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CHAPTER

Program Design and
Implementation

G iven the nature of capital account crises, the
primary objective of crisis-management pro-
grams in such cases should be to restore confidence
as quickly as possible in order to restore normalcy to
the capital account. This was indeed the approach
adopted in all three cases. In each case, the crisis-
management strategy relied upon a mix of fiscal and
monetary policies combined with a range of struc-
tural reform measures, supported by a large financ-
ing package. In this chapter, we present a summary
assessment of the critical elements of program de-
sign and implementation in the three country cases.

Macroeconomic Framework and
Projections

Adjustment programs are designed to achieve
particular macroeconomic outcomes, and several
policy measures are calibrated around these out-
comes. However, the key determinants of macroeco-
nomic outcomes are not always well understood and
are in any case subject to large uncertainty. This can
lead to macroeconomic outcomes that are very dif-
ferent from program projections. This was evident in
both Indonesia and Korea, where the initial projec-
tions were overly optimistic, leading to the design of
macroeconomic policies that turned out to be tighter
than necessary (Table 4.1).! In contrast, the initial
projections for Brazil in 1999 were too pessimistic,
which contributed to fiscal adjustments that turned
out to be insufficient, in light of that country’s ad-
verse public debt dynamics.

In Indonesia, the November 1997 program pro-
jected GDP growth in 1998/99 at 3 percent. This was
then revised downward to zero percent in January
1998 and to —5 percent in April, while the actual out-
come was even worse at —13 percent. The original

!Overoptimism appears to be a feature of most large IMF-sup-
ported programs. Musso and Phillips (2001) find a significant op-
timistic bias in real GDP projections for the first year of adjust-
ment programs for which access is large or where the economy is
large. This bias, however, is not present in their sample of IMF-
supported programs as a whole.

optimism was due to the assumption that the crisis
was a moderate case of contagion in which the ex-
change rate had overshot. It was thought that, with a
combination of tight macroeconomic policies and
structural reform, the exchange rate would appreci-
ate quickly. This did not happen, and the resulting
currency collapse had severe negative effects on the
balance sheets of corporations and banks. Such neg-
ative balance sheet feedback was further exacerbated
by the political developments affecting the minority
Chinese community, which had a dominant role in
business. Fixed investment in Indonesia, which was
expected to decline by only 0.4 percent in 1998/99 in
the November program projection, actually declined
by a massive 33 percent, explaining much of the
turnaround in GDP performance.

In Korea, the IMF was of the view that the macro-
economic outcome would be worse than projected,
but the government was reluctant to accept a lower
figure for GDP growth. Growth in 1998 was therefore
projected at 2.5 percent in the initial program,
whereas it actually declined by 6.7 percent. Invest-
ment, which was projected to decline by 14.2 percent,
actually fell by 21.2 percent, again indicating that the
negative balance sheet impact was underestimated.

In the case of Brazil, the IMF staff correctly iden-
tified a number of the elements that proved critical in
the country’s relatively strong growth performance
after the exit from the exchange rate peg, such as a
relatively strong financial sector, and a corporate
sector with limited leverage and little foreign ex-
change exposure. In part reacting to the overopti-
mistic projections in East Asia, the projections for
output were deliberately cautious, although in line
with outside forecasts and considered by some to be
on the optimistic side. It was felt that this would help
persuade the markets that the targeted path of the
primary surplus was consistent with sustainable debt
dynamics even under relatively adverse develop-
ments in output.

Part of the problem arises because macroeco-
nomic projections in an IMF-supported program are
necessarily the outcome of a negotiation. In the case
of Korea, the authorities were reluctant to accept a
growth projection lower than 2.5 percent for 1998; in
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Table 4.1. Real GDP and Investment Projections and Outturn in Crisis

Countries
Orriginal Revised
Projections Projections! Outturn

Indonesia (1998/99)

GDP 3.0 -4.7 —-13.6

Fixed investment —04 —26.8 -33.0
Korea (1998)

GDP 25 —6.7

Fixed investment —14.2 -21.2
Brazil (1999)

GDP -1.0 -3.8 0.8

Fixed investment -9.5 -18.2 =32

Sources: Various IMF staff reports.
'March 1999 for Brazil, April 1998 for Indonesia.

Brazil, the authorities deliberately wanted to be cau-
tious. More important, forecasts were not derived
from an analytical framework in which the key deter-
minants of output and their likely behavior during the
crisis could be dealt with adequately. In particular,
there was insufficient appreciation of (1) the large
currency depreciation which might occur in view of
the possibility of multiple equilibria and (2) the se-
vere balance sheet effects that might result, which
would affect macroeconomic outcomes adversely. In
retrospect, these can be called analytical weaknesses
in light of the new type of crises. Balance sheet
analysis was not yet in the tool kit of most macro-
economists in the economics profession, let alone in
the IMF, at the time.2

Assessment

In both Indonesia and, to a lesser extent, Korea,
much attention has focused on whether the initial
stance of fiscal policy was appropriate in view of the
output collapse that subsequently occurred. Fiscal
tightening was said to have been unnecessary and
have damaged market confidence when output was
beginning to fall, and we turn to this issue in the next
section. However, this was the direct consequence of

2Balance sheet analysis began to figure more prominently in the
thinking of the economics profession after the East Asian crises,
with the emergence of the so-called third-generation model of
currency crisis (Allen and others, 2002). However, the idea that
devaluation could have contractionary output effect when there is
net external debt denominated in foreign currency was well-
known in the academic literature for at least 35 years, most fre-
quently associated with the works of Carlos Diaz-Alejandro
(1963, 1965). Similar balance sheet issues, such as unhedged for-
eign currency exposure and their effects on private aggregate de-
mand, were raised following the Mexican crisis of 1994-95.

the overoptimistic projection of output for the rea-
sons indicated above. Thus, the key questions in this
respect are: (1) were the initial macroeconomic pro-
jections a good guide for judgments on the fiscal
policy stance? (the answer is no in the case of In-
donesia and Korea); and (2) was program design suf-
ficiently flexible to respond reasonably quickly to a
different macroeconomic situation? (in our view, the
answer, as discussed further in the next section, is a
qualified yes. However, the flexibility was not suffi-
ciently transparent and gave mixed signals, espe-
cially in Indonesia). These problems did not arise in
Brazil because the projections were deliberately pes-
simistic and the outcomes were actually better,
which was probably less damaging to market confi-
dence. However, routinely making pessimistic pro-
jections cannot be the answer, not least because the
markets would then quickly learn to discount the
pessimistic bias in IMF projections.

Growth projections that are overoptimistic not
only call into question the credibility of the IMF, but
they can also lead to macroeconomic policies that
are either too tight or too loose. It is inherently diffi-
cult to forecast macroeconomic outcomes reliably,
most of all in crisis situations. However, these prob-
lems could be reduced if there was a more explicit
focus on the key factors that will have significant im-
pact on aggregate demand, particularly private in-
vestment. It is well known that forecasting private
investment over a business cycle is extremely diffi-
cult even under normal conditions. This difficulty is
compounded by greater uncertainty during a capital
account crisis, making accurate projections difficult
even with best practice. It is thus important that
quantitative targets and benchmarks in an IMF-sup-
ported program should incorporate that uncertainty.
In particular, a more explicit discussion was needed
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in the program documents of the major risks to the
macroeconomic framework, with a clear indication
of how policies would respond if the risks material-
ized. This could have helped facilitate subsequent
program reviews (which did show flexibility) and
would also have sent a more transparent signal on
the expected stance of policies.

Fiscal Policy

Some critics have accused the IMF of mechani-
cally applying to East Asia the tight fiscal policies
that it had traditionally recommended in Latin Amer-
ica. The three countries studied suggest that the ap-
proach adopted was more nuanced. In both Indonesia
and Korea, the staff recognized that the underlying
fiscal position was sound, and the fiscal tightening
envisaged was therefore mild. The November 1997
program in Indonesia targeted an increase in the fis-
cal surplus from 0.5 percent in the budget for
1997/98 to 0.75 percent, with a further tightening to
yield a surplus of 1.3 percent in 1998/99. The initial
program therefore involved a turnaround of 0.8 per-
cent of GDP over an 18-month period. For Korea, the
program incorporated only a small fiscal surplus of
0.2 percent of GDP for 1998, compared with a deficit
of 0.2 percent of GDP projected for 1997, that is, a
fiscal turnaround of only 0.4 percent of GDP. In
sharp contrast, the Brazilian program involved a turn-
around of over 4 percentage points of GDP for 1999,
relative to the fiscal position expected to prevail in
the absence of adjustment measures.

The IMF staff justified the mild tightening of fis-
cal policy in Indonesia and Korea on the grounds
that countervailing measures were needed to lessen
the burden of the private sector in external adjust-
ment and to cover the carrying cost of the public-
debt burden arising from recapitalizing the financial
sector. Moreover, fiscal tightening has traditionally
served as a signaling device, indicating the govern-
ment’s resolve to take corrective action. The signal-
ing role was particularly pertinent in Indonesia,
where the tightening largely reflected the elimina-
tion or postponement of prestige projects linked to
the family of the President. The need for a fiscal cor-
rection to cover the cost of bank restructuring cannot
be disputed, because the potential quasi-fiscal costs
of the banking crisis were very high. Nevertheless,
with the benefit of hindsight, it can be argued that,
certainly in Korea, this adjustment could have been
deferred by accepting a slightly higher public debt
profile in the medium term, which would not have
been a problem given the relatively low initial debt
position. There was less justification for deferring
the adjustment in Indonesia, where the cost of bank
restructuring was higher.

The real problem with the fiscal targets in Indone-
sia and Korea was the growth assumptions built into
the program, which proved unrealistic because of the
contractionary forces generated by the sharp ex-
change rate depreciation and the resulting balance
sheet effects. In Indonesia, these were compounded
by a developing political crisis. Failure to take these
influences sufficiently into account led to unneces-
sary fiscal tightening. Better anticipation on this
count would have called for a more countercyclical
stance in fiscal policy.

The fiscal targets in both countries were quickly
adjusted as the contractionary effects became
evident.

e In the case of Indonesia, the January 1988 LOI
relaxed the fiscal policy target from the surplus
of 1.3 percent of GDP initially envisaged to a
deficit of 1 percent for 1998/99, and this was
further relaxed in April (at the start of the fiscal
year) to a deficit of 4.7 percent, on the assump-
tion that GDP would decline by 5 percent. The
actual deficit achieved in 1998/99 was only 2.1
percent of GDP, indicating that the fiscal target
was not a binding constraint. The lack of auto-
matic stabilizers, such as social safety nets, and
the weak capacity of the government to achieve
the increases in expenditure that were targeted
in a number of social sectors made it difficult to
use fiscal policy countercyclically even within
the limit permitted by the revised program.

In Korea, as early as late December 1997, within
a month of the approval of the program, the staff
recommended that the authorities should not ad-
here to the fiscal targets but let automatic stabi-
lizers work. However, the Korean authorities
were reluctant to deviate from their balanced
budget philosophy despite urging from the IMF
staff, who favored a more expansionary fiscal
policy once the extent of the economic downturn
became apparent. In the event, government con-
sumption expenditures fell by 0.4 percent in real
terms in 1998, but Korea ended up running a
budget deficit of 4.3 percent of GDP in 1998, be-
cause tax revenues fell even further.

Fiscal policy was much more restrictive in Brazil,
where the fiscal adjustment of over 4 percent was
programmed for 1999 relative to the outcome pro-
jected to prevail in the absence of adjustment mea-
sures.3 This was appropriate, as fiscal sustainability
was a factor driving the evolution of the crisis. The

3According to the November 1998 program document, the fis-
cal balance for 1999 was expected to deteriorate on account of
several factors, including the “disappearance of once-off tax rev-

enues,” “retroactive wage increases,” and “the effects on the so-
cial security finances of the acceleration of early retirements.”



main objective of the 1998 program was to stabilize
the ratio of net public debt to GDP, in order to ensure
medium-term debt sustainability. To achieve this, a
performance criterion was set for the public sector
borrowing requirement (PSBR), with an indicative
target for the primary surplus that involved an in-
crease of 2.5 percentage points over the previous
year. The depreciation of the real following the col-
lapse of the program in early 1999 raised the debt-
to-GDP ratio from 43 percent at the end of 1998 to
52 percent in February 1999 because of the revalua-
tion of external debt and high levels of foreign ex-
change—indexed domestic debit.

The revised March 1999 program set a perfor-
mance criterion on the primary surplus, with an in-
dicative target for the net debt of the public sector,
and an informal target for the proportion of domestic
debt indexed to the U.S. dollar that would be rolled
over. Moreover, it raised the primary surplus to 3.1
percent of GDP in 1999, 3.25 percent in 2000, and
3.35 percent in 2001. While all the primary balance
targets were achieved, the targeted debt-to-GDP ra-
tios were not achieved, in large part owing to the
greater-than-expected depreciation of the currency,
which raised the local currency value of external and
foreign currency—linked domestic debt.

Assessment

The three country experiences studied for the re-
port suggest that the fiscal policies recommended by
the IMF did differ depending on the initial position,
but the real reason for the inappropriateness of the
fiscal policy in Indonesia and Korea was the failure
to take account of the key factors that would affect
aggregate demand during a crisis, notably the impact
of balance sheet effects and confidence factors on
private investment. The fiscal stance in Korea, given
the low initial stock of public debt, can be said in ret-
rospect to be too contractionary. The government
could have drawn on its spare borrowing capacity to
offer its obligations in exchange for those of the
troubled financial sector—as eventually happened.
In contrast, the similarly low outstanding stock of
debt in Indonesia probably did not present a strong
case for an ambitious countercyclical fiscal policy
because the banking sector was much weaker than in
Korea, with serious solvency rather than mainly lig-
uidity problems, and posed large contingent liabili-
ties for the government. The absence of a bond mar-
ket also limited the ability of the government to
finance expenditures without resorting to inflation-
ary means. There was little scope for a substantially
expansionary fiscal policy.

The Indonesian and Korean programs have been
criticized for pursuing tight fiscal policy in Indone-
sia and Korea, on the grounds that this was unneces-
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sary and may have been partly responsible for the se-
vere output contraction that followed (Furman and
Stiglitz, 1998; Sachs, 1998). Our evaluation suggests
that, while the initial fiscal tightening may have been
misguided, the severe output contraction experi-
enced by these countries was not due to the fiscal
stance but to the operation of other contractionary
forces, linked to the impact of balance sheet effects
and confidence factors on private aggregate demand,
which were clearly underestimated.

The fiscal correction in the Brazilian program was
much stronger, but this was appropriate under the cir-
cumstances, since fiscal weakness and debt sustain-
ability were critical issues driving the evolution of
the crisis. A balance sheet perspective, however, sug-
gests a weakness in another area of the program. In
Brazil, from late 1997, the government was effec-
tively providing the private sector with a hedge for
exchange rate risk by issuing foreign currency—
linked debt, intervening in the foreign exchange fu-
tures market and, latterly, by selling foreign exchange
reserves. While the exchange rate policy maintained
in the 1998 program thus helped mitigate any adverse
balance sheet impact of exchange rate depreciation, it
was a form of expansionary fiscal policy in the face
of an impending currency crisis. Unlike the case of
Korea, however, this policy had serious consequences
for Brazil’s medium-term debt sustainability.

Monetary Policy

Some of the strongest criticisms of the role of the
IMF in the capital account crises of the 1990s have
been in the field of monetary policy. The IMF has
been criticized for requiring countries to pursue an ex-
cessively tight monetary policy, thereby damaging the
balance sheets of banks and corporations, disrupting
the flow of credit to small and medium-sized enter-
prises, and constraining aggregate demand unduly at a
time of recession (Furman and Stiglitz, 1998; Sachs,
1998). The IMF and its defenders have responded that
a tight monetary policy was necessary in the crisis
countries in order to support the exchange rate (at
least in part through a signaling effect), combat infla-
tionary pressure from depreciation, and limit the ex-
ternal financing gap through a combination of reduced
capital outflows and a lower current account deficit
(Lane and others, 1999; Corsetti and others, 1999).

Internal documents reveal that, in all three cases,
monetary policy targets were set on the basis of an
explicit consideration of the trade-off between
higher interest rates and a weaker exchange rate. The
cases differed, however, in the emphasis placed on
monetary policy in program strategy and the per-
ceived impact of high interest rates on the private fi-
nancial and nonfinancial sectors (see Table 4.2 for
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Table 4.2. Real Interest Rates in Selected Countries!

Country

Average

Month of

High Highest

January 1990-June 2002 (except where indicated)

United States 1.9 37 Nov. 97
United Kingdom 38 8 Aug. 92
Japan I.1 3.6 Aug. 91
Italy 4.6 13.6 Sep. 92
Germany 2.8 77 Aug. 90
France 4.2 9.8 Jan. 93

Canada 3.7 9.3 Apr. 90
Sweden? 4.6 15.2 Sep. 92
Indonesia 4.9 49.1 Aug. 97
Korea 6.2 18.1 Jan. 98

Brazil? 18 40.6 May. 95
Philippines 5.5 17 Oct. 97
Malaysia 2.6 8.6 Jul. 97

Thailand 39 15 Sep. 97
Mexico 5.5 29.6 Mar. 95

In the first six months after the adoption of an IMF-supported program#

Mexico 1/95-6/95 1.5 29.6 Mar. 95
Philippines 7197-12/97 9.4 17 Oct. 97
Thailand 8/97-1/98 83 15 Sep. 97
Indonesia 11/97-4/98 -84 0.5 Jan. 98

Korea 12/97-5/98 14.8 18.1 Jan. 98

Brazil 11/98-4/99 337 375 Mar. 99

Source: IMF database.

lInterest rates are 3-month treasury bill rates for G-7 (except for Japan) and Sweden; 60-day government securities rate for
Japan; 3-month interbank rates for the Philippines, Malaysia, Korea, and Thailand; overnight interbank rate for Indonesia; overnight
Selic rate for Brazil; and Cetes 90-day rate for Mexico. Real interest rates are calculated as the difference between the average
daily nominal interest rate during a given month and the rolling 12-month CPl inflation rate centered on that month.

2Until December 2001.
3From January 1995.

4For each country, the starting month of the program is the month in which the letter of intent was signed by the authori-
ties. For the Philippines, this represented the extension and augmentation of an existing arrangement.

the comparative level of real interest rates in these
countries).

In Indonesia, the November 1997 program did not
call for a substantial monetary tightening, mainly be-
cause monetary policy had already been tightened
prior to the program. Internal documents and staff in-
terviews make clear that there were considerable dif-
ferences of view on this issue within the IMF, with
some arguing for a further tightening of monetary pol-
icy, and some arguing that the initial tightening was
sufficient to send the necessary signal, taking into ac-
count the potential impact on leveraged balance
sheets. In the event, and given the political constraints
faced by the authorities, the strategy adopted in the
program was to maintain the relatively tight monetary
stance, with the understanding that it would be tight-
ened further if necessary. No explicit target was speci-
fied for interest rates. To allow the authorities to inter-
vene in the foreign exchange market without affecting
the overall liquidity position, the November program
had the unusual feature of including a base money tar-

get as a performance criterion, instead of a more con-
ventional NDA ceiling combined with a floor for net
international reserves (NIR).

In practice, the monetary policy envisaged in the
program was never implemented. A significant loos-
ening of monetary policy took place almost immedi-
ately, with extensive unsterilized liquidity assistance
to troubled banks, leading to increasingly negative
real interest rates. The IMF staff objected strenuously
to this loosening of monetary policy, with little effect.
While this calls into question the quality of the IMF’s
dialogue with the government, it cannot be said that
the overall stance of monetary policy was tight
through the early months of the program.* Monetary

4Higher nominal interest rates, however, affected different sec-
tors of the economy differently, because sharp changes were tak-
ing place in relative prices, even though real interest rates mea-
sured using average inflation were negative. These issues of
monetary policy in Indonesia are explored in greater detail in the
Indonesia country annex.



control and exchange rate stability were only reestab-
lished after March 1998 when a sharp interest rate in-
crease was specified under the new program, base
money targets were replaced by NDA targets as per-
formance criteria, and the new cabinet acted deci-
sively to end the central bank’s liberal liquidity sup-
port to the financial sector. At that stage the rupiah
had depreciated to Rp 10,000 per U.S. dollar, ar-
guably a sufficiently overshot level at which the
restoration of monetary control was likely to yield the
results that it did in terms of exchange rate stability.
Although the economy undoubtedly suffered enor-
mous damage in November and December 1997, the
blame cannot be put on the tight monetary policy ad-
vocated by the IMF since this was not implemented.

The Korean experience with monetary policy is
very different. In this case, a substantial increase in
the central bank’s main policy rate was a key compo-
nent of the IMF-supported program approved in
early December 1997. Despite initial resistance by
the authorities, significant increases in interest rates
were implemented, though with a delay at one point
because of the need to repeal an interest ceiling set
by an anti-usury law. A penalty rate was also set on
central bank advances of foreign exchange to the
banking sector. While the monetary targets included
an NDA ceiling, it was the specification of interest
rate increases that had the central role to play in the
Korean program. An inflation target was also in-
cluded, but it was not part of formal conditionality.

The application of higher interest rates did not
initially produce the desired results in terms of halt-
ing the capital outflow and easing pressure on the
exchange rate. Foreign banks continued to reduce
credit lines to Korean institutions and the exchange
rate remained weak and volatile. The authorities ex-
pressed concerns at this time about the impact of
high interest rates on heavily indebted corporations
and, through them, on the banking sector, but the
IMF staff assigned a higher priority to the immediate
need to stabilize the exchange rate. In the months
after the revised program was adopted in late De-
cember 1997, the policy rate was slowly but steadily
lowered, as currency market conditions stabilized
and inflation proved quiescent.

In retrospect, it would appear that, while high
rates were necessary in December 1997 to prevent a
complete collapse of the exchange rate, they were
certainly not sufficient to resolve the crisis, as stabil-
ity did not begin to be restored until after the rollover
agreement was reached. Hindsight also suggests that,
in the early months of 1998, interest rates were main-
tained too long at high levels, at a time when corpo-
rate sector balance sheets were fragile and a looser
policy might have supported a faster recovery in do-
mestic demand. However, the period of time when
real interest rates may have been higher than they
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needed to be was at most a few months, and it is diffi-
cult to believe that this delay contributed significantly
to the recession. Besides, the speed with which mar-
kets stabilized in early 1998 came as a surprise, and
some caution was therefore understandable, given the
unsettled market situation in East Asia and the need
to ensure that price and exchange rate stability would
not be put at risk from lower interest rates.

In Brazil, the December 1998 program prescribed
a tight monetary policy to support the crawling peg
regime, but the prescribed policy was not followed
initially. Instead, interest rates were reduced toward
the end of 1998—excessively and prematurely in the
view of the staff—and the programmed target for
central bank credit was substantially exceeded. This
is not to say that pursuit of the prescribed policy
would have succeeded in maintaining a peg that was
widely seen to be overvalued.

Interest rates were increased again after the ex-
change rate peg was abandoned in early 1999—ten-
tatively at first but later more decisively—in an ef-
fort to stabilize the exchange rate and prevent the
exchange rate depreciation from sparking reindexa-
tion and a takeoff in inflation. As in Korea, rates
were eventually brought down again (though at a
somewhat quicker pace) as it became evident that
the exchange rate had stabilized and the pass-
through to inflation was modest. In contrast to
Korea, the impact of high interest rates on invest-
ment through their effect on corporate balance sheets
turned out to be limited, because of the low degree
of leverage in the corporate sector. However, the
public sector, which had issued increasing amounts
of floating rate debt, was exposed to an excessive de-
gree of interest rate risk.

The contrasting cases of Korea and Brazil point to
the importance of having a clear framework to guide
monetary policy in the poststabilization period. In
Korea, the high interest rate policy was subject to
public criticism in early 1998 because the criteria for
maintaining it—exchange rate and price stability—
were not clearly defined. In Brazil, by contrast, the
guiding principles of monetary policy were clearly
communicated by the Central Bank. Once the formal
inflation targeting framework was put in place, it
provided a measurable benchmark that could be
used both to guide monetary policy and to explain it
to the market and to public opinion. These experi-
ences illustrate the value of straightforward, publicly
stated frameworks guiding the return to a less re-
strictive monetary stance in helping to clarify expec-
tations and improve public acceptance.

Assessment

Most economic policymakers at the time of the
199799 crises accepted the existence of a positive

35



36

CHAPTER 4 - PROGRAM DESIGN AND IMPLEMENTATION

link between interest rates and exchange rates. This
approach conformed to the practice in other coun-
tries that faced currency crises in the 1990s, notably
those affected by the European exchange rate
mechanism (ERM) crisis of 1992. During the Asian
crisis, economies with IMF-supported programs,
such as Indonesia, Korea, the Philippines, and Thai-
land, and those without IMF-supported programs,
such as Malaysia and Taiwan Province of China,
used high interest rates to try to reduce downward
pressure on their currencies. Interest rates in Hong
Kong SAR rose sharply on several occasions in
1997 and 1998, owing to both deliberate policy ac-
tions and the automatic provisions of its currency
board arrangement.>

Since the Asian crisis, a large theoretical and em-
pirical literature has reexamined the question as to
when, and under what conditions, high interest rates
can be effective in defending the exchange rate. Theo-
retical work has tended to show that effects in both di-
rections are plausible.® Empirical research has been
unable to settle the matter.” However, researchers
have established that the relevant issues and relation-
ships differ depending on whether one is defending an
exchange rate in the midst of a crisis, or attempting to
manage real appreciation in the aftermath of an
episode where the exchange rate has overshot its equi-
librium level. If it is judged that there has been an ex-
cessive real depreciation, one function of monetary
policy is to ensure that the subsequent real apprecia-
tion occurs through nominal appreciation rather than
through inflation (Goldfajn and Gupta, 1999). This
would argue for maintaining a tight monetary policy.
Yet the resolution of a crisis in the financial sector
would call for a loose monetary policy.

This highlights the fact that interest rate policy
poses special problems in situations of “twin crises,’
in which a balance of payments crisis triggered by
capital outflows takes place simultaneously with a

5Subsequently, Hong Kong SAR and Malaysia resorted to less
conventional measures: purchases of stocks in the secondary mar-
ket and controls on capital outflows, respectively.

SLahiri and Végh (2002), for example, show that high domestic
interest rates can induce a portfolio shift towards the domestic
currency under the right circumstances but there is a range in
which sufficiently high interest rates can also weaken the cur-
rency by contracting domestic output and by raising the govern-
ment’s debt-servicing costs.

7For example, Kraay (1998) finds that tighter monetary policy
does not have a statistically significant impact on whether specu-
lative currency attacks succeed or fail, even when one controls for
the endogeneity of the policy response. Goldfajn and Gupta
(1999) find some evidence that tighter monetary policy in the af-
termath of currency crises helps to ensure that an undervalued
real exchange rate returns to its equilibrium level through nomi-
nal appreciation rather than higher inflation. But their results are
not robust to different specifications and do not hold when a cur-
rency collapse is accompanied by a banking crisis.

banking crisis. As Krueger (2002) put it: “To confront
a balance of payments crisis, the appropriate policy
responses entail an exchange rate change, tightening
of monetary policy, and tightened fiscal policy. To
stem a financial crisis, by contrast, entails loosening
of monetary policy, maintenance (or even apprecia-
tion) of the nominal exchange rate, and financial re-
structuring. . . . To a significant degree, in the pres-
ence of twin crises, whatever is done to address one
will, in the short run, make the other worse.” [paren-
theses in original]. In the light of these considera-
tions, it is difficult to pronounce definitively on the
appropriateness of monetary conditionality in the
three crisis countries. The IMF was aware that tight
monetary policy designed to stabilize exchange rates
could have an adverse impact on the corporate and
banking sectors, if they were highly leveraged. How-
ever, it was also concerned about the adverse impact
on the economy of excessive exchange rate deprecia-
tion if the corporate sector had a large unhedged debt
position in foreign currency. In a twin crisis, it re-
mains an unresolved issue how to reconcile the two
conflicting objectives of monetary policy.

Official Financing and Private
Sector Involvement

The size of financing needed in a capital account
crisis is inherently difficult to determine for two rea-
sons. First, the ex ante estimate of the financing gap
depends upon the speed with which confidence is re-
stored and capital flows return to normalcy, which is
difficult to predict. Confidence is a psychological
phenomenon and depends on both the technical
soundness of the adjustment program and also on
whether the markets believe it will be implemented
and be effective. Second, the financing requirement
in a capital account crisis is typically very large, ex-
ceeding what the IMF can provide from its own re-
sources, given the role of quotas in limiting access
and also the constraints on total resources available
to the IMF. Fischer (1999) has pointed out that the
IMF, therefore, has to perform two functions: to act
as a “crisis lender” providing financing from its own
resources, and also to act as a “crisis manager” ar-
ranging supplementary resources from other
sources, for example, multilateral and bilateral offi-
cial financing, and encouraging private sector in-
volvement to the extent possible. This is indeed the
approach it adopted in all three cases.

The scale of IMF financing

In all three cases, the IMF was able to provide a
large volume of its own financing combined with a



substantial recourse to official financing from other
international financial institutions (IFIs) and bilat-
eral sources (Table 4.3). The scale of total official fi-
nancing in each case was comparable in terms of
GDP to the financing provided to Mexico in 1994.
All three programs involved highly front-loaded dis-
bursements, reflecting the need to make resources
available quickly.® As a proportion of quota, IMF as-
sistance to Korea was exceptionally large, made pos-
sible by the introduction of the SRF at that time.
Nevertheless, all three programs failed to restore
confidence initially.?

In Indonesia and Brazil, it is difficult to argue that
the failure of the initial program was due to the fi-
nancing package. The failure in Indonesia resulted
largely from the evident lack of commitment of the
government to implement the program and the rapid
emergence of a major political dimension to the cri-
sis, which accelerated not only the reversals in capi-
tal flows but also capital flight by domestic resi-
dents. The first Brazilian program failed because the
initial objective of maintaining the crawling peg was
not perceived as credible, particularly given the lack
of sufficiently supportive policies and the overvalua-
tion of the real.

In Korea, however, the initial failure of the pro-
gram was more directly related to deficiencies on the
financing side. The package as announced in the
press note included US$20 billion of bilateral assis-
tance as a second line of defense, but there was con-
siderable lack of clarity as to whether this amount
was really available. The program was originally
based on the assumption that this amount would be
needed to fill the estimated residual financing gap,
but it was communicated to the staff at a fairly late
stage that it should not count on this amount being
available. The estimated financing gap was, there-
fore, reduced by arbitrarily increasing the assumed
rollover rate of short-term debt.

There was lack of transparency in dealing with the
problem, since details of the residual financing gap,
and the rollover assumptions on which it was based,
were not made public, and the second line of defense
was included in the press announcements to give the
impression that the actual resources being made
available were larger than they were. However, the
markets doubted the availability of the second line of
defense and perceived the program to be underfi-
nanced. The IMF recognized this fact and immedi-
ately pressed its major shareholder governments to

8In the fast-moving crises of Indonesia and Korea, the proce-
dures under the Emergency Financing Mechanism were invoked
to allow the IMF to agree on a program quickly.

9These experiences confirm the conclusion of earlier studies
that the “catalytic” effect of IMF programs on private capital
flows is typically small (Cottarelli and Giannini, 2002).
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achieve a rollover of bank credit lines, but to no avail
(see “Private sector involvement” below). Outflows
continued unchecked, and it was only when a
rollover agreement with the banks was reached that
the financing problem was effectively resolved. The
conclusion is that if a rollover was not feasible, the
amounts included in the second line of defense
should have been made more readily available.

Critics have argued that large front-loaded pack-
ages of the sort used in these crises are subject to
moral hazard, in that future investors may conse-
quently lend imprudently in the expectation that they
will be bailed out by the public sector in the event of
adverse developments. This is possible in principle,
but the empirical evidence is mixed.!0 Certainly, pri-
vate capital flows to emerging market economies
have been very subdued since these capital account
crises, a trend that may partially reflect the percep-
tion that the official sector will be less amenable to
large packages and more insistent on private sector
burden sharing in the future. This suggests that the
moral hazard impact of official support in these
cases was at best very limited.

Private sector involvement

The three country experiences provide some indi-
cation of the potential role for private sector involve-
ment (PSI) in different circumstances. In Korea, the
effort to encourage PSI in the second program was
highly successful, because the short-term interbank
credits covered by the agreement accounted for a
large proportion of potential outflows. The direct in-
volvement of the authorities of the major industrial-
ized countries made it possible to orchestrate the
rollover. The IMF was involved in consultations with
the authorities and played a useful role in establish-
ing quickly the comprehensive reporting system that
enabled compliance with the rollover agreement to
be monitored.

In Indonesia, the scope for PSI was more limited
because the predominant form of capital inflows was
foreign exchange borrowing by private nonfinancial
firms. The need for an initiative in this area to estab-
lish a framework for negotiations and workout of
such debts by the private sector was noted by the
staff at an early stage but no action was taken. At a
later stage, the authorities, with IMF technical assis-
tance, tried to facilitate restructuring by establishing

10See Ghosh and others (2002) for a brief summary of the litera-
ture. Essentially, empirical work has focused on the presence or ab-
sence of significant market reactions (typically measured by bond
spreads) to actions or decisions that are expected to affect the ex-
pectations of private investors that they will be “bailed out,” includ-
ing the announcement of a large IMF-supported financing package,
a large-scale default, and a sovereign debt restructuring.
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Table 4.3. Official Financing Assumed in Initial IMF-Supported Programs

(In millions of U.S. dollars)

World Bank

Date of and Other
Arrangement IMF Multilaterals Other Total
Indonesia November 1997 10,083 8,000 18,000! 36,083
Korea December 1997 20,990 14,200 23,1002 58,290
Brazil December 1998 18,262 9,000 14,5383 41,800

Memorandum item:

Mexico February 1995 17,843 0 33,957 51,800

Source: Ghosh and others (2002).
'Not included in the financing assumptions.

2Including US$20 billion in the second line of defense, which was included in the press release, but was not part of the pro-

grammed package.
3BIS-coordinated bilateral financing and Japanese assistance.

a voluntary framework for negotiations between
creditors and corporations that could not service
their debts, but progress was hampered by the ab-
sence of an effective bankruptcy system and other
weaknesses in the legal system. Dealing with the ex-
ternal debt of nonfinancial firms is understandably
much more difficult, but earlier attempts could have
been made, at a minimum, to initiate the collection
of data. Efforts should also have been made to pro-
tect the financing of exports and essential imports
through official guarantees and other schemes for
key trade credits, as was done in the summer of 1998
with Japanese bilateral assistance.

By the time of the Brazilian program, the poten-
tial role of coordinated private sector action in miti-
gating the impact of capital account crises was
widely recognized. The Brazilian authorities, how-
ever, were extremely reluctant to appear to coerce
the private sector, fearing that such action might ac-
celerate the capital outflows and have adverse conse-
quences on Brazil’s future access to international
capital markets. The IMF made clear that its support
would depend in part on the private sector response,
but limited its role to helping to develop information
systems and presenting the program to private credi-
tors. Coordinated action was kept “voluntary,” and
only informal pressure was exerted on international
banks to maintain credit lines. The response from
private creditors under the original program was
only moderate but a renewed effort in the context of
the more credible revised program proved much
more effective. This suggests that a program with a
high degree of credibility is necessary for the “vol-
untary” approach to PSI to work.

Assessment

Despite initial failures, the large official packages
were helpful in easing the adjustment to normalcy in

both Korea and Brazil. In Indonesia, on the other
hand, the depth of the collapse makes it difficult to
argue that things would have been worse without the
IMF, but the evolving circumstances made the size
of access immediately irrelevant. In Korea and
Brazil, official support was quickly repaid, in part
ahead of schedule.

The role of the IMF in promoting PSI was fairly
limited in all three cases. In Korea, the rollover
agreement was a decisive factor, but this was only
possible when initiated by the major shareholders.
Under the circumstances, there was probably little
alternative to the case-by-case approach to PSI actu-
ally adopted. Establishment of clear rules in this
context might encourage an exit of capital in the
early stages of the crisis. It may be useful for the
IMF to have a menu of several well-defined options
to use in a way most appropriate to the circum-
stances of each crisis, but some constructive ambigu-
ity about the action to be followed in each case is de-
sirable.

The three country cases thus suggest the follow-
ing lessons:

* The IMF can play a critical coordinating role in
capital account crises, including vis-a-vis other
providers of official and private financing. The
ability of the IMF to perform this task, how-
ever, is limited by the reluctance of major
shareholder governments to provide large bilat-
eral financing and to use nonmarket instru-
ments to influence the behavior of private in-
vestors in the absence of well-established rules.
In other words, the lack of a clear mandate or
framework for how the IMF should operate in
such circumstances forced an ad hoc response.
While a case-by-case approach may be to some
extent inevitable, the lack of clear rules of the
game create uncertainty.



* Large access is difficult to justify when the pro-
gram being supported lacks credibility in the
markets in terms of policy sustainability. The
decision to support Brazil’s unsustainable
crawling peg, justified on the basis of global
systemic considerations, is one example.

Markets tend to discount the availability and
additionality of official financing from other
IFIs and bilateral sources during the time of
crisis, particularly if the non-IMF resources are
subject to separate and vague conditionality
and the country concerned already maintains
ongoing financial relationships with the IFIs
and the additionality is difficult to establish.!!
Use of non-IMF resources in these circum-
stances to boost the “headline” size of the offi-
cial financing package can damage the credi-
bility of the program and distract attention
from addressing the issue of involving the pri-
vate sector, if necessary.

A dialogue with the private sector is necessary
for the IMF to serve its facilitating role in in-
volving the private sector. The Korean case il-
lustrates that a more concerted approach to
overcome “collective action” can work in some
circumstances (e.g., when the relevant obliga-
tions are relatively concentrated), but it is not
possible to say, within the context of the evalu-
ation, how far such a conclusion can be gener-
alized to other cases. Even when full-scale PSI
is not feasible or necessary, concerted efforts
should be made at the outset to make sure that
trade credits for creditworthy firms are pro-
tected through official guarantee and other
schemes.

Bank Closure and Restructuring

In both Indonesia and Korea, a weak banking sys-
tem greatly contributed to the onset as well as the
severity of the crises. Problems in the banking sector
in these countries were further compounded by the
distress of the highly leveraged corporate sectors
brought about by sharp currency depreciations and
the associated interest rate hikes.

Hn the case of Indonesia, while the ADB agreed to provide
US$2.8 billion in quick-disbursing loans, it also canceled existing
loans amounting to about US$900 million in 1998 and about
US$660 million in 1999-2000 in view of “the reduced availabil-
ity of counterpart funds and the changed priorities after the crisis”
(ADB, 2001a). In Brazil, the emergency loans to be provided by
the IDB included a loan of US$1.2 billion that had already been
approved in September 1998 but had not yet been disbursed
(IDB, 2001).
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Lessons from the East Asian experience

An important difference in how the banking
crises were handled in Korea and Indonesia was the
speed and decisiveness with which a comprehensive
strategy began to be implemented. In Korea, a full
guarantee for deposits and other bank liabilities was
introduced before the IMF agreement, which was
then immediately followed by the announcement of
a comprehensive strategy, with appropriate enabling
legislation. The functions of the Korea Asset Man-
agement Corporation (KAMCO) were enhanced,
and a new consolidated system of supervision was
established under the new Financial Supervisory
Commission (FSC), which included a unit specially
charged with bank restructuring. Even with best ef-
forts, bank restructuring was a complex and pro-
longed process. It took Korea three months to estab-
lish the FSC and a full year to complete the setting
up of the new regulatory framework. Bank restruc-
turing is still an ongoing process. Nevertheless, the
existence of a comprehensive strategy that was im-
plemented, albeit with slippages in the timetable,
helped ensure that there was no loss of monetary
control and probably helped contain the magnitude
of the crisis.

The restructuring effort in Indonesia was much
less effective. A partial deposit guarantee was ini-
tially introduced for deposits of the closed banks,
covering most of the accounts but only 20 percent of
total deposits; this was followed three months later
by a blanket guarantee for all bank liabilities, cover-
ing both depositors and creditors. The failure to in-
troduce a full guarantee has been much discussed
(and we return to this subject below), but the more
important lacuna was the failure to adopt a compre-
hensive strategy for bank restructuring that was
well-defined and well-communicated, and to apply
consistently uniform and transparent intervention
criteria to deal with problem banks. In the absence of
such a strategy, the public saw inconsistency in the
November 1997 closure of 16 banks (representing 3
percent of total banking sector assets), correctly be-
lieving that there were other banks in similar diffi-
culty. Indeed, the IMF itself had identified 10 more
banks that needed to be closed. The authorities’ in-
sistence on secrecy, particularly regarding the 10
banks under Bl-supervised rehabilitation that were
not closed, prevented the public from understanding
the whole picture.

Given weak implementation capacity and the
rushed process, the logic and content of the bank
closure were not well communicated to the public,
and execution was less than satisfactory. As dis-
cussed, public confidence in the banking strategy
was undermined by conflicting signals from the gov-
ernment. In contrast, the April 1998 action was com-

39



40

CHAPTER 4 - PROGRAM DESIGN AND IMPLEMENTATION

petently executed by the IBRA, which took over the
assets of 7 banks (representing 16 percent of total)
and closed 7 smaller banks without causing any dis-
ruption. This was done under a comprehensive strat-
egy in which uniform and transparent criteria were
applied, and was accompanied by a professionally
managed public relations campaign, better arrange-
ments for meeting depositors’ claims, and a blanket
guarantee. The failure to implement such an ap-
proach effectively in November 1997 proved to be
one of the major weaknesses of crisis management.

The blanket guarantee

The issue of whether a blanket guarantee should
have been offered in Indonesia in November 1997
deserves careful consideration. The lesson drawn by
the IMF staff from the Indonesian experience is that
“a blanket guarantee, rather than a limited deposit
guarantee, is needed to restore confidence in the fi-
nancial system” (Lindgren and others, 1999). Else-
where in the same report, however, the staff recog-
nizes that a blanket guarantee involves large
contingent liabilities of uncertain value for the gov-
ernment, and that it can have regressive implications
for wealth distribution—as taxpayers’ money is used
to protect large depositors and even foreign credi-
tors. The report concludes that the benefits of the
blanket guarantee must be weighed against its poten-
tial costs.

In the case of Indonesia, the partial guarantee did
not lead to a general loss of confidence in the bank-
ing sector. A large share of the banking system was
accounted for by foreign banks as well as by state
banks that enjoyed an implicit government guaran-
tee, and the flight to quality in late 1997 took the
form of a shift of deposits from private banks to for-
eign and state banks within the banking system
(Enoch and others, 2001). The banking crisis was,
therefore, not yet systemic (in the sense of affecting
the whole banking system), and a blanket guarantee
was, therefore, not essential. Under these circum-
stances, a partial guarantee was reasonable, though
arguably the amount of the guarantee could have
been increased, particularly to cover some institu-
tional deposits, and extended to all banks at that
time. Besides, in a corrupt banking system, where
well-connected insiders had benefited both from
high deposit rates and from questionable lending
practices, a blanket guarantee would have given the
same insiders an additional means of benefiting from
abusive and corruptive practices. This is exactly
what eventually happened with unlimited liquidity
support.

In the end, the blanket guarantee was subject to
abuse and consequently raised the fiscal cost of bank
restructuring, which is now estimated at over 50 per-

cent of GDP. The blanket guarantee in Indonesia was
introduced as an act of desperation when the bank-
ing crisis seemed to be going out of control. Given
the lack of adequate preparation, the guarantee was
ill-conceived and was even made to cover some in-
sider claims and interbank credits extended with full
professional judgment and risk taking, including ex-
posure in derivatives. It can be argued that the initial
partial guarantee was too low. However, a higher
guarantee introduced within the context of a well-
communicated comprehensive strategy could have
yielded a similar outcome without the fiscal cost and
regressive distributional implications of the blanket
guarantee.

The institutional setup for bank restructuring

The Asian experience also offers no clear lessons
on the appropriate modality of government involve-
ment in bank restructuring. Different institutional
approaches were taken in Korea and Indonesia. In
Korea, responsibility for bank restructuring (given to
the FSC) was separated from that for asset manage-
ment (given to the KAMCO). In Indonesia, the func-
tions of bank restructuring and asset management
were consolidated in a new agency.

In establishing the IBRA, the IMF staff believed
that (1) BI needed to be protected from the fiscal
cost of bank restructuring and the associated politi-
cal pressure, in order not to impair its ability to con-
duct monetary policy, and (2) the new agency
needed to be protected from the allegations of cor-
ruption plaguing BI. As a centralized public asset-
management company, moreover, the IBRA offered
the advantage of consolidating scarce financial ex-
pertise and the prospect of giving special legal pow-
ers to expedite loan recovery (Lindgren and others,
1999). As it turned out, however, the IBRA was
plagued by problems from the outset. As a new
agency, it was not given a clear mandate and was ini-
tially handicapped by lack of legal and regulatory
powers. Moreover, the centralization of bank re-
structuring and asset management functions in one
agency subjected the IBRA to tremendous political
pressure and accusations of corruption; as a charac-
teristic of a centralized public asset management
company, there was also little incentive to maximize
recovery values for the acquired impaired assets. On
the other hand, the KAMCO was made to operate on
commercial principles and, as a specialized agency,
it could focus its sole attention on that function and
was effective in rapidly selling the impaired assets.

Given the weak legal system and prevailing cor-
ruption in Indonesia, it may well be that no alterna-
tive could have worked better than the IBRA. In the
light of the Korean experience, however, the fact that
a better outcome was achieved after the establish-



ment of the IBRA than previously cannot be used to
conclude that the IBRA solution was the best strat-
egy, something that should be adopted in all similar
situations.

Assessment

When bank restructuring was launched with the
immediate closure of the least viable institutions in
Indonesia and Korea in the fall of 1997, there was no
internationally accepted best practice for handling
bank restructuring in emerging market economies.
The IMF staff (and others for that matter) had only
limited experience in dealing with a banking crisis,
particularly within the context of an IMF-supported
program designed to deal with a capital account cri-
sis. The contrasting outcomes of the Indonesian and
Korean experiences have since formed an important
basis for the IMF staff’s emerging views of best prac-
tice in dealing with a systemic banking crisis, as ar-
ticulated in a recent policy paper by MAE.!12 As this
paper clearly states, the experience of East Asia sug-
gests that a successful bank closure and restructuring
program must include a comprehensive and well-
communicated strategy in which uniform and trans-
parent intervention criteria are consistently applied.

The experience of Indonesia and Korea, however,
is less clear on the exact modality of public sector in-
volvement in the restructuring process (i.e., consoli-
dated versus nonconsolidated restructuring supervi-
sion), nor is it definitive in suggesting that a blanket
guarantee, rather than a limited deposit guarantee,
must be introduced at the outset of a banking crisis. A
blanket guarantee may not stop runs motivated by
wider confidence concerns than just banking sector
problems, while it involves large contingent liabili-
ties for the government with serious regressive impli-
cations for burden sharing. Its benefits must therefore
be carefully weighed against its potential costs,
within the specific context of the economy in ques-
tion. In either case, the coverage of any guarantee
scheme must be well designed and, particularly in a
weak legal and supervisory system, early steps to
preserve and correctly value assets are essential.

Structural Conditionality

Structural conditionality was present in all three
cases, and has been the subject of much controversy
(see Box 4.1 for how structural conditionality is typ-
ically included in an IMF-supported program). One

12“A Framework for Managing Systemic Banking Crises,”
SM/03/50, February 2003. Also see Andrews and Josefsson
(2003).
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view holds that the structural reform measures in the
IMF-supported programs with Indonesia and Korea
were unrelated to the immediate problem of crisis
resolution; they distracted attention from the core
macroeconomic and financial issues; and they were
widely felt to be an encroachment into domestic de-
cision making, creating an unnecessary opposition
(Feldstein, 1998). Some have even argued that the
extensive structural adjustment agenda had a per-
verse effect on confidence by signaling to the mar-
kets that the situation was much worse than they had
feared (Radelet and Sachs, 1998a and 1998b). How-
ever, there is an alternative view, which holds that
restoring market confidence required addressing the
structural cause of the problem (Summers, 1999;
Goldstein, 2002).

In the case of Indonesia, structural conditionality
was linked primarily to governance-related objec-
tives. It has been argued that this was essential to sig-
nal a clean break with the past, namely, that a new
way of doing business was being established (Khan
and Sharma, 2001). A guidance note issued by the
IMF Executive Board in July 1997 indicated that
IMF involvement in governance issues was justified
when “poor governance [would] have significant cur-
rent or potential impact on macroeconomic perfor-
mance. . . . and on the ability of the government to
credibly pursue policies aimed at external viability
and sustainable growth.” 13 This certainly provided a
somewhat open-ended mandate to pursue governance
reforms if they had a significant impact on “poten-
tial” macroeconomic performance or on the credibil-
ity of policies aimed at external viability. The critical
question is whether the scope of conditionality pre-
scribed for Indonesia was indeed necessary.

Critical versus noncritical measures

One way of determining whether structural condi-
tionality was excessive is to distinguish those struc-
tural measures that were critical to crisis resolution
from other measures that, while potentially useful in
eliminating distortions, were not critical to crisis res-
olution. In both Indonesia and Korea, as already dis-
cussed, deficiencies in the financial sector were cen-
tral to the crises, and tackling these was crucial to
regaining market confidence. They were correctly a
major focus of the programs, though in Indonesia im-
plementation was flawed and there were also design
deficiencies, particularly, the absence of a compre-
hensive strategy for bank restructuring.

13“The Role of the Fund in Governance Issues,” EBS/97/125,
July 1997. According to Goldstein (2002), some IMF staff inter-
preted this guidance note to imply that the Executive Board
would not support programs that did not address serious and
widespread governance and corruption problems.
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Box 4.1. Conditionality for Structural Reforms in an
IMF-Supported Program

IMF-supported programs treat structural reform measures in one of four ways. We use
the Indonesian program of November 1997 to illustrate how structural measures are in-
cluded in a program. Some conditions are short term in nature (i.e., they must be met be-
fore the next review, while others are longer term (i.e., they should be completed by the
end of the program).

Measures are targets with no conditionality attached. For example, the program en-
visaged a broad range of structural reforms, many linked to issues of governance, in-
cluding elimination of export taxes and restrictions, dismantling of domestic monop-
olies, and greater private sector participation in the provision of infrastructure.

Structural benchmarks do not directly govern disbursement but trigger discussion
on corrective action if not met. These included the introduction of full tax-deductibil-
ity of loan loss provisions, completion of a public expenditure review and audits of
state-owned banks by internationally recognized accounting firms, and the reduction
of tariffs.

Performance criteria govern disbursement (i.e., if they are not met, disbursements
are automatically interrupted). These included the closure of certain unviable banks
under central bank—supervised rehabilitation, establishment of quantitative perfor-
mance targets for state-owned banks together with monitoring mechanisms, issuance
of implementation regulations on procurement and contracting procedures, and elim-
ination of subsidies by raising electricity and petroleum prices.

Prior actions are measures required before a program request or review can be con-
sidered by the Executive Board. The Indonesian program included the closure of 16

banks as a prior action.

Instead of limiting conditionality to these critical
areas, the Indonesian programs, especially the re-
vised January 1998 program, included a large num-
ber of additional structural reforms. The rationale for
adopting extensive structural conditionality in the
January program was that it was necessary to restore
confidence—the problems of cronyism and corrup-
tion, which had not been explicitly dealt with thus
far, were brought to the forefront both by extensive
press commentary and by major shareholder govern-
ments. It was an atmosphere in which it came to be
believed that confidence could only be restored if the
Suharto regime demonstrated a radical change in its
way of doing business.

It is difficult to establish the counterfactual as to
whether confidence would indeed have been re-
stored had all the reforms identified been imple-
mented. What is known is that there was no positive
announcement effect. Despite affirmation by Presi-
dent Suharto in the form of a public signing cere-
mony, the markets remained unconvinced about his
personal commitment. Besides, the January program
did not address the macro-critical areas of bank and
corporate debt restructuring. In retrospect, the basic
approach of loading the programs with an overly
large agenda of structural reforms, however desir-
able they may have been on merit, seems ill-advised

from a standpoint of restoring confidence. The elab-
oration of such an extensive agenda, much of which
did not seem critical for stabilization, may have hurt
confidence, once it became clear that the measures
were not owned at the highest political level. It
would have been better to concentrate on macro-crit-
ical areas, along with greater insistence on credible
upfront action in those core areas.

In Korea, too, the agenda of reform was broader
than seemed necessary, covering not only financial
sector reforms but also trade liberalization, corporate
governance, and labor market reform. Stabilization
was achieved well before the reforms could be im-
plemented and indeed the pace of structural reform
in nonfinancial areas slowed when the economy re-
bounded from the crisis. It is difficult to say whether
the authorities’ initial commitment to the broad re-
form agenda helped to restore market confidence,
but certainly immediate progress in reform in some
areas was not perceived by the markets to be neces-
sary. This is not to say that these reforms did not
have a significant longer-term beneficial effect on
the economy. They may well have done so. But they
were not critical to resolving the crisis.

The program in Brazil did not suffer from these
problems. The focus of structural conditionality was
on macro-critical reform, particularly covering struc-



tural fiscal reform and prudential supervision. The
paucity of extensive structural measures in other
areas reflected the fact that many of the distortions
relevant in Asia did not exist in Brazil, at least to the
same extent. There was also strong ownership by the
authorities. The Fiscal Responsibility Law was par-
ticularly helpful in establishing a general framework
to guide budgetary planning and execution, with dis-
ciplinary mechanisms for any failure to observe its
targets and procedures, and contributed to the greater
credibility of fiscal policymaking in that country.

Assessment

Two important lessons to be drawn from these
cases are now well recognized within the IMF:

* First, ownership defined as broadly as possible
(but especially at the highest political level) is
key to the successful implementation of a struc-
tural reform program. But assessments of own-
ership can be very complex, requiring a good
understanding of the political economy context.
Even highly symbolic acts—such as the Presi-
dent signing the LOI—may be misleading.

Second, detailed and extensive structural condi-
tionality, particularly in areas that are not
macro-critical, is not helpful to crisis resolution.
This is so because it is more difficult to demon-
strate commitment in the short term to an exten-
sive agenda and because the risks of subsequent
disputes on implementation, which blur the
message of commitment to a coherent strategy,
are greater. Perhaps more important, a detailed
structural program also tends to distract atten-
tion from the immediate macroeconomic issues.
This conclusion supports the recent initiatives
by IMF management to streamline conditional-
ity and enhance ownership by applying condi-
tionality more sparingly to “structural measures
that are relevant but not critical, particularly
when they are not clearly within the IMF’s core
areas of responsibility and expertise.”!4

The evaluation also suggests the following addi-
tional messages:

* When action in areas that are not macro-critical
is nevertheless deemed to be important, a “sec-
ond-best” policy package that is strongly owned
may be more likely to help restore confidence
than a “first-best” package that is painfully ne-
gotiated and over which there are substantial do-

14“Managing Director’s Report to the International Monetary
and Financial Committee—Streamlining Conditionality and En-
hancing Ownership,” IMFC/Doc/4/01/6, November 6, 2001.
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mestic reservations. The possibility of such
trade-offs needs to be recognized.

* The crisis should not be used as an opportunity
to seek a long agenda of reforms just because
leverage is high, irrespective of how justifiable
they may be on merits. This should be the ap-
proach even if reformist groups within the gov-
ernment are keen to use the leverage of the pro-
gram to push reforms. When significant
distortions are known to exist, and the govern-
ment is committed to reform, laying out a road
map for these reforms as an indicative direction
by the government is appropriate, but these
measures do not need to be the focus of IMF
conditionality. The principle of parsimony
should guide IMF conditionality in such situa-
tions. In large part, this was the approach taken
in the Brazilian program.

Communications Strategy to
Enhance Ownership and Credibility

Restoring confidence involves more than just pro-
gram design. It is also necessary to have an effective
communications strategy to enhance country owner-
ship (with the public) and credibility (with the mar-
kets). All three programs initially suffered from the
failure to communicate their logic to the public and
the markets.

Building country ownership

Country ownership generates domestic political
support for an agreed program, hence making it more
likely to be implemented. Ownership, however, is a
broad concept. While program negotiations must
necessarily be conducted with a small group of senior
officials in the finance ministry and the central bank,
successful implementation depends on the support
from other stakeholders, including the head of gov-
ernment, key officials from other ministries, the bu-
reaucracy that must implement the program, the par-
liament that must approve the necessary legislation,
and civil society at large (Khan and Sharma, 2001;
Boughton and Mourmouras, 2002). An effective pub-
lic communications strategy is needed to build
broader public support, hence stronger country own-
ership, during a crisis, when speed is of the essence
and wider consultation is therefore not feasible.

Building credibility

Given the need to restore market confidence, the
communications strategy must also address the need
to build the credibility of a crisis management pro-
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gram with the markets. In designing a program to re-
store confidence, the IMF must understand what the
markets are looking for in a program and to explain
the logic of the program. Particularly in a capital ac-
count crisis, the IMF may not necessarily have more
information on critical issues than the markets, ne-
cessitating some dialogue with the markets
(Cottarelli and Giannini, 2002). For example, the
markets may become nervous if there is a perception
that concerted action may be taken to involve the pri-
vate sector, including a restructuring of sovereign
debt. In such cases, it is important to disclose the fi-
nancing assumptions when explaining the logic of
the program. When concerted action is taken, of
course, communication with the markets is the cru-
cial ingredient.

At the time of the East Asian crises, the publica-
tion of LOIs was not yet customary. The failure to
publish the LOI in a timely fashion in Indonesia in
late 1997 undermined the potential impact of the
program in restoring confidence, as private investors
began to speculate on the details of the program.
This lesson was quickly learned, and subsequent
LOIs were published in all three cases. However, the
staff reports supporting the requests for use of IMF
resources were not published. The publication of
such reports could have been particularly effective in
communicating the logic of programs to the markets,
hence helping to build credibility.

In building credibility, transparency can be a
powerful tool. In the repeated game in which the
IMF is engaged, relevant information should be dis-
closed even if it may cause negative shifts in market
sentiment because, in the long run, the IMF cannot
expect to be effective if it is perceived as willing to
go along with hiding information from the markets.
In Korea, a confidential staff report was leaked to the
Korean press a few days after the program was ap-
proved, revealing that the level of usable reserves
was very low and that the stock of short-term exter-
nal debt was substantially higher than generally be-
lieved. Although this undermined the initially posi-
tive market response, it would have been better
publicly to acknowledge these facts at the outset and
to design the program accordingly.!s

15In this context, the former First Deputy Managing Director of
the IMF has acknowledged the need for transparency, citing the
loss of credibility that occurred in a similar situation in Thailand
(Fischer, 2001).

Assessment

Given the high degree of uncertainty regarding
both economic and political developments during a
crisis, events often do not develop as planned. The
right communications strategy can ensure that this
does not cause damage to credibility. For example,
an effective communications strategy is necessary to
make sure that the markets do not misinterpret the
degree to which the authorities’ policy actually con-
forms to their commitments under the program. In
Indonesia, the January 1998 announcement of a
1998/99 budget confused the markets, because it ap-
peared to violate the programmed fiscal target (see
the Indonesia country annex). Such confusion could
have been avoided, if the content of the program had
been explained to the investors, and if the IMF and
the authorities had agreed on a public communica-
tions strategy to be followed when program-related
information would be announced.

As discussed earlier, such a communications
strategy would be facilitated if Board papers were to
spell out the major risks to a program and the broad
direction in which policies would respond under dif-
ferent scenarios. It is sometimes argued that explicit
discussion of the risks could itself undermine confi-
dence. We do not find this argument convincing
since (as the experience of the three country cases
shows) financial market participants will usually be
well aware of them. To the contrary, a communica-
tions strategy that explains how policies would re-
spond to key risks is likely to enhance credibility.

Since the crises, the IMF has come to recognize
the importance of public communications in its role
as crisis coordinator. Important steps have been
taken in recent years by the IMF, particularly
through its External Relations Department, to im-
prove the effectiveness of its “external” communica-
tions strategy, designed to enhance country owner-
ship and transparency.'® While these steps are
valuable, it is also necessary to emphasize the need
to design an effective communications strategy to be
followed in a capital account crisis, including appro-
priate ways in which public communications exper-
tise—especially with financial markets— can be in-
tegrated quickly into the program negotiation and
implementation process.

16See, for example, “A Review of the Fund’s External Commu-
nications Strategy,” SM/03/69, February 2003.





