Lessons from the Asian Financial Crisis:
The Role of the IMF and the United States

John W. Head

I. Introduction

The second half of 1997 proved disastrous
for Asia — particularly Thailand, Indonesia,
and Korea. The 1997 financial crisis that hit
those countries was massive in scale. Here are
some representative figures showing the mag-
nitude of the damage:

-The Thai baht, having traded at around 25
to the dollar for thirteen years,! lost over half
of its value between July 1997 and January
1998, when it was trading at about 55 to the
dollar.2 Thailand's stock market value declined
over 60% in that same period.>

-The Indonesian rupiah lost about 75% of
its value against the dollar between mid-1997
and early 1998.* The Indonesian stock market
dropped in value even more than Thailand's
had — by over 75% in the second half of
1997.3

-Korea was in some ways the hardest hit of
all — and this is especially significant because
of its economic importance in Asia. The won
fell in value 70% between mid-October and
mid-December 1997,% and Korea's stock mar-
ket lost two-thirds of its value from August to
December.” Korea's foreign exchange reserves
fell by more than 50% in the space of two
months.®  Bonds issue by one of Korea's
biggest banks were trading at 60% of face
value in December 1997, down from 100% of
face value in October 1997.%

In response to these economic troubles,
the International Monetary Fund (IMF) put
together financial "bailout" packages for

Thailand, Indonesia, and Korea.!® The United
States participated in the latter two packages.
It is those bailout packages that I examine in
this article. Specifically, I focus on a pair of
crucial questions: (1) Did the IMF respond
properly to the Asian economic disaster? (2)
Did the United States do the right thing by sup-
porting the bailouts? My aim is not only to cri-
tique past actions, but also to offer suggestions
for responding to — or, better yet, preventing
— future economic crises.

My discussion of these issues begins with
a brief survey of how the disasters unfolded in
Thailand, Indonesia, and Korea and how the
IMF and other international financial institu-
tions responded. Then I evaluate (in part I1]) a

central element of the IMF "conditionality"!!
that attached to the bailout funding for each of
the three countries — the requirement that dra-
matic changes be made in their national finan-
cial (banking) systems. The main proposition I
develop there is that a sound financial system
depends on a trio of crucial elements: (a) inde-
pendence of the central bank from short-term
political pressures; (b) enforcement of interna-
tional standards on the operations of commer-
cial banks; and (c) special rules and procedures
for closing insolvent banks and restructuring
weak ones. Lastly (in part IV), I consider the
U.S. participation in the IMF-led bailout
efforts in Asia. I conclude that much of the
opposition to U.S. participation in the bailout
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of the Asian economies is misplaced because it
rests on either (i) a misunderstanding of the
financial relationship between the IMF and the
United States or (ii) a misunderstanding of how
U.S. participation in the IMF-led bailouts
serves the national interest of the United States.

II. The Crisis and the Response

The Asian economic crisis of 1997 sup-
ports the old adage that bad things come in
threes. The crisis surfaced first in Thailand in
July, moved to Indonesia beginning in October,
and hit Korea in late November. In each case
the IMF reacted with a bailout package. The
following paragraphs summarize these devel-
opments through February 1998, when this
article was written.

A. Thailand

Although two of the three countries
injured by the economic crisis — Korea and
Indonesia — seemed economically strong until
mid-1997, Thailand was a different story.
From 1993 onward, Thailand's economic
progress of the previous decade started to
unravel, with external debt reaching 50% of
GDP — and 40% of that debt was short-term.!?
Most ominous, in my view, were the weak-
nesses that started appearing in the financial
system, especially banks and finance compa-
nies.!? These institutions borrowed heavily in
dollars and used those resources to pump
money into the economy.'® Governmental
attempts at banking supervision were fruitless
because of the political power of the banks and
finance companies. '’

The IMF was not surprised by the crisis in
Thailand. Beginning in 1996, IMF officials
had repeatedly warned the Thai authorities

about weaknesses threatening the country's
economic health.'S Once those economic
weaknesses became obvious to lenders and
investors in the first half of 1997, confidence in
the baht dropped quickly, forcing the govern-
ment in July 1997 to abandon its attempts to
keep the value of the baht "pegged" to the U.S.
dollar.!”

In August 1997, after the baht had depre-
ciated another 20% against the dollar in July,!8
the IMF arranged a financial bailout package
totaling $17.2 billion with the following
sources and amounts of funding:'?

$4.0 billion from the IMF

$1.5 billion from the World Bank

$1.2 billion from the Asian Development Bank
$4.0 billion from Japan

$1.0 billion from each of five other Asian
countries

$0.5 billion from each of three other Asian
countries.

The United States did not participate in the
Thailand bailout package, except of course,
through its participation in the IMF.2® The
United States was criticized for that move,
which seems to have been prompted largely by
domestic political considerations.2!

The IMF loan, technically referred to as a
stand-by credit,?? was intended to support sev-
eral key economic and financial goals agreed
on between the IMF and Thailand, such as
reducing current account deficits, maintaining
official reserves at an adequate level to cover
the costs of imports, limiting inflation, and
restructuring the financial sector.23 To accom-
plish these goals, the government undertook to
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carry out a program of increasing taxes, cutting
government expenditures (while still protecting
spending on health and education, as well as
subsidies on bus and rail fares), and — most
important, in my view — suspending or
restructuring unviable financial institutions and
implementing structural reforms in the finan-

cial sector.24

B, Indonesia

Thailand's economic crisis proved conta-
gious.?5 The steep depreciation of the baht nat-
urally posed threats to Thailand's trade com-
petitors, as Thai exports became cheaper to buy
in terms of other currencies. Those threats led
to declines in the value of
some of the currencies of
other countries in the

rowings became more likely, threatening a col-
lapse of the banking system.?®

In early November, to address this crisis in
Indonesia, the IMF arranged a financial bailout
package totaling $40 billion, with the following
sources and amounts of funding:3°

$10.0 billion from the IMF

$ 4.5 billion from the World Bank

$ 3.5 billion from the Asian Development Bank

$ 5.0 billion from Japan

$ 5.0 billion from Singapore

$ 3.0 billion from the United States

$ 1.0 billion each from four other Asian coun-

tries
$ 5.0 billion in contin-
gency  reserves by
Indonesia.

region, which then made Thailand's economic crisis proved

it more expensive for
borrowers in those coun-
tries to service their
debts, many of which
were short-term, foreign-
currency debts. More generally, problems in
the Thai economy prompted markets to scruti-
nize other Asian economies more closely, to see
if they showed similar problems.

This added scrutiny illuminated serious
weaknesses in Indonesia's economy,6 includ-
ing, in particular, its banking sector. Indonesian
banks, like those in Thailand, had borrowed
heavily from abroad, and had also made loans
to domestic companies that were heavily
exposed to similar foreign borrowings.?’” As
the value of the Indonesian rupiah continued to
fall in the weeks following the Thailand disas-
ter,28 default on those short-term foreign bor-

contagious

The $3 billion direct
commitment by the
United States took the
form of "additional
resources” or "supple-
mental financing” in support of Indonesia's pro-
gram with the IMF.3!

The IMF stand-by arrangement for
Indonesia was similar in format to the one for
Thailand. For Indonesia, the funding was
aimed at promoting (i) monetary and fiscal
policies designed to restore confidence to
financial markets, (ii) restructuring of the finan-
cial sector, with measures to make sure it
remained sound, and (iii) deregulation and
trade reforms.32

This was bitter medicine for Indonesia, and
some commentators questioned whether the
government, under President Suharto, would in
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Suharto departed from certain aspects of it
twice in the first few months after the IMF-led
financing package was announced — first by
proposing a budget inconsistent with it3 and
then by proposing a change in the exchange
rate regime by replacing the central bank with
a currency board.35 The latter of these propos-
als was seen by some as an attempt to give Mr.
Suharto's family and friends "a brief moment to
convert their huge holdings into dollars and get
them out of the country."36

C. Korea

On the heels of disaster in Indonesia came
the biggest Asian "tiger" turnaround of all:
Korea's economy collapsed.’” In recent
decades, the Korean economy had grown
rapidly. Its per capita GDP in recent years had
risen on average nearly 7% a year, tuming a
poor agrarian economy into an advanced
industrial economy — indeed, the eleventh
biggest economy in the world.3® However,
Korea's system of intensive governmental
intervention into the details of Korean business
and financial activities created problems — in
particular, an inefficient financial sector, where
banks lacked a commercial orientation.
Because bank loans were easy to get, a large
number of companies in Korea became highly
leveraged. Indeed, as in Thailand and
Indonesia, much of the borrowing was short-

term foreign debt.3? Many of these companies
went into bankruptcy starting in early 1997,
both because of over-investment in some sec-
tors (e.g., steel and autos) and because of a
general cyclical downturn. Those corporate
bankruptcies resulted, of course, in a big
increase in banks' nonperforming loans (they
rose to over 7% of gross domestic product),
and a big decline in the value of banks' equity.

In short, the financial system was drastically
weakened. This downturn was reflected in the
rest of the Korean economy.

In early December, the IMF acted. After
resisting an IMF bailout for several weeks,4°
the Korean government accepted a financing
package totaling about $57 billion with the fol-

lowing components:*!

$21 billion from the IMF

$10 billion from the World Bank

$ 4 billion from the Asian Development Bank
$ 22 billion (approximately) from 12 industri-
alized countries.

The IMF credit of $21 billion was the largest
one ever made by the institution.#? The United
States was one of the twelve industrialized
countries "prepared to make available supple-
mental financing in support of Korea's pro-
gram."43 The amount so pledged by the United
States was $5 billion.** However, no disburse-
ment of funds from the U.S. Treasury is
expected to be required.

The IMF stand-by credit for Korea had
elements similar to those for Thailand and
Indonesia.® Its overall aim was to help Korea
narrow its external current account deficit, to
contain inflation, and to promote a recovery in
1999. To accomplish this, Korea pledged to
tighten monetary policy, to reduce the govern-
ment budget deficit (through tax increases and
expenditure cuts), and to undertake a compre-
hensive restructuring of the country's financial
sector. In that last respect, Korea agreed to
provide by law for more central bank indepen-
dence, to consolidate and toughen banking
supervision along international standards, to
require external audits, to close or restructure
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supervision along international standards, to
require external audits, to close or restructure
troubled financial institutions, and to allow for-
eign entry into the domestic financial sector.
Korea's reform program also included measures
to liberalize trade and open up investment
opportunities for foreigners.

Announcing this reform program was not
enough to stop Korea's financial crisis. In the
ten days following the unveiling the program,
and the huge package of financial support that
accompanied it, Korea watched its currency fall
by another 40%. Partly responsible for this fur-
ther drop was the "revelation that Korea's short-
term debt obligations were double the figure
cited at the time of the
IMF negotiations."’

The IMF and Korea

On December 24, the
Korean government
announced "an intensifi-
cation and acceleration” of the reform program
agreed to earlier that month.*® On December
30, the IMF approved a faster disbursement of
funds.*

1. Strengthening National Financial

Systems

[ am not attempting in this article to evalu-
ate all aspects of the IMF's policy prescriptions
for Thailand, Indonesia, and Korea. As noted
above, these elements include tightening mone-
tary policy, opening up to foreign competition,
and reducing budget deficits by increasing rev-
enues and cutting back on expenditures.
Although these prescriptions have a common-

The crisis has provided the impetus for
responded to the continu- 1 /ailand, Indonesia, Korea, and other coun-
ing crisis with deeper fries to adopt some of the fundamental prin-
reforms and more money.  ciples of modernization and prudence that
every country's financial sector needs

sense appeal — indeed, some of them resemble
steps an individual would have to take to avoid
personal bankruptcy — common sense might
not be good enough for handling a national eco-
nomic crisis. Therefore, 1 withhold judgment
on those elements of the IMF-supported reform
programs.

On one element, however, I have some
experience and do wish to offer my views. That
element concerns the need to strengthen the
national financial systems throughout Asia.>®

Central to each of the three IMF packages
summarized above was a set of measures to
strengthen the financial sector.’! Indeed, finan-
cial restructuring was "the heart of the pro-
gram" in Korea’? This
could be the silver lining
to the dark cloud of eco-
nomic disaster in Asia.
The crisis has provided
the impetus for Thailand,
Indonesia, Korea, and
other countries to adopt
some of the fundamental
principles of moderization and prudence that
every country's financial sector needs.

The following paragraphs summarize what
I consider to be the most important of those
principles. They fall into three categories —
central bank independence, modern interna-
tional banking standards, and rules and proce-
dures for handling troubled or insolvent banks.
My thesis, in a nutshell, is this: (i) a strong
national financial system will have a central
bank that is independent from short-term polit-
ical pressures, although ultimately accountable
to political authorities, (ii) commercial banks
should be required, under laws enforced by the
central bank as supervisor, to observe interna-
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tional standards on making loans, maintaining
capital, reporting operations, and the like, and
(iii) banks that faii should be restructured or
liquidated under strict and special rules that
protect depositors and penalize managers and
owners.>3 This last point will be discussed
first, because in the context of the Asian finan-
cial crisis, the issue of how to deal with bank
failures assumed the most immediate impor-
tance.

A. Bank Failures and Bank Bailouts

Bank failures, like failures in any other
type of business, are natural in an economy
based on private-sector activity; where private
persons are given an opportunity to succeed,
they will sometimes fail. But bank failures are
different from other types of business failures
in an important way: they can infect public
confidence in al/l banks, and in serious cases

can cause public panics, bank runs, and (if

uncorrected) a total meltdown of a financial
system. Indeed, the Asian financial crisis fea-
tured public panic and bank runs. The bank
runs "reached crisis proportions in
Indonesia,">* where in November, thousands
of people jammed around closed banks, having
lost confidence in them.>’

The risk of such bank runs, and the risk of
a systemic failure, is a key reason why a coun-
try typically will need special rules for han-
dling insolvent banks. Such rules serve what is
often called an "exit policy"® because they set
forth the grounds and procedures on which a
financial institution can be ushered out of the
financial system without endangering the
system as a whole.

All three of the IMF-led bailout packages
were made conditional on the establishment

and implementation of effective exit rules.5? In
fact, the closing of banks took on a very high
priority, as well as a high profile. For example,
fifty-six finance companies were ordered
closed in Thailand,>® and sixteen in
Indonesia.®® In Korea, fourteen merchant
banks and two commercial banks had their
operations suspended with orders to recapital-
ize and restructure.0 By early February, ten of
the merchant banks had been closed and all
others were given one month to devise survival
plans.5!

Taking such drastic action is both difficult
and necessary. It is especially difficult in Asia
because of the close government-business-
bank interconnections typical in most Asian
countries. These interconnections have been
called "too-cozy arrangements" between the
economic elites and the governments and
banks,%2 with government officials directing
banks to finance specific investments,® and
with banks therefore operating with implicit
government guarantees.% Such interconnec-
tions are especially strong in Indonesia, where
the family of President Suharto is heavily
involved in banks and big companies.®®

Despite the difficulty of taking tough
action against weak or insolvent banks, espe-
cially in Asia, it is absolutely necessary to do
so. Typically, a bank's financial troubles stem
from one of two causes: bad management or
inadequate governmental supervision of the
financial sector.%® In the first of these cases
(the second case is addressed in part HIB,
below), it is imperative to take immediate
action against the financially troubled bank by
taking over its management. Otherwise that
old management will, through further incom-
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petence or dishonesty, lead the bank even
deeper into trouble, to the detriment of deposi-
tors of that bank and perhaps to the risk of the
financial system as a whole.

What specific rules and procedures should
be put in place for handling financially trou-
bled banks? Based on work done I have in col-
laboration with others in several Asian coun-
tries, I suggest a legal regime with four main
features.

First, the law should provide (preferably
by a statute enacted by the parliament, but
alternatively in an administrative regulation
issued pursuant to such a statute) that the cen-
tral bank — or other official entity responsible
for bank supervision’” — is entrusted with
determining whether a bank is already insol-
vent or is in immediate danger of becoming
insolvent. Typically, "insolvency" of a bank
can take either of two forms. The first relates
to liquidity: a bank is insolvent if it is unable
to meet the demands of depositors and other

creditors in a timely manner. The second form

of insolvency is "book insolvency,"” which can
be expressed in two different ways: (i) the
bank's liabilities exceed its assets; or (ii) the
bank's losses are so big that they will use up the
bank's capital and reserves. These forms of
insolvency can be expressed in the following
statutory provision:
A bank is insolvent if one or more of the
following situations exist:
(a) the bank is not able to meet the
demands of its depositors or to pay its
obligations in the ordinary course of
business;
(b) the value of the bank's liabilities
exceeds the value of the bank's assets;

(c) the bank has identified losses that

are sufficient in amount to extinguish

the bank's capital and reserves.
These tests for insolvency — or the specific
calculations used in applying them — might
differ from those used in a country's general
bankruptcy laws. There is nothing wrong with
that. As noted above, banks are different from
other companies. Even in countries with well-
developed general bankruptcy laws and proce-
dures, it makes sense to have separate rules and
procedures to deal with financially troubled
banks, because banks have such a central role
in the country's economy.

Second, the law should provide that if the
bank is found to be insolvent or on the verge of
insolvency, the central bank will appoint a pro-
visional administrator, sometimes called a
"conservator." The conservator can be the cen-
tral bank itself, or it might be an individual or
a legal entity that meets certain prescribed
qualifications relating to experience, financial
resources, and neutrality. Immediately upon
being appointed, the conservator will assume
full control over the bank and will undertake a
comprehensive inventory of the bank's assets
and liabilities. Based on this information, the
conservator will, within a prescribed period of
time, report to the top authorities in the central
bank on the prospects for the troubled bank.
Specifically, the conservator will offer an
assessment of whether the troubled bank (i)
can be restored to health in its current form, by
taking specified drastic measures to improve
its operations, or (ii) should be placed in
receivership, for purpose of either restructuring
it (for example, by merging it with a stronger
bank) or presiding over its "winding down"
(full liquidation), in which the bank's assets
would be sold and the proceeds from that sale
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would be distributed among depositors and
other selected creditors. Indeed, any course of
action proposed by the conservator must be
aimed at protecting depositors and selected
creditors, and not the bank's shareholders or
former managers. The rights of the sharehold-
ers would be automatically suspended upon the
appointment of the conservator, and the old
managers would be either fired or demoted.
Third, the law should provide that if (fol-
lowing the conservator's recommendation) the
central bank selects the first course of action —
restoration to health in the bank's present form
— then the censervator will carry out a
detailed restoration plan. For these purposes
the law should grant broad powers to the con-
servator, including these: the power to hire and
fire bank staff and to reorganize the bank's
administration; the power to change policies on
lending, borrowing, and other operational mat-
ters; the power to sell assets, close branches,
accept new capital contributions, and change
the bank's charter. In some cases, of course,
the bank's existing shareholders might object to
some of the more drastic of these measures —
especially the bringing in of new capital, since
that would result in a dilution of their own
shareholder interests in the bank. There are at
least three responses to such a complaint: (i)
the existing shareholders are the ones responsi-
ble for bringing the bank to the brink of failure,
so they have no strong equitable claim to have
their interests protected; (ii) although the pro-
portionate rights of the old shareholders would
be reduced, those rights would now apply to a
much stronger bank that has more capital and
is more likely to survive; and (iii) if the new
capital (and hence new shareholders) were not
brought in, the probable outcome is receiver-
ship and liquidation, in which case the existing

shareholders would almost surely receive noth-
ing at all.

Fourth, the law should provide that if (fol-
lowing the conservator's recommendation) the
central bank selects the second course of action
— receivership — then a receiver will be
appointed for this purpose. Three key differ-
ences distinguish a receivership from a conser-
vatorship: (i) aims of the receivership, (ii)
powers of the receiver, and (iii) rights of the
shareholders. The aim of a receivership is not
to restore the bank but to extinguish it. Placing
a bank in receivership acknowledges that
restoration is impossible. Instead, the bank
must be liquidated. Such a liquidation can take
a variety of different forms, depending on what
ultimate outcome is most cost-effective in the
circumstances. One form of liquidation is a
purchase-and-assumption transaction, in which
a healthy bank (or perhaps more than one) pur-
chases the insolvent bank's assets and assumes
its liabilities — most importantly, the liabilities
to depositors. Another, more radical, form of
liquidation would require the gradual winding
down of the bank's business and distribution of
its assets. [In this case, the receiver would try
to collect on as many of the bank's loans as
possible, sell off the bank's physical assets,
prepare a list of claims against the bank, and
then distribute to the legitimate claimants the
proceeds of the loan collections and sales of
assets. The law should specify the priorities of
such a distribution. Typically, depositors
should have very high priority. If there is no
deposit insurance system in place — a situa-
tion, incidentally, that tends to make bank runs
more likely — the distribution of proceeds
from a liquidation should first favor small
depositors, then larger depositors, then other
creditors, perhaps with special priority for cer-
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tain creditors who advance bridge loans during
the receivership or who have secured interests.
In order to carry out these functions, the receiv-
er would have an array of powers even broader
than those of a conservator. In contrast, the
rights of the shareholders would be less than
those under a conservatorship. All such rights
would be extinguished by operation of law
upon the central bank's decision to place the
bank in receivership.

The four-point approach suggested above
for handling financially troubled banks has two
complementary aims: to protect the financial
system as a whole, and to protect the individual
depositors of the troubled bank. It is important
to emphasize again, how-
ever, that two classes of
parties are not protected:

Even for those banks that receive injec-

The aim of the IMF-led bailouts in Thailand,
Indonesia, and Korea was to provide funding to
the governments of those countries as a short-
term bridging mechanism, so that the economic
disasters they suffered in the latter part of 1997
would not become worse. Because those eco-
nomic disasters were caused in part by weak
banking sectors, the IMF-led funding has been
made available only on the condition (among
others) that Thailand, Indonesia, and Korea
undertake drastic reforms of their banking sec-
tors — and this includes putting in place exit
rules that will force insolvent banks out of busi-
ness and in that sense punish the owners and
managers responsible for their insolvency.
Even for those banks that
receive injections of new
equity capital or that are

shareholders and man- fions of new equity capital or that are  otherwise restructured

agement of the bank.

otherwise restructured and thereby

and thereby saved, the

Typically, they should sqved, the main beneﬁciaries are, and main beneficiaries are,

lose their interest in the
bank — that is, their
equity holdings or their
jobs — because they undertook the risk or
responsibility for the success or failure of the
bank. They should not be protected against the
consequences of their own bad investment
judgment or their poor performance. Instead,
they should be fully exposed to the competitive
forces of the marketplace. Otherwise, a prob-
lem of "moral hazard" arises: that is, a person
could reap the rewards from his or her actions
when things go well, but would not suffer the
full consequences when things go badly.

I raise this "moral hazard" point because it
bears on the rationale behind the Asian bailout,
and the apparent misperception that some peo-
ple have about who or what is being bailed out.

should be, the depositors

and should be, the depos-
itors. Their deposits will,
after such a restructuring,
be safer because the depository bank is
stronger.

Accordingly, I see no "moral hazard" asso-
ciated with the financial sector reforms that
have been forced by circumstances upon
Thailand, Indonesia, and Korea — assuming, of
course, that forceful exit rules such as those
outlined above are applied. The bank's old
shareholders and management will lose their
investments and their jobs.5?

On the other hand, what about the other
banks involved in the Asian financial crisis,
those international banks that made loans to
companies, banks, or governments in Thailand,
Indonesia, or Korea? Doesn't the IMF-led
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bailout funding reward them — or at least pro-
tect them against loss — despite their poor
judgment in lending to borrowers unworthy of
credit? This question has worried many com-
mentators, some of whom strenuously con-
demn the IMF-led Asian bailout on grounds
that it creates a "moral hazard" by merely

encouraging similar imprudent lending in the

future.”®

I favor taking a two-step approach to the
"moral hazard" problem regarding such inter-
national lending. The first step focuses on the
short term, and the second step takes a longer-
term view,

In the short term, a cost-benefit analysis
suggests that there was little choice but to
undertake the Asian bailouts. It does seem
likely that avoiding the "moral hazard" by let-
ting the economies of Thailand, Indonesia, and
(especially) Korea collapse would have taught
the international lenders a valuable lesson in
risk assessment; That would have been a ben-
efit. On the other hand, though, that benefit
might have come at a very sobering cost: the
contagion of collapse could have reached
beyond those three countries to infect Japan,
bringing down its economy and perhaps those
of other countries. Indeed, some risk of that
remains.

U.S. government officials have relied on
this "domino theory" in defending U.S. partic-
ipation in the IMF-led bailout efforts.”! As one
commentator has put it, "[t}his domino argu-
ment may be exaggerated, but testing it by see-
ing what would happen if the Asian tigers were
left to melt down would be the greatest roll of
the dice of the post-Cold War era."”2

IMF officials assess the short term “moral
hazard” problem as follows: "[t]he global

interest lies in containing and overcoming the
Asian crisis as quickly as possible, even at the
cost of some undesirable side effects."”3
Spelled out more fully, the position is this:

In effect, we face a trade-off.
Faced with a crisis, we could allow it
to deepen and possibly teach interna-
tional lenders a lesson in the process;
alternatively, we can step in to do
what we can to mitigate the effects of
the crisis on the region and the world
economy in a way that places some of
the burden on borrowers and lenders,
although possibly with some unde-
sired side effects. The latter approach
— doing what we can to mitigate the

crisis — makes more sense.”?

Officials from the Clinton Administration
have concurred in this view. The U.S.
Secretary of the Treasury testified in late
January that he "would not spend one nickel
for the purpose of protecting investors or
banks" but that "any action to force investors
and creditors involuntarily to take losses, how-
ever appropriate that might seem, would risk
serious adverse consequences" that could dis-
rupt the U.S. economy.”®

In the longer term, however, such bailouts
are dangerous and should be avoided. As one
commentator has observed, the IMF and its
bailout beneficiaries should, in principle, "pro-
vide the guarantees needed to keep current
creditors engaged while swearing that it is the
last time that such guarantees will be provid-
ed." In order for such a "swearing" to consti-
tute a credible commitment, of course, the IMF
or other international actors will need to take
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some definitive action toward preventing future
crises of the types that brought Thailand,
Indonesia, and Korea to their knees. One pro-
posal now being circulated is to establish lend-
ing curbs that would discourage the flow of
short-term loans across borders.”® So far, U.S.
officials have distanced themselves from such a
proposal,’”’ and IMF officials have called it a
“"controversial issue" that would have to be
studied carefully before adoption.”® Whatever
the fate of that particular proposal, however, the
challenge is clear: some way must be found to
help countries ward off future disasters like the
Asian financial crisis of 1997.

B. Imposing
International
Banking
Standards

Rationalizing
financial sector — by lig-
uidating the failed banks
and restructuring the
weak ones — can correct
some crucial immediate problems but cannot
assure the long-term health of the system. That
requires strong and effective bank supervision.
Typically, responsibility for bank supervision
lies with the central bank,”® and the following
paragraphs refer to bank supervision as a func-
tion of the central bank.

In dealing with the Asian financial crisis,
the IMF concentrated on stiffening the banking
standards. For example, under the IMF-sup-
ported reform program, Korea pledged (among
other things) (i) to set a timetable for all banks
to meet or exceed Basle standards on capital
adequacy,?° (ii) to strengthen accounting stan-
dards and rules to meet international practice

and require large financial institutions to have
their financial statements audited by interna-
tionally recognized firms,?! (iii) to force market
accountability by requiring financial institu-
tions to publish twice yearly key data on loans,
capital, and ownership, and (iv) to pass legisla-
tion consolidating the supervision of all banks,
including specialized banks and others, in an
agency with operational and financial autono-
my.$2
These specific examples fit into a compre-
hensive fabric of banking standards and super-
vision. A key lesson to be learned from the
Asian financial crisis is that this fabric of stan-
dards and supervision must be kept strong. In
this respect, I believe six
elements are especially

A key lesson to be learned from the important and should be

Asian financial crisis is that this  expressly addressed in

& fabric of standards and supervi-
sion must be kept strong

the legislation (or regula-
tions) governing a coun-
try's banking sector: (i)
licensing of new banks or
transfer of a bank's
shares; (ii) capital adequacy requirements; (iii)
insider lending and connected lending; (iv) for-
eign currency exposure; (v) accounting and
reporting requirements; and (vi) legal authority
to carry out examinations and impose correc-
tive measures.

Although selection of these six particular
elements emerges from banking law work I
have done in various Asian countries, these and
other elements find concise expression in the
recently-developed Core Principles for
Effective Banking Supervision prepared under
the auspices of the Basle Committee on
Banking Supervision.3 The following para-
graphs draw liberally on those "Core
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Principles" in explaining the points 1 believe
should appear in national banking laws —
especially in those of Asian countries follow-
ing the financial crisis of 1997.

First, the central bank should be given
broad and unequivocal authorization over the
licensing of a new bank and the transfer of a
bank's shares. The Basle Committee's "Core
Principles" state these points as follows:

Principle 3. The licensing
authority must have the right to set
criteria and reject applications for
establishments that do not meet the
standards set. The licensing process,
at a minimum, should consist of an
assessment of the banking organisa-
tion's ownership structure, directors
and senior management, its operating
plan and internal controls, and its pro-
jected financial condition, including
its capital base

Principle 4. Banking supervisors
must have the authority to review and
reject any proposals to transfer signif-
icant ownership or controlling interest

in existing banks to other parties.34

The justification for setting strict criteria for
the entry of a new bank into the system is sim-
ilar to the justification for applying tough
"exit" rules, discussed above in part I1IA: to
protect the interests of the depositors and the
integrity of the financial system as a whole.
Entry restrictions should not be used, of
course, to shelter poorly-run existing banks
from the rigors of new competition. However,
entry restrictions can provide important protec-

tion against a host of dangers, including incom-
petent or untrustworthy managers, inadequate
capitalization, sloppy lending practices, faulty
record-keeping, and the like. Strict control
over the entry of new banks is preventive in
nature, aimed at avoiding the need for later,
probably expensive, cures. Bank licensing
authority is therefore closely related to bank
supervisory authority, and for that reason I
believe both these functions should usually be
entrusted to a single institution — preferably a
central bank having the type of independence
discussed in part I1IC below. However, licens-
ing and supervisory functions would not neces-
sarily have to be placed in a single institution,
and the language of Principle 3 in the Basle
Committee's "Core Principles" reflects the
division of these two functions in some sys-
tems by referring to the "licensing authority."83

Once the bank is established, however,
responsibility for overseeing it must shift to the
supervisory authority. In that capacity, the cen-
tral bank must have power to review and, if
necessary, disapprove another method of
"entry" into the banking system: buying into
an existing bank. That is the subject of
Principle 4 quoted above. Even if a bank's
original owners and managers are honest and
competent, all that honesty and competence
could disappear if a pack of scoundrels pur-
chase a controlling interest in the bank.

The second of the six elements of banking
supervision that I consider crucial concerns
capital adequacy, which one source calls "the
most important, single element within bank
supervisory . . . systems."3¢ Capital adequacy
refers to the ability of a bank to face risks by
relying on amounts that have been paid in by
the shareholders, together with certain other

81

HeinOnline -- 7 Kan. J.L. & Pub. Pol’y 81 1997-1998



Head

reserves. One of the Basle Committee's "Core
Principles” focuses on this element:

Principle 6: Banking supervisors
must set prudent and appropriate min-
imum capital adequacy requirements
for all banks. Such requirements
should reflect the risks that the banks
undertake, and must define the com-
ponents of capital, bearing in mind
their ability to absorb losses. . . .

The explanatory text accompanying the "Core
Principles" elaborates on the importance of a
bank's equity capital:

(1]t provides a permanent source of
revenue for the shareholders and
funding for the bank; it is available to
bear risk and absorb losses; it pro-
vides a base for further growth; and it
gives the shareholders reason to
ensure that the bank is managed in a
safe and sound manner. Minimum
capital adequacy ratios are necessary
to reduce the risk of loss to depositors,
creditors and other stakeholders of the
bank and to help supervisors pursue
the overall stability of the banking
industry.

Capital adequacy ratios have received
much attention in the past decade, and the
widely accepted practice now has three main
elements: definition of capital; risk weights;
and prescribed ratios.?”

The definition of capital, though compli-
cated, may be summarized thus:3% a bank's
total capital consists of "Tier 1" capital plus

"Tier 2" capital. Tier 1 capital includes paid-up
share capital and disclosed reserves (for exam-
ple, retained profits and general reserves). Tier
2 capital includes several other kinds of
reserves, subject to strict limitations. The
objective underlying such a complex definition
of capital is to measure the funds that could
reasonably be regarded as available for
enabling the bank to bear risk and absorb loss-
es.

Appearing on the other side of a bank's
balance sheet from capital are the bank’s assets.
The notion of "risk weights" applies to those
assets. A bank's assets consist of cash, claims
on other banks, sometimes claims on other
countries (such as U.S. Treasury notes), and of
course loans that the bank has made to busi-
nesses or individuals. Some of those assets,
such as cash, present virtually no risk of loss in
value. Others, such as loans to the private sec-
tor, involve a substantial risk of loss; some of
the loans, for example, might not be repaid. A
graduated scale of "risk weights" by category
of asset (and certain off-balance-sheet items)
has been developed by the Basle Committee
and widely adopted,?® in order to measure the
overall risk that the bank's capital will need to
cover.

Having measured capital and risk, the final
step is to establish minimum ratios of capital to
risk. In the Basle Committee's words, "a
weighted risk ratio in which capital is related to
different categories of asset or off-balance-
sheet exposure, weighted according to broad
categories of relative riskiness, is the preferred
method for assessing the capital adequacy of
banks."® In other words, a bank's strength to
roll with the punches of a competitive market
can be measured by dividing its capital by its
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risk-weighted assets. It is that ratio — capital
to risk-weighted assets — that the central bank
should prescribe and enforce.

A typical capital adequacy requirement
would read like this: "Each bank must main-
tain a minimum ratio of total capital to risk-
weighted assets of at least 10%."9! The ratio
would be prescribed by the central bank, not
fixed by statute, and should be changed from
time to time as circumstances warrant.
Somewhat higher or lower ratios could be
applied to banks that are exceptionally weak or
strong, respectively, in other aspects of their
operations or management.

The third of the six elements of banking
supervision that I consider most important,
after licensing and capital adequacy require-
ments, relates to insider lending and large-
exposure lending. A bank engages in insider
lending (sometimes called "connected lend-
ing") when it provides loans to its own share-
holders, managers, or other employees, or their
relatives. A bank engages in large-exposure
lending when it lends a large amount of money
to one entity, or several entities related to each
other by share ownership.

Insider lending can eat the heart out of a
bank. In egregious cases, a bank's manage-
ment will permit loans to be made to large
shareholders on preferential terms — for
example, at a lower interest rate than usual, or
without requiring collateral for the loan. If the
borrower then fails to repay the loan on time,
the bank can find it difficult to press for collec-
tion. Eventually, such an unrepaid loan will, in
effect, amount to a permanent transfer of assets
from the bank to the borrower, at the expense
of the depositors whose funds were used to
make the loan.

The temptation or pressure to make such
insider loans should be resisted by statutory
provisions placing limits on the overall volume
of such loans and prohibiting preferential

terms.? Such a provision might read like this:

The maximum amount of credit
that a bank may provide to a bank
insider, including credit to any person
related to that bank insider, shall be
equal to 5% of the bank's total capital,
and the maximum amount of credit
that a bank may provide in the aggre-
gate to bank insiders and persons
related to bank insiders shall be equal
to 20% of the bank's total capital. The
terms and conditions on which any
such credit is provided shall be no
more favorable than those generally
applicable.

The term "bank insider" could then be defined
broadly to include "any shareholder, director,
officer, employee, or other person involved in
the ownership, management, or operation of a
bank." The term "related person" (or "person
related to") could be defined to cover not only
natural persons, such as a parent, spouse, sib-
ling, or child of a natural person, but also relat-
ed legal entities as well. Two legal entities are
related if one has a controlling ownership inter-
est in the other or if both are owned or con-
trolled by a third person or entity.

The definition of "related person” is also
important for the rules that a country's banking
law should have against excessive exposure to
a single borrower or group of related borrow-
ers. A typical provision on this point might
read like this: "The maximum amount of cred-
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it that a bank may provide to any one person or
group of related persons shall be equal to 20%
of the bank's total capital."> Without such a
provision as this, a bank might expose itself so
much to a single borrower or group of borrow-
ers that a single default could consume all or
most of the bank's capital.

The fourth of the six elements of banking
supervision that I consider most important
relates to foreign currency exposure. If finan-
cial institutions in Thailand, Indonesia, and
Korea had been subject to more stringent limi-
tations on foreign currency exposure, the eco-
nomic disaster hitting those countries in 1997
might have been averted. In Thailand, for
example, "[l]ocal banks borrowed in doliars,
converted to bahts, tacked 7[%] onto the rate
they had to pay, and pumped the money into
the economy."® Once the baht dropped in
value more than 7% against the dollar — it
actually dropped by over 50% between July
1997 and January 1998%° — the banks were in
trouble.

A statutory (or regulatory) provision that
could help prevent such troubles might read
like this: "A bank's foreign currency exposure
on an aggregate basis shall not exceed 20% of
the bank's total capital, and a bank's foreign
currency exposure in respect of any single for-
eign currency shall not exceed 10% of the
bank's capital.” An even more conservative
approach would be to disallow foreign borrow-
ing to fund domestic lending, leaving this risky
and speculative business to other entities that
play a less pivotal role in the economy than
banks do.

The fifth of the six elements of banking
supervision that I consider most important
relates to accounting and reporting require-

ments. Several of the requirements recom-
mended in the preceding paragraphs — for
example, those on capital adequacy — can be
enforced only if the banks provide accurate and
usable financial information on a regular basis.
The Basle Committee expressed this point as
follows:

Principle 21: Banking supervi-
sors must be satisfied that each bank
maintains adequate records drawn up
in accordance with consistent
accounting policies and practices that
enable the supervisor to obtain a true
and fair view of the financial condi-
tion of the bank and the profitability
of its business, and that the bank pub-
lishes on a regular basis financial

statements that fairly reflect its condi-
6

tion.?

The Basle Committee also emphasizes
two other related points that are essential: (i)
that the accounting standards used in preparing
reports "should be based on accounting princi-
ples and rules that command wide internation-
al acceptance” and (ii) that the financial reports
should be subjected to the scrutiny of an exter-
nal audit.%’

The last of the six elements of banking
supervision that | consider most important
concerns enforcement powers. The central
bank (or other institution responsible for bank
supervision) should be empowered by statute
to issue implementing regulations, to under-
take both off-site surveillance and on-site
examination of banks, and to take a range of
enforcement actions with respect to banks that
fail or refuse to comply with supervision
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requirements.’® These actions should range
from the issuance of a warning to the revoca-
tion of a bank's license. They should include
the power to impose fines, to issue cease-and-
desist orders, and to suspend or dismiss bank
management in extreme cases. As discussed
above in part IIIA, the central bank should also
have authority to impose a conservatorship or a
receivership on failing or insolvent banks. All
these powers should be enumerated in the
banking law of a country.

A vigorous application of these six key
elements of bank supervision — regarding
entry requirements, capital adequacy, insider
and large-exposure lending, foreign currency
exposure, accounting and reporting, and
enforcement powers — can strengthen any
banking system. Urging them on Thailand,
Indonesia, and Korea will help not only those
countries but also the rest of Asia as well.
China, Japan, and other economies also need to
strengthen their banking systems. Japanese
banks, for example, are reported to have "a
crushing burden of bad debts"®® that has
prompted the Clinton administration to urge
Japan to establish a tough plan to close failing
banks and restore confidence in the country's
financial system.!% According to one report,
"the nightmare that still haunts bankers and
executives around the world is the failure of a

large Japanese bank that provokes a run on

deposits."101

Avoiding such a nightmare will require
rigorous bank supervision, including the impo-
sition and enforcement of such international
banking standards as those 1 have mentioned
above. These measures will contribute to an
overall economic modernization, in which the
close "links between government, banks, and

enterprises” are reconsidered so as "to match

the requirements of a globalized world econo-
102

my.

C. Central Bank Independence

Next, I turn to one particular kind of link
between government, banks, and enterprises
that is especially important — the relationship
between the government and the central bank.
Although the IMF's response to the Asian
financial crisis focused more on the urgent
points raised above — dealing with failed or
troubled banks and strengthening bank perfor-
mance for the future through better supervision
— the issue of central bank independence also
received some attention. An element of the
Korean reform program, for example, is the
enactment of legislation providing for central
bank independence.!®

What is meant by central bank indepen-
dence? The Chairman of the U.S. Federal
Reserve Board described it recently in offering
suggestions for avoiding economic disruptions:
"central banks need to be independent, mean-
ing that their monetary policy decisions are not
subject to the dictates of political authori-
ties."1% That is the nucleus of central bank
independence. In the following paragraphs, I
shall elaborate on that description and recom-
mend several specific methods for promoting
central bank independence.'%

It is first necessary to consider what a
modemn central bank is and what it is supposed
to do.'% Typically, it is a legal entity, created
by statute, having its own capital, wholly
owned by the government, but operated by a
board of directors responsible for running the
central bank in a commercially prudent man-
ner, while carrying out the functions entrusted
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to it. Those functions can usually be divided
into two categories: one primary function and
a handful of secondary functions.

The primary function is, or should be, to
promote price stability. High rates of inflation
— or, put differently, rapid drops in the pur-
chasing power of the currency — can rob peo-
ple of their savings, can make their business
dealings risky and difficult, and can undercut
their economic life generally. Countless times,
runaway inflation has drawn countries into
economic misery or even political chaos.
Hence, in recent years, the trend has been to
place price stability at the top of the list of
duties placed on central banks.'®” To promote
price stability, a central bank typically has at its
disposal several instruments of monetary poli-
cy. These include the authority to set discount
rates, impose reserve requirements on banks,
and conduct open market operations.

A central bank typically has other func-
tions as well.'9® First, the central bank usually
serves as banker, agent, and adviser of the gov-
ernment. This includes serving as a depository
for government funds (although the govern-
ment should be free to place deposits with
other institutions as well), acting as the gov-
ernment's fiscal agent for various purposes,
and rendering advice to the government on
monetary and financial affairs. Second, the
central bank usuatlly is authorized to hold and
manage the foreign exchange reserves of the
state, and to carry out foreign exchange regula-
tions and controls. In many cases, a central
bank also bears responsibility for foreign
exchange policy more generally, including the
establishment and management of the country's
exchange system — the mechanism by which

the external value of the currency is to be deter-
mined.

Third, the central bank often serves as the
supervisor of financial institutions, or at least
those financial institutions that carry on the
business of banking.!%® This supervision does
not amount to instructing or influencing banks
as to what loans to make to whom. Instead,
banking supervision entails imposing and
enforcing rules of the type discussed above in
part HIB, to guard against dishonesty and to
promote prudent management of the bank's
resources, including the depositors' funds.
Fourth, the central bank also has another func-
tion directly affecting the commercial banks:
to serve as lender of last resort. This means
that the central bank stands ready to provide
credit to banks, subject to strict limitations on
terms and amounts, in case of a temporary lig-
uidity shortfall. Lastly, the central bank is
often authorized to issue the country's curren-
cy.

In order to perform these functions effec-
tively, the central bank needs substantial inde-
pendence from short-term political interests.
This is especially true in respect of the primary
goal of price stability. Many studies, though
not all, have suggested that greater central bank
independence yields more monetary stabili-
VALY

In discussing central bank independence,
numerous authors have asserted that in order to
determine just how much or how little inde-
pendence a central bank really has in practice,
one cannot rely entirely on the formal legal
structure — the provisions in the written laws
governing the central bank — but must also
take into account various political and informal

realities.'! I do not dispute this assertion.
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However, the statutory provisions can always
serve as a basis for central bank independence,
and as a ground on which a central bank can
resist undue pressure from short-term political
interests. Therefore, it is important to examine
several key statutory provisions designed to
grant autonomy to the central bank, and I
believe the IMF should press for legislative
reforms along these lines in Thailand,
Indonesia, Korea, and other countries.

One set of provisions aimed at promoting
central bank independence concerns the
appointment and service of central bank gover-
nors and directors. Typically, the terms of
office for these persons should be relatively
long — at least five
years, and preferably as
much as eight years.!!2
To avoid the impression

merely a department of
the executive branch of
government, the appoint-
ment authority should not
rest entirely with the executive branch but
should instead provide for input frofi other
sources, such as the legislative branch.!!?
Dismissal of such officials from their posts
should be possible only in exceptional circum-
stances, and not at the whim of the govern-
ment.'"* Nor should the government be able to
reduce the salaries of such officials during their
term of office.!!’

A second set of provisions aimed at pro-
moting central bank independence concems its
financial status. The central bank should have
its own capital and should have the authority to
place some portion of its net profit into a gen-

Most Americans have only a faint
that the central bank is understanding of what the IMF is
and does

eral reserve fund to offset future losses that
might occur.}'6

A third set of provisions aimed at promot-
ing central bank independence places limits on
central bank credit to the government. These
might be "the most relevant of institutional
guarantees of central bank independence."'!?
The limitations can take several forms. Central
bank lending to the government should (i) be
limited in amount, (ii) be limited in duration,
(iii) be collateralized with adequate security,
and (iv) carry market-based interest rates.!!8

What does all this have to do with the
Asian financial crisis? 1 believe the crisis in
Asia could have been averted, or at least mini-
mized in its impact, if
Thailand, Indonesia, and
Korea had followed
before 1997 the policies
and practices summa-
rized above — effective
exit rules to handle trou-
bled or insolvent banks,
internationally-accepted
banking supervision standards, and central
bank independence. Moreover, I believe that
embracing such policies and practices now, not
only in those three countries but elsewhere as
well, can help avoid or minimize future finan-
cial crises.

IV. U.S. Participation in Bailouts —
Serving American Interests at a
Bargain
Many Americans spoke out against U.S.

participation in the IMF's "bailout" of the

Asian economies.!'” This final section consid-

ers those objections. [ conclude that they are

largely misguided because they either (i) mis-
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understand the financial relationship between
the [MF and the United States (and other mem-
ber countries) or (ii) underestimate how U.S.
participation in the IMF-led bailouts serves the
interests of the United States.

A. The United States and the IMF

Most Americans have only a faint under-
standing of what the IMF is and does. One
commentator might not have been exaggerat-
ing in saying that "[n]inety-nine point nine per-
cent of Americans have a vague notion of what
the IMF is and have a wrong impression about
the US financial role in the IMF."'2® While so
big a subject cannot be tackled in a short arti-
cle, I do want to explore one specific aspect of
the IMF: the relationship it has with the United
States. My aim is to explain why U.S. mem-
bership in the IMF — and thus the IMF's pro-
vision of bailout financing — does not involve

any significant cost to U.S. taxpayers, contrary

to what some Americans seem to believe.!?!

The IMF has been described recently as a
credit union for countries.’?2 That is reason-
ably accurate. One of its purposes is to provide
short-term balance-of-payment loans to its
members when they need help getting over a
temporary economic downturn.!?> With such
financing available, a country should not have
to resort to the behavior that had proved so
harmful in the period between World War I and

World War Il — namely, exchange controls

and currency devaluations.?4

In order to have the funds necessary to
provide short-term financing to its member
countries, the IMF requires each member coun-
try to place funds on "deposit"!2* with the IMF
in a prescribed amount.'?® In return, the mem-
ber receives certain entitlements referred to as

Special Drawing Rights (SDRs), the interna-
tional reserve asset created by the IMF in
accordance with the First Amendment to its
Charter in the 1960s.'27

In the case of the United States, the value
of the funds it has so deposited with the IMF is
about SDR 27 billion,'?® equivalent to about
$36 billion as of mid-1997.'2° That transaction
does not amount to a contribution or a bud-
getary expense. Instead, "[t]ransactions
between the United States Treasury and the
IMF are, by definition, monetary exchanges
through which the United States receives an
international reserve asset comparable to a
convertable foreign currency. These monetary

exchanges are not budgetary receipts or expen-

ditures."130

The deposit of funds by the United States
with the IMF entitles the United States to bor-
row from the IMF, not only in the amount of
the deposit but up to three times that amount,
or even more in exceptional cases.!3! The
United States has not had to borrow from the
IMF in the last few years, but it did take advan-
tage of that opportunity as recently as 1978.!32

The biggest borrowers from the IMF in the
past two decades have been the less-economi-
cally-developed countries. In providing short-
term financing to those borrowers, the IMF
often disburses U.S. dollars.'33 The IMF pays
interest to the United States on the dollars so
lent.!3* During most of the 1980s, for exam-
ple, when IMF lending was high because of the
debt crisis,'3° the United States enjoyed a net
gain of $628 million per year on the amounts it
held in the nature of deposits at the IMF.!36

In short, U.S. membership in the IMF con-
stitutes not a spending of funds collected from
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the U.S. taxpayer'3’7 but rather a holding of
reserve assets in a form that earns a net return
for the U.S. taxpayer. As the U.S. Treasury
Secretary expressed it recently: "over the past
fifty years, our contribution to the IMF has not
cost the taxpayer one dime. There are no bud-
get outlays. Our contribution does not increase
the deficit, or divert resources from other
spending priorities."!38

It could be argued that IMF membership,
though not involving an expenditure of funds,
does impose one kind of cost — opportunity
cost. The United States might be able to earn
higher returns by holding more of its reserves
in other assets, such as yen or deutschemarks,
or high-quality debt instruments denominated
in those currencies, and holding correspond-
ingly less of its reserves in SDRs. In doing so,
however, the United States would reduce its
entitlement to borrow from the IMF and would
face more exchange risk than it does in holding
SDRs, which are valued on the basis of a bas-
ket of strong currencies.!3°

Parking some of the country’s reserves in
the IMF strikes me as a smart thing to do, given
the interest we earn on them and the entitle-
ments and influence our participation triggers.
Besides, if IMF membership were ever seen to
be contrary to U.S. national interest, the United
States could withdraw from the organization
entirely, in which case the dollars placed with
the IMF would be returned to the United

States.140

B. Serving the U.S. National Interest

The preceding paragraphs offer reasons
why U.S. participation in the IMF bailouts —
and indeed U.S. membership in the IMF more
generally — carries no real price tag to the U.S.

taxpayer. While that point is not unimportant,
given the misimpression that some Americans
seem to have in that regard, it does not tell
what benefits the United States can expect to
gain from supporting the IMF in its Asian
bailouts. That is the matter addressed in these
closing pages.

I believe it is in the national interest of the
United States to participate in IMF-led bailout
packages for Asian countries in crisis for at
least four related reasons.

First, as discussed at some length earlier in
this article, the conditions attached to the IMF
financing require strengthening of financial
systems in those countries. The significance of
these strengthening measures will not be lost
on other countries in Asia. Indeed, perhaps
this is the biggest lesson to be learned from the
Asian financial crisis: an economy can crum-
ble almost instantly if its government permits
commercial banks and other financial institu-
tions to conduct business on a fast-and-loose
basis, flaunting internationally-established
norms and making loans on non-commercial
criteria. This is a lesson that cannot be ignored
by Japan and China, the two economic power-
houses in the region.

Second, the IMF conditions also include
relaxation of restrictions on foreign trade and
investment in those countries,!4! a goal U.S.
businesses and negotiators have worked
toward for several years. As one writer has put
it, "many experts believe that one of the most
far-reaching consequences of the Asian finan-
cial crisis will be a greatly expanded American
business presence in Asia."!42

Third, economic collapse in any Asian
country — especially Indonesia which has the

world's fourth-largest population,'*3 or Korea
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which has one of the world's largest
economies!4 — is bad news for the rest of
Asia and potentially for the rest of the world.
The U.S. economy relies heavily on U.S.
exports, including those to Asian countries.'4?
Dramatic drops in the values of Asian curren-
cies, like those seen recently in Thailand,
Indonesia, and Korea, can put U.S. export per-
formance at risk. Economic and financial
reforms designed to strengthen the Asian
economies should help restore the confidence
necessary to stop further erosion in currency
values, and thereby help guard against further
loss in U.S. exports and the jobs they produce.
Those same economic and financial reforms,
and the stability they can bring, will likewise
help U.S. direct investment in those countries.
In short, U.S. economic well-being depends
importantly on Asian economic well-being,
thus effective economic reforms in the Asian
countries at risk will help the United States. To
stand on the sidelines and watch our trading
partners suffer economic meltdown would be
senseless. As explained in part IlIA of this
article, it does make sense to let imprudent pri-
vate sector entities, including banks and other
companies, suffer failure at the hands of a com-
petitive market. However, the health of a
national economy as a whole is important
enough to justify our support — conditional, of
course, on the undertaking of reforms that will
make repeated support unnecessary.

Fourth, other values the United States
wants to promote — including, for example,
the protection of environmental resources,
labor standards, and human rights — are
served better in the long run by financial sta-
bility and growth than by instability and eco-
nomic depression. Hence these non-economic

interests are also served by helping stem fur-
ther economic disaster in Asia. Some critics
claim that the IMF should have given more

attention to these non-economic interests than

it has done in arranging the Asian bailouts.!4

I question that. For one thing, I doubt it is pos-
sible to incorporate requirements on these
complex and controversial non-economic sub-
jects into the reform programs being supported
by the IMF.'47 Even if it were possible to do
so0, I question the competence of the IMF to
handle these issues. In sum, I consider it more
appropriate for the United States to pursue
those interests by other means. Hence, U.S.
participation in the IMF bailouts is not, in my
view, fatally flawed by the lack of "environ-
mental conditionality"'4® or pressure on other
non-economic matters.

All four reasons identified above apply
equally to both indirect and direct U.S. partici-
pation in the Asian bailouts. By indirect U.S.
participation, I refer to U.S. membership in the
IMF. However, recall that for two of the three
countries involved, the United States promised
direct support as well — $3 billion in the case
of Indonesia and a portion of the $22 billion
amount available to Korea on a contingency
basis.'¥® It is not clear that any of these direct
payments will in fact need to be made.
Whether or not they are made, 1 believe com-
mitting the funds serves the national interest of
the United States for an additional reason: it
give credible evidence of direct American con-
cern for the well-being of our Pacific Rim
neighbors and allies. Just as the special rela-
tionship the United States enjoys with Mexico
was solidified in late 1994 and early 1995
when, in the face of extreme pressure on the
peso, the United States provided Mexico with a
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$20 billion loan'5% — which was repaid earlier
than agreed or expected'S! — likewise
American relationships with Indonesia and
Korea can only be helped by American will-
ingness to provide direct financial support to
those countries. | believe the United States
should have offered similar direct financial

support to Thailand.!?
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