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A Few Ruminations on the IMF and the Asia Crisis

Joseph Stiglitz has sharply criticized the tight monetary policy that the IMF allegedly imposed on three East Asian countries during the crisis of 1997-98.  The facts seem to support the IMF.

George Fane, “Monetary and Exchange Rate Policies in Indonesia, Malaysia and Thailand”, Australian National University, 25 February 2005:
“In the first nine months of the crisis [November 1997 through July 1998], Bank Indonesia (BI) completely lost control of base money.  [McLeod (2003: 305–306)] The then governor of BI has argued that President Suharto was responsible for this loss of monetary control (Djiwandono, 2004). Be that as it may, BI did achieve its monetary targets in the second half of 1998 and inflation then stabilised, the exchange rate appreciated and interest rates, after rising sharply but briefly, quickly subsided.”
Djiwandono, J. Soedradjad (2004), Liquidity Support During Indonesia’s Financial Crisis, Bulletin of Indonesian Economic Studies, 40 No.1 (April), 59–76.

McLeod, Ross H. (2003), Towards Improved Monetary Policy in Indonesia’, Bulletin of Indonesian Economic Studies, 39 No.3 (December), 303–324.

---------------------------------------------------------------------------------------------------------------------
Michael Mussa and Miguel Savastano of the IMF defend the IMF approach to monetary policy during the Asian Crisis:

“In Thailand and Korea, where the IMF advice on monetary policy was followed after some initial hesitation, exchange rates were stabilized and subsequently recov​ered to more reasonable levels, and nominal interest rates were then progressively reduced to below precrisis levels...  In Indonesia, monetary policy was tightened only briefly before massive injections of liquidity to banks facing deposit runs, along with policy switches, political uncertainty, and social unrest, led to a massive 80 percent depreciation of the rupiah and to widespread default on private sector debts.”

Mussa and Savastano argue that in none of these countries did experience diverge from previous empirical evidence on the relation between monetary policy and the exchange rate, and conclude:

“All things considered, the notion that in the context of the Asian crisis, easings of monetary policy would have induced exchange rate appreciation is just nonsense.”

“The IMF Approach to Economic Stabilization,” International Monetary Fund Working Paper WP/99/104, July 1999, page 27
---------------------------------------------------------------------------------------------------------------------

Even if the restrictive monetary policy promulgated by the IMF during the Asia crisis was appropriate, we should not conclude that the usual Mundell-Fleming open-economy macroeconomic model is ideal or even adequate.  In particular, it does not account for the possibility of corporate insolvency.

A recent study by Christiano, Gust, and Roldos frames the issues by asking simply whether a monetary-policy-induced cut in interest rates will cause output and employment to increase or decrease.  The authors identify two basic forces that work in opposite directions:

· With lower interest rates, the values of the domestic assets held by companies will be higher.  This will improve the balance sheets of these companies, and thus will ease their collateral constraints.  Thus, their access to trade credits and working capital will be enhanced.

· On the other hand, with lower interest rates, there is a tendency for further depreciation of the currency, which the authors confirm in their numerical simulations.  The depreciation of the currency will then make the collateral constraint on domestic companies bind tighter, as the foreign-currency value of their domestic assets goes down.

These cross-cutting forces have been identified in a number of other recent studies.  For Christiano, Gust, and Roldos, the question of whether the economy will benefit on balance from looser monetary policy hinges on two issues:

· How much could the economy make use of additional short-term trade credits from abroad, if the collateral constraint becomes less binding?  These trade credits are used to finance the importation of intermediate inputs used in production.  If there are strong frictions that impede resource reallocation in the economy, then the economy may find it difficult to exploit the additional trade credits.

· How large in the unhedged foreign indebtedness of domestic companies?  If their foreign debt is substantial, then even a relatively small depreciation of the currency will make the collateral constraint strongly binding, so that additional trade credits may not be available anyway.

The complexity of this framework allows it to be studied only through numerical simulation.  The authors find that there are situations in which interest rate cuts lead to expansion of output and employment, if the foreign debt is small and if there are not strong frictions to resource reallocation.  However, if the foreign debt is large and such frictions are present, lower interest rates may actually lead to a contraction of output and employment.

Lawrence J. Christiano, Christopher Gust, and Jorge Roldos, “Monetary Policy in a Financial Crisis,” National Bureau of Economic Research Working Paper No. 9005, June 2002.

