-term (by resident maturity). This represented an
increase in bank debt of US$22.5 billion over the previous year,
including an increase of about US$13 billion in short-term debt.
More up-to-date data were available from the “locational” series,
published in November 1997, with data covering up to end-June
1997. This suggested that borrowing from international banks had
continued to grow in the first half of 1997.

17For example, some of this information was available from the
U.K. and U.S. national supervisory data.
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target at that time. MAE argued that there was a risk
that targeting the exchange rate would prove unsus-
tainable, because the high domestic interest rates
needed to defend it would exacerbate the bad loan
problem over time.

The brief that emerged represented a compro-
mise. It envisaged “a tightening of monetary policy
directed at containing the impact of recent won
weakness on inflation and preventing a significant
further weakening of the currency.” A target of 8.5
percent growth in M3 was set for 1998, significantly
lower than the 15.8 percent M3 growth projected for

1997. The proposed program also involved “an (im-
plicit) [parentheses in original] target range for the
won’s nominal effective exchange rate with the un-
derstanding that monetary policy [would] be tight-
ened if the rate [fell] to the bottom of this range,”
though the exact range was not specified.

By the time the program was finalized in early
December 1997, the role envisaged for monetary
policy had shifted. A nominal effective exchange
rate target was no longer contemplated. Instead, the
objectives of monetary policy were defined to be to
contain inflation to 5 percent and to limit down-
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Box A2.2.The IMF-Supported Program in Korea

The policy actions undertaken by Korea in connec-
tion with the SBA were detailed in a “Memorandum
on the Economic Program” attached to the “Letter of
Intent,” which was signed by the Minister of Finance
and Economy and the BOK Governor, and in a letter
on “Prior Actions,” signed by the Minister of Finance
and Economy alone. The Memorandum detailed the
actions that the authorities intended to undertake and
identified performance criteria and structural bench-
marks that they were committed to achieve. In fact,
there were only two explicit performance criteria in
the initial program, namely, targets for NIR and for
NDA, though there was extensive discussion of poli-
cies that would be pursued in other areas. The prior
actions letter detailed measures that had been taken or
would be taken in short order upon approval of the
program by the Executive Board. These two docu-
ments specified actions that had been or would soon
be taken in the following areas:

Monetary and exchange rate policy

1. Prior action

The overnight call rate, then roughly 12.7 percent,
would be raised to 25 percent by December 5, 1997,
and maintained there until the program’s inflation ob-
jective had been achieved and the exchange market
had stabilized.

2. Performance criteria

a. A floor was specified for NIR and a ceiling for
NDA.

b. New foreign exchange advances from the BOK to
banks were to carry a penalty rate of 400 basis
points over LIBOR, for at least the next four
weeks.

3. Other measures

a. The growth rate of M3 would be reduced, then
kept in line with an inflation objective in 1998.

b. The liquidity injection that had taken place in 
recent weeks in support of the banks would be
reversed.

c. Exchange rate intervention would be limited to
smoothing operations.

Fiscal policy

1. Prior actions

Transportation and excise taxes were to be increased
immediately.

2. Other measures

a. The public sector budget in 1998 would be close
to balance. To counteract the carrying costs of the
financial sector cleanup and the impact of slower
growth, this required contractionary measures of
1.5 percent of GDP.

b. In addition to the tax increases already mentioned,
measures would be formulated on both the rev-
enue and the expenditure sides.

Financial sector restructuring

1. Prior actions

a. Nine troubled merchant banks were closed on De-
cember 2, 1997, with depositors fully protected.

b. The remaining merchant banks would be required
to develop plans to meet the capital adequacy stan-
dards that had been established by the Basel Com-
mittee on Banking Supervision (BCBS) by June
1999, subject to the approval of the MOFE.

c. Two troubled commercial banks (widely under-
stood, and later revealed, to be Korea First Bank
and Seoul Bank) would be required to develop
plans to achieve the BCBS capital adequacy stan-
dards by mid-1998, subject to the approval of the
BOK. Until then, they would be “subject to inten-
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ward pressure on the won. There would be an im-
mediate increase in interest rates to demonstrate 
the government’s resolve in the face of the crisis
and to calm the markets. Interest rates would later
be brought down somewhat, but would remain high
enough to limit downward pressure on the won and
to ensure that inflation would be no higher than 
5 percent in 1998. A target for broad money growth
was set for the fourth quarter of 1997 but, unusu-
ally for IMF-supported programs at that time,
monetary policy for the following year was to be
guided by an inflation target. An inflation target,

however, was not made part of formal conditional-
ity in the program.

Two principal developments appear to have con-
tributed to this change in focus. One was the sharp
depreciation in the won, from W 987 per U.S. dollar
on November 17 to W 1,249 on December 4. This
made it virtually impossible to determine an ex-
change rate range that could be relied on as an an-
chor for policy. A second factor was that the BOK
continued to provide won liquidity to troubled banks
at favorable interest rates, even while the program
negotiations were under way. As a result, the call
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sive supervision,” which might include mergers or
asset sales.

d. Other commercial banks would be required to
make provision for loan losses by March 1998,
and to develop plans by mid-1998 to achieve the
BCBS capital adequacy standards by end-1999,
subject to the approval of the BOK.

e. Losses were to be taken first by shareholders, then
by nonguaranteed creditors.

f. The ceilings on share ownership by foreigners
were to be increased.

g. Restrictions on hostile takeovers, friendly take-
overs of financial institutions by foreign institu-
tions, foreign ownership of merchant banks, and
the ability of foreign institutions to set up Korean
branches and subsidiaries were to be removed.

h. The government would develop an action plan for
bringing supervision and regulation up to interna-
tional standards.

2. Other measures

a. The Bank of Korea was to be made independent,
with a mandate for price stability.

b. Supervision of commercial banks, merchant
banks, securities firms, and insurance firms would
be consolidated in an autonomous agency.

c. A consolidated deposit insurance corporation, fi-
nanced by the issuance of government-guaranteed
bonds, would be set up.

d. Foreign access to the Korean money and bond
markets would be liberalized.

e. A timetable would be established by end-February
1998 to allow overseas borrowing by corporations.

f. There would be no government intervention in
banks’ management and lending decisions, ex-
cept as required by prudential regulations. Where
there was policy-oriented lending, the interest
subsidy would be included in the public sector
budget.

Corporate sector, trade, labor market, and
information provision

1. Other measures
a. Corporations would regularly prepare consoli-

dated, audited financial statements. Accounting
and disclosure standards were to be brought up
to internationally accepted levels, including in-
dependent external audits.

b. The authorities would set up a timetable for elimi-
nating trade-related subsidies, restrictive import li-
censing practices, and the import diversification
program.

c. Korean legislation on takeovers would be harmo-
nized with that of other countries.

d. The existing bankruptcy code would be allowed to
operate without official interference, with no
bailouts of individual companies.

e. With the assistance of multilateral lending organi-
zations, a plan would be formulated to reduce cor-
porate leverage, develop traded capital markets,
and change the system of cross-guarantees within
conglomerates.

f. Labor-market flexibility would be improved, in-
cluding strengthening of the employment insur-
ance system.

g. Provision of data, on such matters as foreign ex-
change reserves, nonperforming loans, capital ad-
equacy, ownership of financial institutions, exter-
nal debt, and local government finances, would be
improved.

The above list formed the basis for the policies that
Korea would undertake over the next two years. A mod-
ified program was agreed on December 24, 1997, along
with a faster disbursement of IMF resources. The re-
vised program specified additional measures that would
be undertaken (in most cases, this amounted to an ac-
celerated timetable of agreed measures). Subsequent
program reviews would convert some of the items listed
into explicit structural conditions, and add new reform
measures in the same spirit as those listed.
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money rate declined to 12.7 percent on December 2
from 15.0 percent on November 17 (Figure A2.4).
The staff felt that strong action would now be neces-
sary, in part to stem the drop in the exchange rate,
but primarily to reestablish monetary control and to
demonstrate the authorities’ resolve to regain ex-
change rate stability. Once the foreign exchange
market had been stabilized, policy would be loos-
ened, but would remain geared toward containing
any inflationary effects of the weaker won and coun-
teracting further depreciation.

Monetary policy, along with the closure of the
merchant banks (discussed below), was one of the
principal issues on which the authorities and the
IMF disagreed most strongly during the first phase
of the negotiations. The authorities feared that exces-
sively high interest rates would cause an increase in
bankruptcies in the highly leveraged corporate sec-
tor. Only with the intervention of the Managing Di-
rector in the final stages of the negotiations did the
Korean authorities agree to raise interest rates to the
levels thought necessary by the IMF.

The temporary nature of the rate increase was un-
derscored in the letter on prior actions, signed by the
Minister of Finance and Economy, that accompanied
the request for an SBA. This letter specified that the
call rate would be raised to 25 percent, and “main-
tained at that level until the time it [would] be
judged—in consultation with the IMF staff—that it
[could] be progressively brought down to a range of
18–20 percent.”

The call rate was duly raised to 25 percent in
early December 1997, but confidence was not re-

stored. Instead, the won remained extremely volatile
and fell to record lows (Figure A2.1). The IMF urged
a still tighter policy, but this could not be imple-
mented immediately because of a 35-year-old usury
law that set a ceiling of 25 percent on the call money
rate. A law increasing the usury ceiling was passed
on December 14, after which this rate was promptly
raised to 30 percent. Further increases followed and
the call rate peaked at 34 percent in early January
1998. However, by mid-December, it was clear to
the authorities and the IMF (particularly the mission
team in Korea) that this situation was not sustain-
able, given the impact it had begun to have on corpo-
rate balance sheets and given continued capital out-
flows. This spurred the search for another solution,
namely the strengthened program and coordinated
debt rollover announced on December 24.

The staff continued to endorse the maintenance
of relatively high real interest rates in the early
months of 1998, believing that the exchange rate
had not yet fully stabilized and that there was still a
risk of accelerating inflation. The call rate was
maintained in the 20–25 percent range for the first
three months of the year, and then was lowered
gradually in the spring and summer. There was a
strong concern that premature loosening of mone-
tary policy would lead to a loss of monetary control
and renewed depreciation of the exchange rate, as
had happened in Indonesia.18 The staff acknowl-
edged that the tight monetary policy (along with
higher capital adequacy requirements) contributed
to a credit squeeze, but contended that the best way
to ameliorate the squeeze would be to implement
the accelerated timetable for financial sector re-
structuring and to provide official liquidity to
sound institutions against appropriate collateral. In
the Executive Board reviews of the Korean pro-
gram, comments tended to favor maintaining a tight
monetary policy in support of the exchange rate.
However, in the February discussion, one chair
warned about “overkill” and suggested a more ac-
tive willingness to ease policy once the exchange
rate had stabilized.

Real interest rates during the first half of 1998
were very high by the standards of most industrial
countries facing a recession, though not unusually
high for emerging economies in crisis (see Table 4.2
in the main report). Using the actual 1998 CPI infla-
tion rate of 7.5 percent, the overnight call money rate
reached a high of 26.5 percent in real terms in early
January, before falling to around 15 percent in Febru-
ary, 10 percent in early May, and single digits for the
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18RES was opposed even to the gradual lowering of rates that
occurred in early 1998, and continued to urge that policy be ori-
ented toward a target range for the exchange rate.



Annex 2 • Korea

rest of the year.19 This represented a return to precrisis
levels, which averaged about 8 percent in 1996–97.

The three-year corporate bond yield was 200–500
basis points less than the call rate from January
through May, after which the call money rate fell
substantially below the corporate bond yield. This
implies, after appropriate allowance is made for the
corporate credit risk premium, that the latent domes-
tic currency term structure moved from being in-
verted to being upward-sloping either in May or
soon afterward, offering another indicator that the
monetary stance loosened around this time.

Assessment

As in other crisis countries, monetary policy in
Korea reflected a trade-off between, on the one hand,
the need to reestablish external credibility, control in-
flation, and stabilize the exchange rate, and, on the
other, the need to support domestic demand at a time
of financial sector restructuring. As discussed in the

main report, most economic policymakers at the time
accepted the existence of a link between higher inter-
est rates and a stronger exchange rate. While this view
has been challenged since the Asian crisis, the large
theoretical and empirical literature that has emerged
has yet to settle the matter (Box A2.3). The literature,
however, does suggest that the relevant issues and re-
lationships differ, depending on whether one is de-
fending an exchange rate in the midst of a crisis, or at-
tempting to manage the situation in the aftermath of
an episode where the exchange rate has overshot its
equilibrium level. In the latter case, the objective is to
ensure that the required real appreciation occurs not
through domestic price increases but through nominal
appreciation (Goldfajn and Gupta, 1999).

For Korea, this suggests that there are in fact two
distinct issues to consider:

• Were high interest rates justified as a means to
stabilize the won at the outset of the crisis in De-
cember 1997?

• Were high interest rates justified in the early
months of 1998, after the most critical stage of
the crisis had passed but the exchange rate re-
mained substantially weaker than its earlier
levels?

It is difficult to answer these questions conclusively,
given the lack of consensus in the academic and pol-
icy communities. However, we can look at which of
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19Independent inflation forecasts for 1998 were around 11 per-
cent in the early months of that year, suggesting that real interest
rates measured using expected inflation were only a few percent-
age points below the levels cited here. See Bloomberg News,
“Korea’s Consumer Prices Fall 0.2 percent in March,” March 31,
1998. In terms of realized monthly inflation rates, the real call rate
was briefly negative in December because of the one-time jump
in prices resulting from the depreciation.

Box A2.3. Recent Studies on the Impact of High 
Interest Rate Policy in Korea

In the case of Korea, two recent empirical papers have yielded the result that higher in-
terest rates (relative to their U.S. equivalents) had an appreciating effect on the won–U.S.
dollar exchange rate during the 1997–98 crisis. Cho and West (2000) used daily data for
the period December 17, 1997–June 30, 1999 to estimate regression and vector-autore-
gression (VAR) models and found that, with appropriate control for risk, liquidity, and
some external factors, a higher call rate was associated with exchange rate appreciation.
Likewise, Chung and Kim (2002) applied a nonlinear econometric methodology (in
order to take account of both levels and changes in interest rates) to daily data for the pe-
riod January 4, 1995–September 30, 1998 and found that, in a bivariate VAR framework,
a higher certificate of deposit (CD) rate led to an initial depreciation of the exchange rate
for a few days, followed by an appreciation sustained over a few months, even during the
crisis period (December 1, 1997–March 31, 1998) when the level of interest rates was
high. It should be noted, however, that (1) a substantial portion of the sharp currency de-
preciation of the crisis period had already occurred by the beginning of the sample pe-
riod in the Cho-West (2000) study, with a trough on December 24, and (2) the parameter
estimates of the Chung-Kim (2002) study come from a sample that include a relatively
long noncrisis period. Given these qualifications, the studies do not seem to present a
strong case against the undeniable fact that the Korean won depreciated from W 1,163 to
W 1,964 per U.S. dollar in December 1997 while the call rate was raised from 13 percent
to 30 percent. More likely, these studies provide a confirmation of the conjecture that
tight monetary policy maintained in the aftermath of the sharp depreciation helped to en-
sure that the subsequent real appreciation took the form of nominal appreciation rather
than higher inflation.



ANNEX 2 • KOREA

the identified effects were operating in Korea at the
time, and at whether the IMF took sufficient account
of the relevant issues in formulating its policy advice
to the Korean authorities.

Stabilizing the exchange rate

After the Korean authorities floated the currency,
the immediate objectives of monetary policy were to
arrest the sharp decline of the exchange rate and sta-
bilize the foreign exchange market. However, the
closed nature of Korean capital markets limited the
channels through which monetary policy could
achieve those goals. Higher interest rates could not
have stabilized the won by increasing the cost of
speculation against the currency. While the offshore
market, mentioned earlier, was a potential source of
speculative pressure, it was by no means the primary
reason for the won’s weakness. Korea faced in-
creased demand for liquidation of foreign currency
claims rather than a conventional speculative cur-
rency attack. There was little risk of domestic capital
flight, because of limits on the ability of residents to
take funds out of the country.20 Though foreign cur-
rency deposits held by residents rose 267 percent in
U.S. dollar terms from end-June to end-November
1997, even at the end of November they totaled only
US$5.3 billion, so this trend had little impact.21 Con-
versely, foreign entities did not have many vehicles
through which to invest in won-denominated assets.
In practical terms, neither the long-term bond market
nor the short-term money market was open to for-
eigners. It was possible to lend to Korean entities—
but these were precisely the loans that foreign finan-
cial institutions were rushing to liquidate. Foreigners
could also invest in the stock market, but higher inter-
est rates would be likely to discourage foreign share
purchases in conditions of panic, by lowering real-
ized returns and thus depressing market sentiment.

In the view of IMF staff at the time, the main chan-
nel through which the interest rate defense would op-
erate was that higher interest rates would raise the op-
portunity cost for Korean banks of not having their
foreign currency loans rolled over. A Korean bank
with an outstanding short-term dollar-denominated
loan about to come due could either promise to pay its
foreign lender a higher dollar interest rate, inducing

the latter to roll over the loan, or it could borrow won
on the domestic market––in effect, a loan from the
central bank, given the guarantee mechanisms in
place––and use the won to buy dollars in order to pay
off the loan. The second of these two options, if pur-
sued by enough institutions, would cause downward
pressure on the won. A higher won interest rate might
induce more Korean banks, at the margin, to choose
the former course rather than the latter. In this sense,
the high won interest rates were a complement to the
policy of having the central bank charge a penalty rate
for foreign exchange advances; both policies were in-
tended to induce Korean banks to seek rollovers rather
than drawing on central bank liquidity.

Given the nature of the Korean crisis, however,
very high interest rates were necessary for this chan-
nel to operate effectively. For many creditor banks,
the rollover decision depended more on their assess-
ment of credit risk—including the suddenly height-
ened risk, not merely of their Korean positions, but
of East Asian exposure in general—than on the in-
terest rate their Korean counterparties offered them.
It is not clear if any level of interest rates offered by
Korean borrowers would have been high enough to
induce such banks to roll over their loans. This was
borne out by events, since capital outflows only
stopped when the high interest rates were comple-
mented by the coordinated rollover agreement.

Thus, a tighter monetary policy may have been
necessary to slow the leakage of foreign exchange
and to prevent a full-scale collapse of the exchange
rate, but it was not sufficient as a means to reverse
capital outflows and resolve the crisis. If the staff
had come into the crisis with a better understanding
of the nature of Korean capital markets, then it is
possible that less emphasis would have been placed
on monetary policy in the initial formulation of the
program, and more on finding an alternative solution
to the worsening liquidity crisis.

The recovery and the transition to lower rates

According to the objectives set out in the IMF-
supported program, monetary policy during the first
half of 1998 had two goals: to stabilize the foreign
exchange market and to counteract the inflationary
effects of the depreciation. As regards the first objec-
tive, one can argue, with the benefit of hindsight,
that monetary policy was guided by an excess of
caution rather than deliberate overkill. The won
strengthened from W 1,964 to the U.S. dollar on De-
cember 24, 1997 to around W 1,400 at the end of
March 1998, and remained at or near that level for
the next three months (see Figure A2.1). The volatil-
ity of the exchange rate declined steadily in the first
half of 1998 (Figure A2.5). The volatility of the
won–U.S. dollar rate (measured as the standard devi-
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20However, residents could still circumvent these restrictions
by accelerating or postponing cross-border payments.

21Residents’ foreign currency deposits fell 31 percent in U.S.
dollar terms in December 1997. This suggests that local residents
did not try to flee the currency, but instead participated in the
global run on the dollar holdings of the Korean banking system.
Foreign currency deposits were stable as a fraction of total de-
posits during December, as these withdrawals were balanced by
the won’s depreciation (which increased the value of dollar de-
posits relative to won deposits).
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ation of daily logarithmic changes) fell to 0.7 per-
cent in June 1998 from 8.1 percent in December
1997. For comparison, the monthly volatility levels
of the Japanese yen–U.S. dollar and deutsche mark–
U.S. dollar exchange rates during this time ranged
between 0.4 percent and 0.8 percent.

Did high real interest rates contribute to this stabi-
lization? It is difficult to answer this question with-
out being able to test the alternative hypothesis. Cer-
tainly it was important to maintain high real interest
rates in order to prevent a flight from won-denomi-
nated assets by Korean institutions and individuals,
though, as noted above, there were few channels
through which this could occur. But the govern-
ment’s prompt actions in starting to address the
problems in the corporate and financial sectors are
likely to have done more to rebuild the market’s con-
fidence in the Korean economy.

The second principal motivation for the level of in-
terest rates, namely the need for a tight monetary pol-
icy to contain inflation, was open to question. With
unemployment at 7 percent, the gap between actual
and potential GDP was probably quite large. The ex-
perience of such countries as the Philippines and
Thailand in the late 1990s and Finland and Sweden in
the early 1990s shows that there is no reason to as-
sume a large sudden depreciation will necessarily lead
to a correspondingly large acceleration of inflation.
Academic work produced after the crisis has investi-
gated the reasons why “pass-through” tends to be
weaker than expected in such situations. Burstein and
others (2001) cite two countervailing effects: first,
consumers tend to substitute domestic for foreign
goods; and second, the component of the final price of
a “tradable” good that is sensitive to the exchange rate
is often quite small relative to domestic cost compo-
nents such as transportation and distribution. Of
course, these experiences, and the lessons that have
been drawn from them, were not fully available or un-
derstood at the time of the Korean crisis.

High interest rates undoubtedly imposed costs on
the domestic economy, but these are difficult to
quantify. Given the short-term structure of corporate
finance, the transmission of high interest rates to the
real economy was rapid. At the time of the crisis,
some 35 percent of domestic corporate debt had an
average maturity of less than three months, and
about 70 percent had a maturity less than one year.
One reason for this was the extensive use of three-
month promissory notes as a means of payment
among enterprises, especially among small and
medium-sized ones (Baliño and Ubide, 1999). In the
case of Korea, given the high leverage and export
orientation of the corporate sector, the adverse bal-
ance sheet consequences of a lower exchange rate
may well have been much smaller than the cost of
higher interest rates (Krueger and Yoo, 2002).

As the crisis developed, the IMF staff became
more aware of these vulnerabilities and often men-
tioned the impact of high interest rates on the corpo-
rate sector in program reviews and communications
with management. However, the collapse in business
and consumer confidence and the sudden, sharp con-
traction in financial intermediation, which was due
to the need to clean up balance sheets and rebuild
capital levels, probably played a more important role
in creating the recession than did the level of interest
rates per se. As the experience of Japan has shown,
banks that are burdened with weak balance sheets
are usually reluctant to finance business investment,
even when their cost of funds is very low. An alter-
native financing channel, the corporate bond market,
began to grow rapidly during this period, but it took
time for the necessary market infrastructure to be de-
veloped (Oh and Rhee, 2002).22

While the move toward a gradual reduction in
policy rates in the aftermath of the crisis was justi-
fied, the rates themselves remained above levels that
would have been more appropriate to helping the
country get out of recession. In this context, the lack
of a clearly defined and well-announced framework
to guide monetary policy was not helpful.23 The
IMF was aware that there was scope for further eas-
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22Later events would show that the growth of domestic corporate
bond issuance had been partially supported by lax supervision of
the investment trust companies that were a primary vehicle for re-
tail investors (see section on “Financial sector reform,” below).

23The program contained a broad inflation target, but no mech-
anism was specified to achieve that objective.
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ing and understood the effect the high rates were
having on the corporate sector but, for fear of the
crisis returning, was reluctant to allow rates to fall
more quickly. In retrospect, an earlier easing of
rates would have been justified. However, it must be
recognized that the IMF was faced with making a
very difficult judgment, based on incomplete infor-
mation, as to whether an earlier easing of rates
would have triggered renewed exchange rate pres-
sures, particularly given the unsettled currency mar-
kets in the East Asian region. Moreover, the period
of unusually high real rates was only a few months.
Given other weaknesses of the economy, particu-
larly the breakdown in financial intermediation, it is
doubtful that an earlier loosening of monetary pol-
icy would, by itself, have prevented the recession,
although hindsight now suggests that some earlier
loosening would have been warranted.

Fiscal policy

Background

Korea’s public sector budget was essentially in
balance at the onset of the crisis. The authorities pro-
jected a deficit of 0.2 percent of GDP in 1997 and a
surplus of 0.25 percent in 1998, after surpluses of
0.3 percent in the two previous years. Public debt
was only 6 percent of GDP.

Despite the very healthy position of public fi-
nances at the start of the crisis, the staff’s initial ap-
proach was to favor a tight fiscal policy. In a draft
briefing paper prepared before the program mission in
late November 1997, APD proposed fiscal measures
that would not only pay for the carrying cost of debt
issued for financial sector restructuring, but also result
in a surplus of 1.5 percent of GDP in 1998. The
tighter fiscal policy was meant to secure the needed
current account adjustment without increasing the
burden on monetary policy and the exchange rate.
Some review department comments urged a still
greater fiscal adjustment, in order to signal the gov-
ernment’s resolve and to be prepared if restructuring
costs were larger than expected. It was pointed out
that, given the experience of Thailand and Indonesia,
the authorities could not always be trusted to maintain
tight monetary policies under conditions of severe fi-
nancial sector weakness, so that a greater burden of
adjustment should be placed on fiscal policy.24 How-
ever, this latter approach was rejected by IMF man-
agement in recognition of the fact that the precrisis
fiscal situation was largely in balance and the need to

avoid fiscal “overkill.” As a result of management’s
intervention, the proposed surplus for 1998 in the pre-
mission brief was reduced to 1 percent from 1.5 per-
cent of GDP.

Fiscal policy was not a major area of disagreement
between the IMF and the authorities in negotiating the
IMF-supported program. The eventual program envis-
aged a surplus of about 0.15 percent of GDP in 1998,
which was still smaller than in the premission briefing
paper. This figure incorporated the surplus of 0.25
percent of GDP projected before the crisis; a 0.8 per-
cent shortfall because of slower growth; 0.8 percent in
carrying costs for the financial sector cleanup, based
on the assumption that the cleanup would eventually
cost a total of 5.5 percent of GDP;25 and offsetting
measures of 1.5 percent. As a demonstration of the au-
thorities’ resolve to undertake these offsetting mea-
sures, an increase in the transportation tax and an ex-
cise tax were among the “prior actions.” This fiscal
stance was broadly supported by the Executive Board
when the program was discussed, with only one Exec-
utive Director expressing concerns and suggesting a
more expansionary fiscal stance.

Even the 0.15 percent projected surplus could be
said to incorporate an implicit assumption that Korea
would run a deficit under the policies stated in the pro-
gram document. This is because the staff believed that
the program’s growth assumption of 2.5 percent for
1998, as agreed with the authorities, was overstated.
According to staff members interviewed by the evalu-
ation team, the staff expected growth in 1998 to be
zero or even negative. It nevertheless agreed to include
a positive growth forecast at the urging of the Korean
authorities, who wanted this for political reasons.26

In the early months of 1998, as growth projec-
tions worsened, the program assumed an ever greater
deficit. The staff recommended that the authorities
“let automatic stabilizers work,” in other words, that
they take no action to offset the projected deficits.
Internal documents show that IMF management was
apparently more keen than the staff to allow for flex-
ibility in fiscal policy. An early draft of the staff re-
port accompanying Korea’s late-December request
for accelerated disbursements stated that fiscal pol-
icy would “need to remain tight.” This conformed to
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24While there was no explicit discussion of fiscal sustainability,
it was implicitly recognized that, given Korea’s low precrisis level
of sovereign debt, sustainability was not an issue, provided that
the crisis was resolved quickly.

25The net fiscal costs of bank restructuring, now estimated at
23 percent of GDP, have turned out to be still greater than had
been feared in 1997.

26However, if there was staff pessimism about near-term growth
prospects, there was no evidence of this even in internal program
documents before the late spring of 1998. The confidential premis-
sion brief prepared on November 21, 1997, also projected 2.5 per-
cent growth for 1998. The staff report accompanying the second bi-
weekly program review, prepared on January 8, 1998, stated that,
“[the] downturn in growth [was] likely to be sharper than previ-
ously expected, particularly during the first quarter.” Yet, that re-
view included a positive growth forecast for 1998, as did every sub-
sequent program review until that of May 19, 1998.
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the authorities’ commitment, in the December 24
LOI, that “the initial fiscal adjustment of the pro-
gram [would] be maintained despite higher costs to
the government associated with the larger deprecia-
tion of the won and with financial sector restructur-
ing.” However, at the urging of management, the lan-
guage in the staff report (but not in the LOI) was
replaced by a statement that “the staff’s preliminary
assessment [was] that . . . automatic stabilizers
should be allowed to operate.”

The Korean authorities were reluctant to do so, in
accordance with their traditional inclination toward
fiscal conservatism. Government consumption ex-
penditures fell by 0.4 percent in real terms in 1998.
Nevertheless, because tax revenues fell even further
than did government spending, Korea ended up run-
ning a budget deficit of 4.3 percent of GDP in 1998,
or 1.5 percent in cyclically adjusted terms. The pub-
lic sector deficit was further augmented by the activ-
ities of off-balance-sheet quasi-public entities such
as the KDB (Cho and Rhee, 1999).

Assessment

In terms of the role of fiscal policy, the Korean
situation in November 1997 differed from the typical
situation in which IMF assistance is sought. The
level of outstanding public debt was very low. The
government faced potentially very large contingent
liabilities through its de facto guarantee of foreign
currency bank debt.27 The bailout of Kia raised sus-
picions that the government’s de facto domestic-cur-
rency contingent liabilities were also large. How-
ever, domestic and foreign investors did not doubt
either the capacity of the public sector to maintain
control of its fiscal processes, or the political com-
mitment of the authorities to maintain a sustainable
level of sovereign debt. When international credit-
rating agencies lowered Korea’s debt ratings sharply
at the end of 1997, they were careful to assert that
this reflected the country’s dire liquidity situation,
rather than the underlying strength of its economy or
its overall debt position.

Under these conditions, there was scope for a “debt
for debt” swap, in which the government would draw
on its extensive spare domestic and international bor-
rowing capacity to offer its obligations in exchange
for those of the country’s troubled financial sector. In-
deed, this is what eventually happened. Leaving aside

the admittedly important moral-hazard and burden-
sharing issues of such an approach, the question for
fiscal policy then comes down to whether the carrying
cost of the government debt issued in this process
should have been paid for through current receipts, as
the IMF initially proposed, or through issuing addi-
tional debt. A good argument could be made that there
was scope for the carrying costs, too, to be financed
temporarily by public borrowing, since Korea’s past
record was sound enough to convince the market that
such borrowing was unlikely to spiral out of control.

Another possible role for fiscal policy would
have been to counteract the contractionary effects of
the restructuring of the financial sector. In this
sense, the emphasis on “reducing the burden on
monetary policy” was misplaced. The drive for the
banks to write off bad loans and to rebuild their cap-
ital adequacy as quickly as possible was exerting a
deflationary pull far stronger than monetary policy
could have provided.

The initial recommendation for a relatively tight
fiscal policy was, in part, the result of an excessively
optimistic growth projection and in part a reflection
of the IMF’s traditional preference for fiscal tighten-
ing in crisis situations. However, within a month or
two from the outbreak of the crisis, once it became
clear that output would be well below program tar-
gets, the IMF showed flexibility in recognizing the
need for a looser fiscal policy and transmitting this
advice to the Korean authorities. The latter, however,
were reluctant to act upon it.

The idea that a country engaged in financial sector
reform should pursue a loose fiscal policy in order to
support aggregate demand was not unknown at the
IMF; the 1998 Article IV consultation report for
Japan, produced a few months after the Korean crisis,
urged just such a policy. Of course, Korea’s ability to
borrow during the crisis was limited by the need to re-
build the confidence of foreign investors, while Japan
could finance its deficits at home, and the role of fis-
cal policy in Japan was itself a subject of considerable
debate. There was also a limit to how aggressively the
IMF could have pushed for a looser fiscal policy,
given the authorities’ preference for fiscal conser-
vatism and the damage to credibility that might have
come from any public criticism. Nevertheless, it is
striking that such an approach was not considered
more seriously at an earlier stage in the crisis.

Financial sector reform

Background

In the years preceding the crisis, Korean policy-
makers pursued a slow but deliberate policy of finan-
cial sector reform. The authorities announced a blue-
print for financial liberalization in 1993. This led to
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27Ambiguity about the amount of liabilities covered by this guar-
antee was a further source of difficulty. At end-September 1997,
short-term external debt of domestic commercial banks resident in
Korea was roughly US$24 billion, but a broader definition that in-
cluded medium- and long-term debt, borrowing by foreign
branches of Korean banks, and borrowing by nonbank financial in-
stitutions would raise this figure to roughly US$106 billion.
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deregulating interest rates, liberalizing the issuance
of corporate bonds and commercial paper, and
sharply reducing subsidized “policy lending” through
state-owned institutions.

However, progress on many issues in 1997 re-
mained incomplete, partly because of conflicts be-
tween different interest groups in the public and pri-
vate sectors, and partly because of a reluctance to
take bold policy measures in the lead-up to the presi-
dential elections in December. Many observers
viewed apparent reform initiatives, such as the estab-
lishment of a Presidential Commission on Financial
Reform, as attempts to deflect criticism by postpon-
ing concrete action until after the elections. IMF
staff members involved in surveillance before the
crisis told the evaluation team that, despite the many
reform initiatives, they were never sure how much
genuine reform had actually taken place in Korea.
Announced reforms often did not seem to have much
practical effect on the behavior of financial institu-
tions. Formal controls on transactions or activities
were sometimes replaced by less transparent con-
trols, or by informal channels of influence.

After the crisis hit, the Presidential Commission’s
recommendations suddenly assumed much greater
relevance. The Commission had recognized that re-
form was needed, not just in the content of financial
sector regulation, but also in the organizational
structure of the bureaucracy responsible for regula-
tion. For example, while commercial banks were su-
pervised by the Office of Bank Supervision at the
BOK, responsibility for supervising the merchant
banks lay with the MOFE. This contributed to the
uneven quality of financial sector supervision across
different types of institutions.

There were three important differences between
the Commission’s recommendations and the restruc-
turing program that was ultimately followed. First, the
Commission did not specify the sequencing of the re-
forms that it recommended. Second, the Commission
did not offer recommendations on the resolution of
the NPL problem, partly because it was charged with
offering a “big picture” vision of reform, but also be-
cause its members, like most outside observers, were
not aware of the depth of the problem. Third, while it
recommended the establishment of a consolidated su-
pervisor, the Commission did not fully address issues
relating to the bureaucratic structure of supervision,
with the result that political infighting stalled the re-
form process at a crucial time.

The structural program for the financial sector
had two distinct goals: to restore the health of the fi-
nancial sector through the disposal of bad loans and
closing or rehabilitating insolvent institutions; and to
institute reforms that would improve the sector’s ef-
ficiency and stability and enable it to contribute to
Korea’s growth in the longer term. Each of these as-

pects of the program are considered separately
below, although the measures taken in each area
were closely related.

Rehabilitating the financial system

With regard to cleaning up bank balance sheets,
the strategy followed was similar (though not in all
respects identical) to that pursued by other countries
facing banking crises in the middle and late 1990s.
The key elements were the prompt closure of the
most troubled institutions; the extension of the de-
posit insurance system, funded by government-guar-
anteed bonds, to protect depositors and prevent bank
runs; the utilization of an asset management com-
pany, also funded by government-guaranteed bonds,
to buy and dispose of bad loans; and the requirement
that weak but solvent institutions submit a restruc-
turing and recapitalization plan for approval by su-
pervisors or face closure.28 A bridge bank was set up
to buy and dispose of nonperforming assets held by
the merchant banks. The asset-management and de-
posit insurance agencies had been set up prior to the
crisis but were given expanded responsibilities.

During the negotiations, the authorities initially
resisted some aspects of the IMF’s strategy for
cleaning up the financial sector, particularly the
proposed closure of insolvent commercial and mer-
chant banks. Such action was unprecedented in re-
cent Korean history and the authorities were wor-
ried about the consequences for systemic stability.
IMF staff members had the impression that this of-
ficial reluctance to confront Korea’s financial sec-
tor problems influenced other aspects of their inter-
actions with the Korean authorities, for example,
the provision of data on NPLs. After the interven-
tion of the Managing Director in the final stage of
the negotiations, the authorities agreed as part of
the first program to close nine merchant banks and
to restructure two large commercial banks. Subse-
quently, and particularly after the election, the au-
thorities demonstrated a greater commitment to re-
form, closing additional banks and accepting a
more rapid pace of liberalization. What emerged
was a politically realistic, yet bold program of fi-
nancial sector restructuring under a team of compe-
tent administrators.

Some of the authorities’ actions did not meet the
ambitious timetable set by the two December pro-
grams. Rather than being closed or sold off, Seoul
Bank and Korea First Bank were nationalized. The
government also became a major shareholder in sev-
eral other commercial banks. Five years later, the
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28Dookyung Kim (1999) and Baliño and Ubide (1999) review
the early stages of this process.
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privatization of these banks was still not complete.29

Five smaller banks were closed in June 1998, the
first such closures in Korea’s recent history, but the
rehabilitation plans for other undercapitalized banks
were not finalized until September 1998. Legislation
allowing supervisory authorities to write down the
equity of failed banks without restriction was not
passed until August 1998.

Despite these delays, the IMF and international
investors remained confident about the Korean au-
thorities’ commitment to reform. This was because,
even if measures were delayed or revised, the au-
thorities were careful neither to backtrack from ear-
lier pledges nor to take actions that ran counter to the
spirit of reform. Between December 1997 and
March 1998, 6 of the 26 commercial banks and 16 of
the 30 merchant banks were closed or merged (Bal-
iño and Ubide, 1999). As already mentioned, public
funds totaling over 20 percent of GDP would eventu-
ally be committed to cleaning up the banking sector.
This included equity injections, purchases of subor-
dinated debt, purchases of NPLs, restitution to in-
sured depositors, and funds for recapitalization.

Reforming the financial system

Many of the financial sector conditions in the
IMF-supported program called for carrying out rec-
ommendations that had been made by the Presiden-
tial Commission during 1997. These included creat-
ing an independent, consolidated financial regulator;
liberalizing the market for ownership rights in finan-
cial institutions; removing restrictions on the activi-
ties of financial institutions; modernizing monetary
policy operations; and completing the deregulation
of interest rates. According to interviews with Ko-
rean officials, the fact that the financial sector ele-
ments of the program were based upon a homegrown
policy meant that the authorities were generally
more willing to implement these measures than they
would have been if they had been entirely imposed
from outside. Essentially, what the IMF did in terms
of financial sector restructuring was to tip the bal-
ance of power in Korea in favor of advancing the
homegrown agenda. Starting in early 1998, the
World Bank played an important role in advising the
Korean authorities on reform policies and in outlin-
ing operational measures.

Following the first IMF agreement in December,
the previously failed legislation passed the National
Assembly, establishing the independence of the BOK
and consolidating financial sector supervision in a sin-
gle agency. However, the institutional arrangement of
financial supervision continued to be a major area of
dispute among the Korean authorities. The IMF-sup-
ported program, like the Presidential Commission, en-
visaged an independent regulator, but did not resolve
the question of its relationship with the BOK and the
MOFE. When the authorities began to draw up plans
to implement this provision, the IMF at first took a
neutral stance over the disposition of the new regula-
tor, while insisting that it should remain independent
of the MOFE. Ultimately, though, the IMF felt com-
pelled to take a position in order to speed up the re-
structuring program. With the IMF’s backing, the pro-
gram ended up adopting the MOFE’s vision of
subordinating the Financial Supervisory Service
(FSS) to a government agency, the FSC. This setup
had some virtues. The new supervisory system was
not formally part of the MOFE or the BOK, and the
bureaucracy charged with managing and resolving the
crisis was separate from the ongoing supervision func-
tion. However, the new framework had the disadvan-
tage of allowing the MOFE to exercise influence over
supervision through the participation of its officials in
the FSC, a situation that was not entirely in keeping
with the preferences of the IMF and World Bank.

As with the cleanup, the actual implementation of
the promised reform measures was somewhat slower
than had been specified in the IMF-supported pro-
gram. New loan-classification standards and provi-
sioning rules were put in place in June 1998, but the
FSS, charged with carrying out the supervisory func-
tion, did not formally begin operations until January
1999. Rules imposing stronger risk management for
banks’ foreign exchange operations also did not be-
come effective until 1999. Limits on large credit ex-
posures, intended to insulate the banking system
from the failure of a small number of large compa-
nies, as happened in 1997, have been phased in only
gradually, in order not to disrupt credit flows to the
companies concerned. At the same time, the cumula-
tive progress of reform over the past five years has
been impressive, and there have been no attempts to
roll back previously implemented reforms.

Assessment

Over time, the financial sector restructuring pro-
gram achieved its goals of facilitating the relatively
prompt removal of bad loans from bank balance
sheets and reducing the system’s vulnerability to ex-
ternal shocks. The rapid restructuring of the banks
and the short timetable for attaining high capital ade-
quacy levels contributed to the severity of the eco-
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29Average government ownership stakes in commercial banks,
weighted by bank assets, rose from 17 percent at the end of 1996
to 58 percent at the end of 1998, then fell to 34 percent at the end
of 2001. In January 2002, the authorities announced a plan to
complete the privatization process over the next three to four
years. A majority stake in Seoul Bank was sold to another Korean
bank in September 2002, with the government planning to sell the
remaining 31 percent by March 2004.
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nomic slowdown in 1998.30 Yet, a less rapid cleanup
would not necessarily have resulted in a better out-
come. Other liberalization measures, such as those
that made it easier for corporations to issue bonds di-
rectly to investors, fostered the development of alter-
native financing channels. This strengthened the Ko-
rean economy by reducing the dependence of
investment on the health of the banking sector.

There were, however, gaps in the new supervisory
framework. A prominent example was the invest-
ment trust company (ITC) sector. The pressure on
the banks to recapitalize and restructure led them to
reduce their corporate lending and the returns they
could offer to savers. This provided a window of op-
portunity to the ITCs, which channeled funds from
small investors into the rapidly growing corporate
bond market (Oh and Rhee, 2002). ITC accounts
were intended to behave like mutual fund holdings,
but in practice many ITCs offered guaranteed yields
to investors. In 1999, when corporate bond prices
fell following a large corporate bankruptcy, the ITCs
could not meet the guarantees and the result was
widespread panic selling. This episode, while caus-
ing losses to many investors and disruption to Ko-
rean capital markets, did not have a substantial im-
pact on the country’s overall investment and growth
trends—a sign that the system had become more re-
silient, even though clearly more effort was needed
in the area of improved supervision.

Nonfinancial structural reforms

Background

As was the case with the financial sector, there had
been an ongoing debate within Korean society before
the crisis on the optimum design of the corporate sec-
tor. Some reformers opposed the concentration of
economic power in chaebol. Influenced by these
ideas, the authorities, in a dramatic reversal of policy,
had begun to allow large corporate bankruptcies
(such as that of Hanbo) to take place even before the
onset of the crisis. But others in Korea advocated the
preservation of the chaebol system in light of its track
record in facilitating rapid economic growth.

Comprehensive reforms in the nonfinancial corpo-
rate sector envisaged in the December 4, 1997 pro-
gram included provisions on accounting standards,
bankruptcy procedures, and governance mechanisms.

In the late December program and subsequent re-
views, provisions were added mandating the appoint-
ment of outside directors, liberalizing the market for
corporate control, and enhancing labor market flexi-
bility. In the World Bank’s structural adjustment
loans, more specific measures were identified, such as
curtailing emergency loans, facilitating use of debt-
equity conversions to address excessive leverage
among chaebol affiliates, reducing cross-guarantees,
providing additional encouragement for corporate
mergers and acquisitions, debt restructuring and asset
dispositions, and improving procedures and coordina-
tion for court-supervised insolvency (Mako, 2002;
Joh, 2002). Thanks in part to these efforts, the debt-
equity ratio of the manufacturing sector was gradually
reduced from nearly 400 percent in 1997 to 211 per-
cent in 2000 (Im, 2002).

A common criticism of the Korean program,
echoed at the time in the Korean press, was that cer-
tain measures were included in the program at the in-
sistence of major shareholder governments to serve
their particular national interests. For example, the re-
quirement that Korea eliminate its “import diversifica-
tion” program was said to be a response to Japanese
pressure,31 while the measures to allow increased par-
ticipation of foreign institutions in the Korean finan-
cial system were alleged to reflect pressure by the
U.S. authorities on behalf of U.S.-based institutions.

The IMF’s largest shareholder governments made
no secret of their view that IMF assistance should be
accompanied by strong reforms. The U.S. authorities,
in particular, insisted that strong reform measures
should be a condition for IMF support. However, in-
ternal IMF documents do not support the allegation
that the specific policy measures mentioned were in-
cluded solely because large IMF shareholder govern-
ments demanded them.32 These governments may in-
deed have had an interest in these measures, but they
were also on the agenda of policy reforms which had
surfaced in the course of IMF surveillance and had
been discussed by the staff with the authorities. For
example, increased participation by foreign financial
institutions in the Korean financial system had long
been on the list of IMF recommendations made in the
surveillance process and was among the measures
recommended by the Article IV consultation mission
two months earlier. It was in the briefing paper pre-
pared by the staff on the eve of the negotiations, and is
a policy recommended by the IMF for virtually all
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30Domaç and Ferri (1998) find evidence that the contraction of
bank credit and increase in bank lending spreads in Korea con-
tributed to the fall in activity after the crisis. Hyun Kim (1999)
finds that the decline in bank loans resulted from a contraction in
supply (the willingness of banks to lend) rather than demand (that
is, a fall in investment), though Ghosh and Ghosh (1999) find the
opposite result. Borensztein and Lee (2000) find that there was a
reallocation of credit from less efficient (including chaebol-con-
nected) borrowers to more efficient ones.

31This program, which restricted imports from countries with
which Korea had a large bilateral trade deficit, was designed to
reduce certain categories of imports from Japan.

32According to former senior U.S. officials interviewed by the
evaluation team, their only direct input was to introduce a penalty
rate for the BOK’s foreign exchange advances to Korean financial
institutions.
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emerging market economies. After the crisis started,
takeovers and other asset purchases by foreign institu-
tions were seen as a way to improve bank governance
and to reduce the amount of public money needed 
to recapitalize the banking system. Similarly, the
elimination of the import diversification program had
been included in the recommendations of the earlier
Article IV consultation mission and was incorporated
in the prenegotiation brief. The staff saw this as a vital
trade liberalization measure that would demonstrate
the authorities’ commitment to reform.

As with the financial reforms, the Korean authori-
ties initially were eager to demonstrate their commit-
ment to the program by moving forward rapidly on
implementation. However, after the economy sur-
vived the initial phase of the crisis and began a quick
recovery, the government reduced its efforts to pursue
painful and costly restructuring. At the end of 2000,
more than a quarter of manufacturing firms still had
earnings that were below their interest costs. There
were also signs of persistent official favoritism toward
chaebol. For example, when a large conglomerate ex-
perienced financial difficulties in 2000, at a time when
illiquidity in the corporate bond market made it diffi-
cult for companies to raise new capital, the Korean
government mobilized such means as “fast-track un-
derwriting” (in which the KDB refinanced maturing
corporate bonds at a penalty interest rate) to prevent
the company from going bankrupt.

Assessment

Some observers have argued that nonfinancial
structural reform measures were not crucial to the
resolution of the crisis, and have cited the fact that
output recovery began well before many of the key
reforms were implemented (Feldstein, 1998; Park,
2001). In particular, they argue that labor market and
trade measures were a distraction from the core pro-
gram requirements, although they may well have
proven helpful to the long-term efficiency of the Ko-
rean economy.33

The effectiveness of some of the structural mea-
sures in the IMF-supported program can also be ques-
tioned. Some of them appear to have been rushed into
implementation because of the short time horizon.

Some staff members told the evaluation team that they
had been under pressure to show quick results and had
known that they would need to reduce intensive moni-
toring once the crisis had passed. This led to a focus
on measurable benchmarks that could be achieved in
the first six months or so of the program, at the ex-
pense of more lasting but less visible actions. For ex-
ample, companies listed on the Korea Stock Ex-
change were required to appoint at least one outsider
to their boards of directors. Some have questioned
whether the newly appointed outside directors were
truly independent of management or able to exert in-
fluence on corporate decisions (Joh, 2002).

Defenders of the IMF-supported program respond
that, aside from the intrinsic merits of the policies
followed, a demonstration of the authorities’ com-
mitment to reforms in both the financial and nonfi-
nancial fields was needed to restore international
confidence and promote rapid recovery. There were
also some cases where nonfinancial structural mea-
sures were intended to facilitate a rapid recovery
from the crisis, and thus formed a vital element of
the IMF-supported response. In particular, smoother
bankruptcy procedures and labor market reforms
were designed to promote the reallocation of indus-
trial assets and reduce the consequences of the re-
forms for employment.

It is difficult to evaluate these arguments because
the objectives for many of these reforms were never
fully spelled out. While the weak governance and
high leverage of the Korean industrial sector cer-
tainly contributed to the crisis, the immediate need
for action in these areas was not as clear as the need
to address solvency issues in the financial sector.

To the extent that the reforms in the nonfinancial
area were intended to facilitate other policies more
directly linked to resolving the crisis, the argument
for them would be much stronger. Even in this case,
however, the IMF might have been better advised to
confine its advice and conditionality to a narrower
range of issues, and then to let the Korean authorities
define their own agenda for implementing this more
focused set of policy measures. This is particularly
true of many of the trade and other external liberal-
ization measures that were already mandated by
agreements with the OECD and the World Trade Or-
ganization (WTO). The role of formulating and fa-
cilitating the needed reforms would then fall to insti-
tutions that are better placed to do so.

Program Financing and the 
Debt Rollover

This section reviews the process by which the fi-
nancing package associated with the December 4,
1997 program was determined and whether the final

111

33There were 21 “structural performance criteria” specified in
the course of the three-year IMF-supported program in Korea,
that is, an average of seven a year (Chopra and others, 2002). The
LOI attached to the December 4, 1997 program identified five
“prior actions” to be taken by the authorities before the Executive
Board approved the SBA. The total number of structural condi-
tions was close to the median for SBAs during this time period,
and somewhat less than that for longer-term IMF arrangements
such as the Enhanced Structural Adjustment Facility and the
Poverty Reduction and Growth Facility. See “Structural Condi-
tionality in Fund-Supported Programs,” SM/01/60, Supplement
2, February 2001.
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size of the package was appropriate for the circum-
stances. Our overall assessment is that there was
considerable ambiguity surrounding the publicly an-
nounced bilateral “second line of defense” and this
damaged the program’s credibility. It forced the staff
to adopt unrealistic assumptions in formulating the
December 4 program, which led to underfinancing.
Korea’s underlying liquidity shortfall was not re-
solved until the coordinated rollover agreement at
the end of December.

The December 4 package

At the start of the negotiations with Korea in late
November 1997, the staff estimated the country’s fi-
nancing gap during the years 1998 and 1999 at
US$25 billion, of which US$20 billion was for the
first year (Table A2.1, columns 1 and 2). Funds were
needed, it was thought, to finance the current ac-
count deficit (estimated to be US$2 billion for
1998), portfolio outflows (another US$3 billion),
and a US$13 billion increase in reserves. These fig-
ures were based on two crucial assumptions. First,
Korea’s short-term external debt, then estimated to
total US$66 billion, was projected to be fully refi-
nanced, though it was assumed that there would be
little or no new short-term borrowing. Second,
Korea’s reserves of US$30 billion were thought to
be enough to cover the country’s obligations until
the program funding was disbursed. No financing
need was envisioned for 1997.

These assumptions had to be revised radically al-
most as soon as the IMF team arrived in Korea, be-
cause of a combination of new information and re-

vised assumptions about the behavior of external
creditors. It was discovered that Korea’s usable re-
serves—that is, official reserves, minus the amount
that had been deposited at overseas bank branches to
cover short-term debt repayments—were around
US$11 billion, and falling very fast. This pointed to
the fact that the major drain on the capital account
was likely to arise, not from a reversal of portfolio
investment, but from bank debt repayments.

The debt, in turn, was far larger than initially
thought, because it comprised obligations of over-
seas borrowing by Korean institutions, which were
not included in residence-based debt data used by
the IMF. The most important component of this ad-
ditional debt was some US$22 billion in offshore
borrowing by overseas branches of domestic banks.
After correcting for double-counting and including
offshore borrowing and the debt of Korean banks’
foreign branches and subsidiaries, short-term exter-
nal debt (bank and nonbank) was estimated at
around US$86 billion at end-September 1997, of
which banks owed US$62 billion. It was this compo-
nent of the debt that triggered the crisis. By the end
of November, short-term external bank debt had
fallen from US$62 billion at end-September to
US$49 billion, and further to US$33 billion at the
end of December, representing an outflow of US$16
billion in a month.

Estimating the amount of financing needed in the
fast deteriorating situation that prevailed in November
1997 was no easy task. In the event the staff report
supporting the SBA request contained two different
estimates of the financing needed for the rest of 1997
and 1998. In the text of the report, the total financing
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Table A2.1. Korea: Balance of Payments and Financing Requirements
(In billions of U.S. dollars)

December 4
Premission Brief Stand-By Request Actual________________ ________________ ________________

1997 1998 1997 1998 1997 1998

Current account (a) (– = outflow) –13 –2 –14 –2 –8 40
Capital account (b) (– = outflow) 1 –5 –14 3 –28 –15
Of which:

Portfolio investment –2 –3 8 1 14 –1
Banks1 4 0 –16 3 –27 9

Change in reserves (c)2 (– = increase) 12 –13 17 –23 21 –40
Financing gap (a + b + c) 0 –203 –11 –22 –16 –14

Provided by official financing 0 20 11 22 16 10
Of which:

Net IMF purchases 0 4 9 10 11 5
Market borrowing by government 0 0 0 0 0 4

Source: IMF database and documents.
1Adjusted to include the impact of foreign currency liquidity support by the BOK to overseas branches of Korean banks.
2Adjusted to exclude the impact of foreign currency liquidity support by the BOK to overseas branches of Korean banks.
3An additional financing gap of US$5 billion was projected for 1999.
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needed was indicated as US$55 billion but the de-
tailed estimates in Table 6 of the same report (repro-
duced in columns 3 and 4 of Table A2.1) showed a
smaller figure of US$33 billion. The difference be-
tween the two estimates was not reconciled in the staff
report but interviews with the staff indicate that the
larger estimate resulted from the initial expectation
that the rollover rate on short-term bank credit would
be only 20 percent. It was recognized that providing
large volumes of financing from the IMF to Korea
would be difficult because of the IMF’s resource con-
straints and also because Korea’s quota was unusually
small relative to the size of the economy.34 However,
the staff worked on the assumption that IMF financing
could be supplemented by additional amounts from
other IFIs (the World Bank and the ADB) and bilat-
eral sources (i.e., the second line of defense).

The second line of defense

The incorporation of bilateral financing to supple-
ment IMF and other IFI resources was in line with
the principles of the so-called Manila Framework,
endorsed by the APEC summit meeting only a few
days earlier on November 24, 1997, which envisaged
the provision of bilateral financing to support IMF-
supported programs when necessary. However, the
availability of these resources turned out to be uncer-
tain. There also appear to have been miscommunica-
tions on the second line’s conditions and timing (in
relation to the disbursement of the IMF’s own re-
sources) that compounded the problem.

The staff had initially incorporated a specific level
of bilateral financing in the proposed IMF-supported
program. At virtually the last minute, headquarters in-
formed the mission that it could no longer count on
the second line of defense being available as part of
the financing for the “baseline” program. Additional
decisions would be needed before any part of the fi-
nancing could be released, and the financing could in
any case not be made available for several weeks.

IMF management and staff recognized that, with-
out the assured availability of official bilateral fi-
nancing, the program would be underfinanced. They
accordingly approached the major shareholder gov-
ernments to explore the possibility of concerted ac-
tion to involve the private sector in some form of
rollover. The major shareholders, however, were re-
luctant to use nonmarket instruments to influence
the behavior of private sector institutions, given the

lack of clearly defined regulatory authority and the
fear that such action might precipitate an exodus of
capital from emerging markets.

Faced with these circumstances, the staff pre-
sented a financing scenario in which the availability
of bilateral financing was not essential. This was
achieved by modifying one of the key assumptions
which determined financing need. Specifically, the
fraction of short-term interbank loans from external
creditors that was assumed to be rolled over was
raised from the 20 percent assumed initially to 80
percent.35 This arbitrary adjustment ensured that the
amount of financing provided in the December 4
package would meet Korea’s ex ante needs as pro-
jected in the program documents.

Although the program financing requirement was
reduced in this way, the package publicly announced
was US$55 billion, including a second line of de-
fense in excess of $20 billion. The press notice re-
leased on December 4 announcing the Executive
Board’s approval of the program specifically stated:

[A] number of countries (Australia, Belgium, Canada,
France, Germany, Italy, Japan, the Netherlands, Sweden,
Switzerland, the United Kingdom, and the United
States) have informed the IMF that they are prepared, in
the event that unanticipated adverse external circum-
stances create the need for additional resources to sup-
plement Korea’s reserves and resources made available
by the IMF and other international institutions, to con-
sider—while Korea remains in compliance with the IMF
credit arrangement—making available supplemental fi-
nancing in support of Korea’s program with the IMF.
This second line of defense is expected to be in excess of
US$20 billion.

Market participants were highly skeptical as to
whether the second line of defense would truly be
available. Political opposition to “bailouts” of crisis
countries was running high in several of these con-
tributing countries and, since there was no clarity on
the circumstances under which the amounts would be
released, their availability was widely discounted.

The unrealistic rollover assumption implicitly
contained in the December 4 program lowered the
package’s probability of success. It meant that, with-
out a radical turnaround in confidence, the program
was likely to be underfinanced. When this turn-
around did not materialize, the credibility of the pro-
gram (and of the IMF more generally) was damaged,
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34The commitments made in Thailand, Indonesia, and else-
where had already stretched resources thin. As of May 31, 1997,
the IMF had approved financing arrangements totaling slightly
less than SDR 18 billion (or US$25 billion); six months later, be-
fore the Korea package, this figure had risen to almost SDR 28
billion (or US$38 billion).

35These percentages were provided to the evaluation team by
staff members and do not appear in the program documents. It is
thus difficult to cross-check them and to determine which of the
various possible aggregates the numbers refer to. Nevertheless, it
is undoubtedly the case that a substantial change in the assumed
rollover path took place at the last moment.
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making the task of formulating a revised response to
the crisis more difficult.

Negotiations on a second line of defense between
the Korean authorities and those of the contributing
countries eventually took place in the early months
of 1998. These negotiations did not lead anywhere,
however. Those close to the talks have advanced dif-
fering reasons as to why this was the case. There
were differences of view regarding the appropriate
pricing and technical conditions for the facility.
However, the most likely explanation for the absence
of agreement is that private sector financing condi-
tions by that time had improved substantially, so that
setting up another official financing facility did not
seem necessary.

The coordinated rollover

With the failure of the December 4 program, us-
able foreign exchange reserves dwindled rapidly and
the won fell sharply in the first weeks of December.
The staff projected that usable reserves, which had
been temporarily boosted by the IMF disbursement
in early December, would fall from US$8.5 billion on
December 14 to US$4.5 billion at year-end.36 Further
official financing was neither politically nor practi-
cally feasible. An attempted international bond offer-
ing by the state-owned KDB failed and was hastily
withdrawn. A more vigorous and sustained increase
in interest rates might have attracted some capital
back into the country, but it could also have caused so
much damage to Korea’s highly leveraged corporate
sector that its impact on market confidence could
very well have been negative. The IMF mission in the
field advised management that a restructuring of
Korea’s short-term debt would be necessary for re-
solving the liquidity problem.

It was in this context that the idea of pressing
Korea’s creditors to agree to a coordinated rollover
and a maturity extension of their short-term claims
gained renewed prominence.37 The idea had been cir-
culating among IMF officials and the large share-
holder governments, as well as in the private sector,
virtually from the start of the crisis and, as noted, had
been raised by IMF management in its consultation
with the major shareholder governments. It was also
raised by foreign bankers in Korea with the authorities
and IMF staff in early December, but did not receive
support at that time from the banks’ head offices.

The decision to urge the rollover on creditor banks
appears to have arisen from discussions among Ko-
rean, U.S., and IMF officials immediately after the
Korean presidential election on December 18. The
President-elect’s statements in support of the IMF-
supported program had boosted its credibility in the
markets. The incoming administration began to coop-
erate with the outgoing administration in vigorously
implementing the program. Officials from large
shareholder governments put aside their earlier con-
cerns about excessive intervention, because of the
gravity of the situation and the evident failure of the
approach that had formed the December 4 program.
Once the decision to pursue the rollover was made, it
was arranged relatively quickly and announced on
December 24, 1997. Central banks and finance min-
istries in the industrial countries contacted large
banks based in their jurisdictions, which in turn con-
tacted other lenders. The banks agreed to maintain
their existing credit lines while they negotiated to ex-
tend the maturities of their claims on Korean banks.
A system of daily monitoring of rollovers by individ-
ual banks, established with substantial IMF inputs,
proved crucial in ensuring compliance.

Negotiations between the Korean government and
the banks over the maturity extension began in early
January 1998.38 A tentative maturity-extension
agreement was concluded on January 28, and the
final terms were settled in February. While these ne-
gotiations were under way, a second rollover an-
nouncement was made on January 16, which com-
mitted the banks to maintain existing credit lines
through the end of March 1998.

The pricing on the extended bonds shows that the
market’s confidence in the Korean economy had al-
ready started to revive. In April 1998, some US$22
billion of eligible bank debt maturing during 1998
was exchanged for government-guaranteed loans
with from one to three years’ maturity and interest
rates between 225 and 275 basis points over LIBOR.
In early April, the Korean government issued US$4
billion in 5- and 10-year global bonds, respectively
at 345 and 355 basis points over U.S. treasuries. The
spreads on both transactions were well below that on
the JP Morgan EMBI+ index, which was never
lower than 464 basis points in April 1998. Even after
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36For comparison, Korea’s average monthly imports in 1997
were US$12 billion.

37The written record on the evolution of this idea is thin. Most
of the information in this and the following paragraphs is from in-
terviews with IMF staff and former U.S. and Korean officials, as
well as Kim and Byeon (2002). See also Blustein (2001).

38Two approaches were on the table. One involved a new bond
issue that would simultaneously finance the maturity extension
and raise new money. The second proposal, which would ulti-
mately be adopted, called for a sequential approach, with the ex-
tension of the maturity of existing bank debts under a government
guarantee to be followed by a new sovereign bond issue when
market conditions were more favorable. When asked by the Ko-
rean authorities for their opinion, IMF management declined to
favor one approach or the other, and urged the authorities not to
reject any reasonable proposal for the time being. Kim and Byeon
(2002) recount the negotiating process.
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differences in maturity are taken into account, the
more favorable borrowing terms offered to Korea
suggest that by that point the market already as-
signed Korea a lower credit risk than most other
emerging market borrowers.

Subsequent events would justify the confidence
that international creditors showed in the Korean fi-
nancial system in early 1998. All of the extended
loans would be repaid by the original borrowers; the
government guarantee was never exercised. As
Korea’s external financing conditions improved,
most of the borrowers took advantage of prepayment
options to refinance the debt at lower interest rates.
Although only 63 percent of the debt was scheduled
to mature by April 2000, 90 percent of it would end
up being repaid by that date.39

Assessment

It is of course easier to draw lessons on matters of
program financing after the fact than at the time,
when information was incomplete, market reactions
could not be anticipated, and decisions needed to be
taken rapidly. Nevertheless, three aspects of the ap-
proach to financing and the role of the private sector
in the Korean case are worthy of note.

First, to the extent that the Korean economy in late
1997 faced a shortage of liquidity rather than a long-
term debt-sustainability problem, the successful reso-
lution of the crisis depended as much on how and how
fast new financing was to be provided as on whether it
would be provided. A delayed or highly conditional
commitment of funds would do nothing to reverse the
drive by creditors to liquidate their investments while
they still could. An immediate commitment of liquid
funds, from whatever source, would convince lenders
that their chances of repayment were reasonably high
and that it would be worthwhile rolling over existing
credit lines, though perhaps at a higher risk premium
than before the crisis.

In this respect, the ambiguity over the second line
of defense was clearly counterproductive. The IMF
and the national authorities of the contributing coun-
tries may have hoped that the mere announcement of
broad international support, in conjunction with
strong IMF endorsement of the Korean authorities’
policies, would be enough to restore market confi-
dence and make any actual payout unnecessary.
Given the absence of deeper solvency concerns, the
announcement of official financing could have had
the intended catalytic effect, and one can argue that

this approach ex ante was worth the gamble. How-
ever, staff calculations suggest that the assumed in-
crease in the rollover rate was unrealistic, especially
in a very short time. Had the second line of defense
been firmly committed, with clear indications to the
markets that the funds would be automatically re-
leased if needed, the large “headline” figure might
have produced a catalytic effect. In the event, there
was too much uncertainty about their availability
and the effort to influence the subtle dynamics of
market confidence backfired. By including some
US$20 billion that was not backed by actual com-
mitments, the December 4 package only emphasized
the extent of Korea’s cash shortfall. The market be-
came skeptical, and the announcement of the IMF
package failed to provide the boost to confidence
that had been hoped for.

The second lesson to be drawn is that, in the end,
the coordinating role of the IMF in the context of the
rollover agreement proved to be at least as useful in
resolving the crisis as its ability to provide or mobi-
lize financial resources. The success of the coordi-
nated rollover and private sector debt restructuring
would ultimately render the second line of defense
irrelevant. While the authorities of the IMF’s large
shareholder governments made the key decision to
pursue the rollover plan and to exert the necessary
moral suasion on banks, the IMF played a useful role
in facilitating communication among the different
actors, in providing information, and in certifying
that the policies to be pursued by the Korean author-
ities were appropriate. No single national govern-
ment, nor any private sector institution, could have
played this role as effectively.

A third lesson is that, for the success of a large fi-
nancing package, the IMF’s coordinating role must
be complemented by strong engagement on the part
of its large shareholders. The role of the United
States in pressing for vigorous reforms has already
been noted. As part of this process, officials of the
U.S. and other large shareholders were in regular
communication with IMF staff and management
during and after the program negotiations. However,
the public face of this involvement must be managed
carefully. The presence of a U.S. Treasury official in
close proximity of the negotiations caused some in
the public to have a wrong perception of the IMF in-
volvement in Korea.

Conclusions

A definitive statement on the “success” or “fail-
ure” of the IMF-supported program in Korea would
depend on one’s criteria for success. In terms of sta-
bilizing markets and reversing capital inflows, the
program announced in early December was clearly a
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39The BOK’s facility providing advances of foreign exchange
at a penalty rate, the other vehicle by which the banks’ huge over-
seas obligations were refinanced, was also repaid in full, and in
fact made a profit of some W 6 trillion over the period from De-
cember 1997 to June 1998 (Baliño and Ubide, 1999, p. 42n).
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failure, while the late December package can be
called a success. However, one should also acknowl-
edge that the key features of the second program be-
came acceptable to the international community
only after the strategy of the first was tried and
proven to have failed. The depth of the 1998 reces-
sion may, in part, be attributed to the stringency of
the financial sector restructuring measures required
in the program—but significant restructuring would
have been necessary whether or not a crisis oc-
curred, and in any case the economy’s subsequent
strong recovery suggests that these effects were tem-
porary. The program induced the Korean authorities
to take the necessary decisive steps toward reform-
ing the economy and, in this sense, made a contribu-
tion to building the foundation for Korea’s impres-
sive recovery. However, some needed reforms were
later delayed or scaled back.

This annex has identified specific missteps in sur-
veillance before the crisis, in the formulation of the
adjustment program, and in the provision of financing
that suggest lessons for the future. These are summa-
rized below. More specific recommendations, includ-
ing a discussion of the extent to which these lessons
have already been identified and acted upon within
the IMF, are discussed in the main report.

Surveillance

Partly because of Korea’s consistently strong eco-
nomic performance, IMF surveillance did not fully
anticipate many of the elements that would contribute
to the Korean crisis. With hindsight, shortcomings can
be detected at two levels: the analysis of the implica-
tions of Korea’s capital account liberalization policies
in the 1990s, and the analysis of the vulnerabilities
facing Korea in the months immediately preceding
the crisis in 1997. Specifically, the IMF focused too
much on the degree of capital market liberalization,
and not enough on sequencing, thereby underestimat-
ing the systemic vulnerabilities introduced by a policy
that combined liberalization of short-term flows, con-
trols limiting long-term flows, and poor supervision
of some of the institutions that borrowed externally.
This was in keeping with the IMF’s standard approach
at the time, which viewed financial sector issues in
terms of their impact on microeconomic efficiency
rather than in terms of whether they might increase
the risk of an external crisis.

IMF surveillance in the months preceding the cri-
sis did identify many of the relevant vulnerabilities.
However, it paid insufficient attention to issues that
would prove central to the onset and evolution of the
crisis, and the overall assessment proved to be exces-
sively optimistic. In retrospect, five misconceptions
hindered the ability of the staff to offer a more accu-
rate assessment:

• An overestimation of the flexibility in Korea’s
exchange rate policies.

• An underestimation of the risk of a breakdown in
funding the capital account. While recognizing
that such a risk was present, particularly in the
crisis conditions then prevailing in East Asia, the
staff concluded that the authorities could handle
any pressures by making renewed efforts in the
area of financial reform, by addressing financial
sector weaknesses, and by loosening controls on
long-term external borrowing.

• Excessive optimism about the short-term impact
on growth of rehabilitating and reforming the fi-
nancial sector. The narrow range of growth esti-
mates considered, based on the remarkable stabil-
ity of Korea’s growth rates over the previous
decades, prevented the staff from exploring the
consequences of a more serious slowdown.

• Insufficient attention to relevant market indica-
tors, some of which (such as spreads on KDB
issues) showed mounting wariness among in-
vestors well before the crisis began in earnest.

• Advice in the area of financial sector reform that
was primarily oriented toward improving the
long-term health and efficiency of the system.
While this advice was generally well thought
out, in the conditions of the summer and fall of
1997 when investors had become significantly
more risk-averse, advice on securing the system
against a possible crisis and preparing for the
consequences of such a crisis might have been
more helpful.

Several of these misconceptions had their origin
in, or were exacerbated by, incomplete information
and poor data availability. As discussed in the main
report, this is an area in which substantial progress
has been made since the Asian crisis, through the
various initiatives on standards and codes.

Program design

Monetary policy

Some increase in interest rates was justified at the
time of the crisis, given the need to prevent a collapse
of the exchange rate and to maintain positive real rates
in the face of high inflation expected to result from the
depreciation of the won. The authorities also needed
to demonstrate their determination to respond force-
fully to the crisis. But, given the nature of the crisis,
too much reliance was placed on high interest rates to
stabilize the won. The key immediate issue in resolv-
ing the crisis was Korea’s lack of liquidity, and there
were too few channels through which high interest
rates could remedy this shortfall. The lack of owner-
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ship of monetary policy on the part of the authorities
no doubt further weakened its credibility and hence its
signaling effect. Hindsight suggests that rates were
maintained at a high level in early 1998 somewhat
longer than necessary, although an excess of caution
was understandable under the circumstances. How-
ever, the stance of monetary policy was not the major
cause of the steep output decline.

Fiscal policy

Given the low stock of public debt, the IMF
could have urged Korea to use fiscal policy to
counteract the likely contractionary effects of fi-
nancial sector restructuring from the beginning of
the crisis, rather than waiting until the early months
of 1998 to start giving this advice. In any event, the
Korean authorities, reflecting their tradition of fis-
cal conservatism, were not very receptive to this
advice and cut government expenditures. Fiscal
policy nevertheless ended up being countercyclical
because tax receipts fell even further and because
of off-budget activities.

Structural reforms

The financial and nonfinancial structural reforms
were extensive, and had a positive effect in improv-
ing the efficiency and stability of the Korean econ-
omy. In retrospect, however, while the IMF was jus-
tified in using its leverage to insist on such change as
a condition for financial support, too much attention
was paid to producing visible results quickly. More
emphasis should have been placed on the overall
strategy, not on specific short-term measures, with
the authorities being given greater freedom in setting
their own agenda. In the case of the financial sector,
a home-grown agenda was already available in the
form of the reports of the Presidential Commission,
and efforts in this area benefited from the sense of
country ownership. In the case of nonfinancial re-
forms, the extent of ownership was less clear. The
immediate need for action in areas such as corporate
governance, while potentially important in the long
term, was not as apparent as the need to reform
bankruptcy laws or address solvency issues in the fi-
nancial sector.

As confidence rapidly returned to Korea, some
aspects of financial sector reform were delayed,
while many nonfinancial structural measures were in
the end never fully implemented. Particularly given
the negative backlash some of these measures cre-
ated on the public perception of their origin, the IMF
might have been better advised to confine its advice
and conditionality to a narrower range of issues, and
then let the Korean authorities define their own
agenda to implement this more focused set of policy

measures. This is particularly true of trade and other
external liberalization measures, which were already
mandated by Korea’s agreements with the OECD
and the WTO.

Financing and the debt rollover

The strategy adopted in the first program was
predicated on the hope that tough monetary and fi-
nancial sector policy measures would be sufficient to
bring about a spontaneous rebound in confidence. In
support of this strategy, the announced package kept
a large “headline figure” that included a component
whose availability was uncertain and was discounted
by the markets. The attempt to present the financing
package in as favorable light as possible proved dam-
aging on two levels: in the short term, to the market’s
confidence in Korea’s ability to overcome the crisis
and, in the longer term, to the credibility of IMF-led
financing arrangements generally. If the IMF and the
authorities of the major shareholder governments had
acknowledged the limited availability of these funds
from the beginning, there might have been an earlier
effort to seek alternative solutions, including a coor-
dinated rollover of short-term debt.

Admittedly, it is difficult to be certain whether the
private sector rollover and maturity extension of
short-term bank debt could have been arranged ear-
lier than they were. Some creditors wanted to elimi-
nate their exposure to Korea under any circum-
stances. Others might have been more receptive to a
coordinated rollover, but would not have wanted to
make any further commitments in advance of the
elections on December 18, 1997. Yet, according to
individuals in the private sector interviewed by the
evaluation team, from the very beginning of the cri-
sis, some—if not many—creditors expressed an in-
terest in finding a collective solution of some kind.

If the interest of some private creditors in con-
cerned action had been recognized from the start of
the IMF’s involvement, there might have been a
greater effort to establish contacts, think through the
broad outline of such an agreement, and follow up
on private sector initiatives, such as those of the
Seoul Foreign Bankers’ Association. IMF manage-
ment appears to have understood that some con-
certed action might be necessary from the outset and
communicated this message to the major sharehold-
ers, but the authorities of the IMF’s large share-
holder governments were initially reluctant, fearing
that such action might set undesirable precedents
and adversely affect the flows to other emerging
economies. Given the domestic political uncertain-
ties prevailing before the elections, and the con-
straints faced by the major shareholders, it may well
be that the first strategy needed to be proven to have
failed before concerted action could be attempted.
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Appendix 2.1

Korea: Timeline of Major Events1

Date

1/23/97 Hanbo Steel goes bankrupt with US$6 billion of debt.

6/3/97 The Presidential Commission on Financial Reform submits its second report to the President, recommending
liberalization of the financial markets, independence of the central bank, strengthening of the supervisory system, and
improvement of information efficiency.

6/24/97 Moody’s states that the outlook for Korea’s credit rating has deteriorated, reflecting the country’s weakening financial
health.2

The Korea Development Bank provides additional loans to prevent bankruptcy of the Kia group.

7/24/97 Seoul Bank applies for special loans from the Bank of Korea, saying that it can no longer borrow funds abroad.

8/13/97 Korea First Bank is reported to be facing a liquidity crisis as a result of the reduction of its credit rating to junk
status.

8/24/97 The Korean government decides to provide special loans of W 1 trillion to Korea First Bank.

8/29/97 The government issues a public statement that it will ensure the payment of foreign debt liabilities by Korean financial
institutions.

10/6/97 Start of an IMF mission (lasting until October 15) for the 1997 Article IV consultations with Korea.

10/8/97 The Bank of Korea decides to provide special loans to merchant banks in order to secure credibility and liquidity in
the financial market.

10/24/97 Standard & Poor’s downgrades Korea’s foreign currency long-term sovereign rating to A+ from AA–.2

10/29/97 The monetary authorities decide to accelerate capital account liberalization measures, including bringing forward the
opening of the domestic bond market to foreign investors and easing restrictions on firms’ raising capital abroad.

11/1/97 Moody’s downgrades the credit ratings of four major Korean banks.2

11/2/97 The MOFE announces that it will supply up to US$2 billion in foreign exchange every day from the next day
(November 3) for a week in order to stabilize the exchange rate.

11/7/97 A Korean newspaper reports that government financial experts are cautiously discussing the need for IMF-led rescue
loans, because of a shortage of foreign exchange reserves. The Bank of Korea and the MOFE deny this.

The IMF Managing Director says that the IMF is ready to help Korea, if Korea requests support.2

11/13/97 The Director of the Institute for International Economics tells the U.S. House Banking Committee that Korea would
need at least US$50 billion to cope with the current financial crisis.2

11/18/97 A financial reform bill, setting up an independent, consolidated supervisory agency, fails to pass the National Assembly.

The MOFE denies requesting rescue loans from the IMF.

11/19/97 The Finance Minister resigns and a new minister takes office.

The new Minister of Finance and Economy announces measures to stabilize the financial market, including:
(1) cleaning up nonperforming loans of the financial institutions by injection of public funds; (2) promoting
restructuring of the financial sector through mergers and acquisitions; (3) authorizing the Bank of Korea to buy foreign
exchange from branches of foreign banks; (4) expanding the daily exchange rate band from +/– 2.25 percent to 
+/– 10 percent; and (5) liberalizing the long-term bond market.

The new Minister of Finance and Economy says the government will seek financial support from the U.S. and Japanese
governments.

11/21/97 The Minister of Finance and Economy announces that the Korean government will ask the IMF for financial assistance.
He suggests that the total amount of support could range from US$50 billion to US$60 billion, including loans from
G-7 countries.

11/22/97 Standard & Poor’s downgrades Korea’s foreign currency long-term sovereign rating to A– from A+.2

11/26/97 A staff team from the IMF arrives in Seoul to negotiate a program to be supported by a Stand-By Arrangement.

12/2/97 The penalty rate for new injections of foreign exchange by the Bank of Korea to Korean commercial banks is raised to
400 basis points above LIBOR.

Nine technically insolvent merchant banks are suspended.

12/3/97 Negotiations on the IMF-supported program conclude. The authorities formally request a three-year Stand-By
Arrangement from the IMF in an amount equivalent to SDR 15.5 billion (US$21 billion), as part of a multilateral and
bilateral financing package totaling US$55 billion.

12/4/97 The IMF Executive Board approves the Stand-By Arrangement.2

12/5/97 The government announces W 4 trillion expenditure cuts in a revised 1998 budget.

12/8/97 Korean press reports state that, according to a leaked IMF report, Korea’s foreign reserves declined to only 
US$5 billion in the previous week.
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Korea:Timeline of Major Events (concluded)

Date

12/9/97 The Korean government offers to make special loans of W 1.18 trillion to Korea First Bank and Seoul Bank in
exchange for layoffs of at least 1,500 personnel and a 10–30 percent expenditure reduction, and announces plans to
nationalize the two banks.

The government suspends the operation of 5 additional insolvent merchant banks, bringing the total suspended to 14.

The Korea Development Bank postpones bond issues intended to raise US$2 billion. Foreign financial institutions are
reportedly refusing to renew credit lines to the country.

12/11/97 A leading presidential candidate says he might renegotiate a deal with the IMF, reversing an earlier pledge to honor it.

12/15/97 The government announces that it will seek a foreign buyer for either Korea First Bank or Seoul Bank.

12/16/97 The government removes a 10 percent daily limit on the currency’s daily movements, allowing the won to float freely
against the dollar.

An increase in the interest rate ceiling from 25 percent to 40 percent is approved by the cabinet.

12/18/97 Kim Dae-jung wins the presidential election.

The IMF Executive Board completes the first review of the Korean program and activates financing of US$3.5 billion
(SDR 2.6 billion) through the newly created Supplemental Reserve Facility.2

The government hires two U.S. investment banks as advisers in the restructuring of government-guaranteed overseas
borrowing by domestic banks.

12/19/97 President-elect Kim Dae-jung pledges support for the IMF-supported program, and says that he wants to minimize
conditions that could lead to greater unemployment.

12/23/97 A high-level team led by the MOFE is established to enter into negotiations with foreign commercial bank creditors to
facilitate extensions of short-term debt.

12/24/97 The Korean government and the IMF agree to a revision of the Stand-By Arrangement, under which Korea will
undertake additional or accelerated market-opening measures in exchange for faster disbursement of IMF resources.
Roughly US$10 billion in funding from the IMF, the World Bank, and the Asian Development bank is to be made
available by early January.

Several major U.S. banks are reported to be willing to roll over their loans to Korean banks.

12/26/97 Korea First Bank and Seoul Bank are reportedly placed under intensive supervision by the Bank Supervision Office.

12/29/97 Banks from the United States, the United Kingdom, Japan, Germany, and the Netherlands pledge to roll over short-
term loans to Korean banks.2

The National Assembly approves a package of important financial reform bills demanded by the IMF. As a result 
(1) the central bank will gain independence from the Ministry of Finance and Economy and (2) a new unified financial
supervisory agency to oversee the bank, securities, and insurance sectors will be placed under the Prime Minister.

12/30/97 Banks in France, Switzerland, Italy, and Canada agree to roll over short-term loans to Korean banks.2

The bond markets are fully opened to foreign investors. Investors will be allowed to take majority stakes in listed
Korean companies and conduct “friendly mergers and acquisitions.”

The IMF Executive Board formally approves Korea’s request for modification of the schedule of purchases under the
Stand-By Arrangement.2

1/8/98 International banks tentatively agree to extend payment on as much as US$25 billion in short-term loans until March 31.2

1/15/98 A tripartite committee consisting of labor unions, business leaders, and the government is established to deal with
labor reform and social safety net issues.

1/20/98 Labor leaders reportedly agree that some layoffs will be needed to rescue the economy.

1/28/98 International banks and the government reach an agreement on the rescheduling of Korea’s short-term debt. Under
the plan, Korean banks will offer to exchange their short-term debt for new loans with maturities of one, two, or
three years.2

1/31/98 The government recapitalizes Korea First Bank and Seoul Bank, taking effective control of them.

2/17/98 The IMF Executive Board approves a review under the Stand-By Arrangement.2

2/18/98 Standard & Poor’s upgrades Korea’s foreign currency long-term sovereign rating to BB+ from B+.2

3/16/98 The plan to roll over financial institutions’ external debt into new loans with one–three year maturities is concluded
successfully.2

4/8/98 The government successfully launches its first international bond issue since the financial crisis, consisting of US$1
billion of 5-year notes and US$3 billion of 10-year bonds.2

Sources: Bloomberg, Korean government official homepage, Moody’s, Standard & Poor’s, IMF, and local Korean newspapers.
1Local time unless noted.
2Eastern standard time in the United States.
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