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Executive Summary

I

n most East Asian countries, corporate sectors have suffered from a financial crisis-induced economic downturn. The problems of highly leveraged firms were triggered by collapsing asset values (equities and real estate, especially), sharp rises in liabilities (due mainly to unhedged foreign exposure and high domestic interest rates), and big declines in aggregate demand. The net result? Dwindling creditworthiness for most firms and outright insolvency for many. In Indonesia, for instance, two-thirds of all corporations are reckoned to have significant debt-servicing problems in 1998. Balance sheets of banks have been battered by similarly large shocks. As well as their own unhedged foreign borrowing and interest rate exposures, banks have suffered from the sharply worsening state of corporate borrowers. Higher provisioning has hurt income. Faced with tighter prudential guidelines, their own weakened financial positions and widespread uncertainty, banks have become risk averse. Typically, in financial crises, banks prefer to hold safe assets, and have reduced credit to viable companies.

Domestic demand (both private consumption and investment) has collapsed in many countries and has not been offset by more public spending. A brisk pick-up in exports after the hefty depreciations has not materialized, in part because regionally many economies are in deep recession. In the major export industries, East Asian firms are operating at lower capacity and with fewer workers than last year. Current-account adjustments have been massive, mainly through a sharp reduction in imports, and came more rapidly than anyone expected. Capital flows have collapsed and, where available, the cost of international capital has skyrocketed.

Systemic restructuring is needed

Governments have begun to restructure their corporate and banking sectors—mainly aimed at improving the enabling environment and rebuilding confidence. This is scarcely enough, given the systemic nature of the problems. Tools adequate to restructure banks and corporations in normal times are not sufficient in systemic crises. Experience of other countries with equally large (or even smaller) problems suggests that to avoid a protracted period of limited lending, slow economic growth and continuing uncertainty, a comprehensive and credible approach to resolving financial- and corporate-sector difficulties is required. This includes an active role for government—in analysis, providing fiscal resources, adopting the necessary legal and regulatory measures and setting the overall framework. Recognizing this, specific systemic bank and corporate restructuring plans are being considered in many East Asian countries. 

With multiple and, sometimes, competing goals

These programs have both short-term and long-term goals. The more immediate aim is to reverse the vicious circle of collapsing aggregate demand, loss of confidence in financial systems, and the corporate-sector credit crunch 

by revitalizing financial sectors, initiating financial- and corporate-sector restructuring consistent with macroeconomic recovery, and providing a macroeconomic stimulus. Further down the line, the financial sector must be strengthened through better governance, increased efficiency and competition, and market-based protection of financial systems. Corporate sectors, too, need rejuvenating—also through better governance, more competitiveness, reduction of debt-equity ratios, and developing deeper and broader securities markets. The challenge for policy-makers is to ensure that corporate- and financial-sector restructuring minimizes costs to taxpayers, leads to competitive real and financial sectors, and minimizes the chance of another crisis. 

Altogether, a complex undertaking 

This is not an easy problem to solve. Policymakers need to look at it from various angles.

· Links with the macro-economy. Financial restructuring depends importantly on the speed at which macro-stability can be achieved, since this will not only determine the viability of firms, banks and other financial institutions, but reduce uncertainty. Yet, macro-stability will require progress in financial and corporate restructuring.

· Institutional constraints. Limited institutional development in East Asia, particularly in resolving weak and insolvent financial institutions and reorganizating corporations, complicates separating healthy firms and terminal cases. Yet, putting in place the necessary legal, regulatory, tax, and most important, the organizational and human capacity will take time.

· Sequencing. Financial-sector and corporate restructuring have obvious links: good companies mean good banks, (and vice versa), so successful bank restructuring and successful corporate restructuring are intimately linked. Initiating only one may create risks, for example, early bank recapitalization may create (further) moral hazard and undermine any operational restructuring of corporations. 

· Short-term vs. long-term.  Not all short-run interventions help long-term strengthening of financial systems and corporate governance. To achieve financial stability, for example, blanket guarantees on banks and financial firms’ liabilities may be attractive; yet these increase moral hazard and limit government freedom in dealing with financial distress.

· Political economy. Political and social constraints often inhibit rapid reform. Restructuring involves allocation of large losses and redistribution of wealth and control, directly through restructuring assets and liabilities and indirectly through taxation and wage and employment adjustments. Countries will need to go through an extensive social and political decision process to make these difficult choices.

Leading to questions of design

A number of questions must be answered in designing programs:

· What is most successful in restarting and enhancing credit flows and economic activity in the short run? 

· What short-run measures best support necessary long-run changes in the financial sector and in corporate financing and governance? 

· How can healthy corporations be separated from insolvent ones, and viable banks from the unviable? Who should be the lead agent of change?

· What role do governments need to play in systemic restructuring? Should distressed assets be managed centrally, under government mandate, or be left to private institutions?

· At what speed should regulatory and legal reforms be introduced? Should credible capital adequacy targets be adopted quickly? Or is supervisory forbearance better?

· Beyond improving the enabling environment for restructuring, what other steps should governments take to promote corporate restructuring?

· What is the preferred sequencing of bank and corporate restructuring? And how does this relate to macroeconomic policies? Is it possible to accelerate corporate restructuring ahead of restructuring that of banks? What are the trade-offs between allocating scarce resources to bank restructuring and other fiscal needs, such as safety nets?

· How can capital assistance by government to banks and corporations best support private-sector efforts in strengthening capital? 

· What degree of burden sharing is necessary? And how much should be borne by corporations and financial institutions?

Experiences of other countries, including some in Eastern Europe, Latin America, and Scandinavia, suggest several important principles for successful systemic restructuring, not only for East Asia but for other developing countries. Systemic restructuring, a lengthy process, requires sufficient public resources, and deep changes in institutions, rules of the games and attitudes. An early and systematic evaluation of the size of the problem, an overall strategy, and prompt action can help limit economic and social costs. The approach needs to be comprehensive and credible and repair the immediate flow and stock problems of weak and insolvent banks and corporations. Segregation of non-performing loans from bank balance sheets to loan recovery agencies can be useful in easing the stock problem of banks. But it has risks. The government might have to provide capital to viable banks, but this should be done in such a way as not to undermine incentives for private-sector equity injections. Also necessary are extraordinary measures to accelerate the operational restructuring of corporations to return banks (and corporations) to profitability and sustained solvency. This in turns means effective loan workouts and properly structured loss absorption that also take into account the links between financial- and corporate-sector restructuring. 

As part of the changes in legal and regulatory frameworks, exit policies and procedures (for corporations, banks, and other financial institutions) need to be revamped and strictly administered. Capital adequacy targets should also be strictly enforced—forbearance is a very risky and costly policy—but have to be meaningful. More broadly, regulatory changes need to balance the need for fundamental reforms with realism and political support. Given the lengthiness of the process, provision of sufficient liquidity is necessary both at the individual corporate and at the national level (including through financial relief, both domestic and external).

Experience also suggests that systemic restructuring is difficult to design and often leads to moral hazard problems. The appropriate design will depend on country circumstances, including the macro-economic environment, the fiscal and external financing situation and quality of the institutional framework. While there is no single blueprint, it is clear that integrated and comprehensive solutions are necessary. Existing institutional weaknesses in East Asia probably rule out some options. In particular, it is unlikely that a private, bank-led approach (where banks are recapitalized and take the lead in corporate restructuring) will be enough to either resolve corporate-sector problems or lead to the desired medium-term changes in corporate financing and governance. It is also obvious that more centralized, government-led approaches have many risks. Complementary approaches are necessary, where third parties are closely involved in restructuring of individual corporations and determining financial relief, possibly with across-the-board, short-term mandatory measures. And in some countries resolving losses in corporations and banks is not the key short-term priority. Rather, it will be to restore some financial intermediation to help revitalize real-sector activity, particularly the export sector. Critical in all countries will be building the social and political consensus necessary to carry programs through. Systemic restructuring involves the allocation of losses, redistribution of wealth and control, and decisions on who will bear the costs. Government, existing shareholders of banks and corporations and, foreign investors should fairly share the burden. But to what degree? Inevitably, this will be a key political and social issue.

After briefly reviewing the origins and dimensions of East Asia’s financial crisis, this paper points to lessons and principles from cross-country experience with systemic restructuring. It then discusses how these lessons may be applied in East Asia, what tools might be used, and what areas are particularly challenging. The paper makes clear that, while there are general principles, circumstances differ greatly among countries—both in the size of the problems and in the degree of freedom government has in raising financing to defer some costs of restructuring. Indonesia, for example, has big problems in its corporate and financial sectors, as well as high public external debt. It has also the least-developed institutional framework for resolving troubled corporations and banks. In Korea, problems in the financial and corporate sectors are large, but it has a much smaller burden of public debt and much better institutional capacity. At the same time, linkages between Korea’s corporate and financial sectors are more extensive and run much deeper, and 

the loss of going-concern values from poor corporate management is potentially much larger. In Thailand, problems are more concentrated in the real-estate sector, where worries about loss of going-concern values are much less. Malaysia has a relatively smaller external debt than other East Asian countries, but greater exposure to real estate and stock markets. 

Approaches will thus differ by country. In Korea, poorly managed and severely distressed banks will likely not play much part in corporate restructuring in the short-term. There, the major task is to set in motion an alternative process that will lead to more robust corporate financing and governance with more outside shareholders, while minimizing loss of value from poor management or lack of working capital, including trade finance. In Thailand, removal of real-estate loans from bank balance sheets will greatly help banks resume lending, and the institutionally better-developed banks may also be expected to play a big part in corporate restructuring. In Indonesia, the issue will be to segregate stock losses of the past from any new lending. Ring-fencing and isolating severely distressed banks and corporations, while focussing on re-establishing some financial intermediation through core banks, will be essential. In Malaysia, if real-estate and stock-market problems are segregated from bank balance sheets, there is much more scope for banks to help manage corporate-sector problems.

(
Financial and Corporate Distress in East Asia 

Structural weaknesses of the corporate and financial sectors 

In recent years, East Asian corporations were more highly leveraged than those in other countries (see further World Bank, 1998a). These high levels of debt went hand-in-hand with low profitability, suggesting that banks and other outside investors did a poor job of monitoring corporate management. Typically, banks did not apply modern credit-risk analysis and management techniques, and credit tended to flow to borrowers on the basis of close relationships with bank owners and to favored sectors, rather than on fundamentals, such as projected cash flows, or recoverable collateral values. Banks had poor governance and internal management, inadequate control of risks and, in some countries (Indonesia, Korea, and Thailand) many financial institutions were undercapitalized. Faced with little information, and often having links with bank borrowers, bank owners exercised little control over management and in some places, notably Korea, government interference was significant. Banks had inadequate disclosure and transparency and most banks had very limited internal interest rate and exchange rate management systems. In case of non-payment, banks had little means to force corporations to repay and debt restructurings often involved little more than extraordinarily long reschedulings, suggesting that asset quality was already a big problem, even before the crisis. Non-bank financial institutions (finance companies, merchant banks, investment and trust companies, securities firms, leasing companies, life insurance companies, and so on) had many of the same weaknesses. In general, non-banks were feebly supervised and financed many risky investments, particularly in real estate. Moreover, non-banks were often controlled by corporations, such as the large chaebols in Korea, which added to the problem of financing on non-market terms. 

These weaknesses in the corporate and financial sectors were compound by those in securities markets which lacked depth and breath, with few, good quality institutional investors to be a reliable source of funds. With weak regulatory systems, capital markets neither sufficiently monitored corporate behavior, nor diversified risks that were piling up in the banking system. 

Underlying institutional weaknesses. East Asia’s financial systems implicitly protected poorly performing firms by continuing to provide loans. Besides the failure of owners to discipline management of, particularly, state-owned, banks, incentives for prudential banking were weak. This included inadequately designed (and, anyway, scarcely enforced) lending limits, and asset classification systems and loan-loss provisioning (which fell far short of international standards), and no clear exit policy for troubled financial institutions. East Asian countries had huge holes in their regulatory, supervisory, accounting, auditing, and disclosure frameworks and practices. The quality and disclosure of information and financial statements were often unreliable or simply out-of-date. And enforcement was pitifully weak. 

And an unholy trinity. In East Asia links between banks, corporations and government were widespread. In Korea and other countries, the state historically played a big part in setting interest rates and determining allocation of resources. In Indonesia and Thailand, many of the same families or groups that controlled banks also owned major corporations, introducing distortions into allocation of resources and dangerously concentrating risks. Financial liberalization with inadequate supervision often played into this unholy trinity. In Korea, for instance, offshore borrowing by merchant banks, often controlled by chaebols, was liberalized, while foreign direct investment and portfolio flows were restricted. Chaebols, through merchant banks they controlled, rapidly built up short-term foreign exchange borrowings, while maintaining a competitive advantage over foreign investment in domestic markets. 

Restructuring has only just started. Since the crisis, East Asian countries have closed or merged some insolvent or weak financial institutions. Processes have been introduced for dealing with insolvent banks and non-banks, while the capital positions of others are under review. In a few countries, governments are trying to attract new capital from existing or new shareholders. Stakes in a few financial institutions have been sold to foreign investors. Governments have helped financial institutions by taking over some bad loans, including through newly created agencies, and providing other types of balance-sheet support. To restore (at least some) investor confidence, several East Asian governments have also issued formal guarantees to depositors and creditors, including external creditors, so limiting the burden to them of financial restructuring. These guarantees mean that governments have become de facto owners of insolvent financial institutions. Many East Asian countries are taking a market-based, case-by-case approach to corporate restructuring—including operational restructuring, allowing foreign investment, asset sales, new equity issue, and debt restructuring. Governments are also taking steps to deepen and broaden capital markets to attract outside capital.                 

But these are hindered by many factors. As well as the financial crises, countries have to deal with the related issues of foreign exchange crises and macro-destabilization, along with a general and regional, and, perhaps, global economic downturn. Complicating government efforts, however, are institutional deficiencies, many of which contributed to the crisis in the first place. These include weak institutional frameworks for bank and corporate restructuring and resolution. As a result, closing down individual, insolvent financial institutions has further damaged confidence in the financial system. Witness Indonesia, where the process of closing of insolvent financial institutions, far from instilling fresh confidence in the banking system, caused panic as depositors feared losses. Deposits were pulled from private banks and put into state and locally based foreign and offshore banks. Corporate workouts in the region are also hampered by lack of skills in restructuring, poor legal infrastructure, and untested court procedures.

Box 1

What is restructuring?
Restructuring, as used in this paper, refers to several, related processes: recognizing financial losses; restructuring financial claims; and operational restructuring of corporations and banks. In cases of systemic restructuring, in tandem with these restructuring processes, the institutional framework for the financial and corporate sector undergoes major changes. 

Recognition involves the allocation of existing losses. Losses can be allocated to shareholders—by dilution, to depositors and external creditors by reduction of (the present value of) their claims, and the government, that is, the public at large through increased taxes, expenditures cuts or inflation tax. Restructuring of financial claims can take many forms: reschedulings (extensions of maturities), lower interest rates, debt-for-equity swaps, debt forgiveness, indexing interest payments to earnings, and so on. Operational restructuring, an ongoing process, includes improvements in efficiency and management, reductions in staff and wages, assets sales (for example, reduction in bank branches), enhanced marketing efforts, and so on with the expectation of increased profitability and cash flow.

Restructuring will have to vary by individual bank or corporation. One, conceptually useful classification of corporations can be those that are profitable in the medium-term, those that can not cover their financial costs, and those that cannot cover their financial, labor and material costs. The first probably do not need financial relief, the second are candidates for financial relief, while the third are candidates for liquidation. Of course, projected medium-term profitability will be depend on the intensity of operational restructuring and on the overall economic conditions.

And unlikely to be sufficient. Pursuing these market-based, solutions would limit the burden on taxpayers, reduce the likelihood that governments will end up as primary owners of corporate, and may help deepen capital markets. But while the magnitude of the problem and the speed with which it can be resolved is debatable, most people think that these efforts alone will not lead to a quick resolution. On the corporate side, debt must be massively reduced through asset sales, debt-for-equity swaps, debt forgiveness, and new equity. But, there will likely be lack of new equity—domestic and foreign—in the next few years, without which corporations will remain exposed to shocks. For many firms, financial solvency is unattainable: about one-third of East Asian firms cannot service their debt, given current exchange and interest rates (Table 1).

Non-performing (that is bad) loans in East Asia’s banking systems are estimated at 10-40 percent of total loans, implying ratios of non-performing loans to GDP of 10 percent to 40 percent. If distressed assets held by other financial institutions (insurance companies, investment funds, and so on) are included, these estimates would be pushed even higher. While some assets can be recovered (and some costs of restructuring will be borne by the private sector), most debt will be a fiscal liability and the cost will be high. The total fiscal cost of Chile’s 1982 banking crisis was 41 percent of GDP, compared to, for example, today’s private sector estimates of 30 percent for Thailand and 22 percent for Malaysia today. Of course, these costs can be deferred 

Table 1
Situations differ greatly among countries



Total external
debt/GDP
Domestic
credit/GDP
Non-performing loans/total loans*
Fraction of 
firms with debt-servicing
difficulties**

Indonesia 
181
75
30-40
64.8

Korea 
45
165
20-35
40.8

Malaysia 
66
165
20-30
4.6

Philippines 
80
78
10-15
16.3

Thailand
78
155
20-35
22.9

Memo:





Chile, 1982
72
26
35.4 (18.4***)
n.a.

Mexico, 1994
40
79
36 (12***)
n.a.

    * Current private sector estimate or official figure after the crisis; 

  ** Fraction of firms estimated to have debt servicing difficulties under current interest and exchange rates;

*** Official figure at the time of the crisis

Source: JP Morgan, 1998 (first two columns), World Bank 1998a (third column), and Claessens et al. 1998b (fourth column). Numbers for Chile and Mexico are from Aiyer (1996) and Larrian (1989) respectively.

through issuance of government bonds, with interest payments on the bonds estimated to be between 3 and 6 percent of GDP annually.

And add to the credit crunch. While aggregate liquidity is tight, it is not as limited as credit has become even for creditworthy borrowers, especially small and medium-sized companies. Potentially viable East Asian corporations cannot attract sufficient external financing. Liquidity that is available has often gone to debt rollovers to weak corporations and increased purchases of government securities and other safe assets. Many factors contrived to create the credit crunch, including depositors shifting money to more secure (often state-owned) banks or offshore. But, even when kept onshore, funds were not necessarily available for lending to sound companies, as governments intermediated liquidity from stronger to weaker financial institutions. Banks have become more risk-averse in light of the large uncertainty and the general economic decline, with resulting poorer prospects for corporations’ profitability and cash flows. More stringent prudential regulations, especially more rigorous (sometimes higher) capital adequacy requirements—albeit not always enforced, have further squeezed bank lending. 

Some countries are worse off than others. There are large differences between crisis-hit East Asian countries, both in the size of the problems and the degree of freedom governments have in deferring some costs of restructuring (see Table 1). Indonesia, for example, is carrying high external debt in its corporate and financial sectors, as well as the public sector. It also

has the least-developed institutional framework for resolving troubled corporations and banks. In Korea, problems in the financial and corporate sector are large, but it has a much smaller burden of public debt, and much better institutional capacity. At the same time, linkages between Korea’s corporate and financial sectors are more extensive and run much deeper, and the going-concern value lost from poor corporate management is potentially much greater. In Thailand, on the other hand, problems are more concentrated in the real-estate sector, where concerns about loss of going-concern values are much less. And Malaysia has a smaller external debt burden than other East Asian countries. Thus, there is no single cure-all for the battered economies of the region.
(
Systemic Restructuring:
Principles and Necessary Conditions
Financial-sector restructuring

Experiences in other countries point to clear processes and principles for systemic restructuring of financial systems—the short-term, containment phase while the crisis is unfolding, and rehabilitation and restructuring, including establishing an institutional framework for a sounder financial system. 

First Things First

Contain the crisis with lots of don’ts. Financial-sector crises concentrate minds, but provide little opportunity to reflect. Nevertheless, especially in the early stages of any crisis, there are crucial choices to be made. In the containment phase, international experiences offers a clear guide to the steps to be taken even if they are mainly negative ones: don't provide on liquidity an on-going basis to a bank until you are satisfied that oversight is more than adequate, don't close a bank in the middle of a systemic crisis until there is a credible systemwide policy on resolution; don't announce a blanket deposit guarantee, if depositors are merely running to quality within the system; and don't act aggressively, except in the context of a coherent and workable contingency plan. 

Stop the flow of bad financing and stop looting. For starters, it is important to stop the flow of new financing to bank borrowers in default and limit new lending to insolvent institutions. Managerial and shareholder incentives suddenly shift for a financial institution when it becomes insolvent: managers have no incentive to run the institution on a viable basis and their actions often speedily drain away resources—including liquidity support from the central bank. This was disastrously demonstrated in Venezuela in 1994 and in Thailand in 1997, where large-scale liquidity support—10% of GDP—was extended to finance companies that turned out to be black holes of insolvency. Similarly, the central bank of Indonesia extended vast amounts of credits to weak banks, in some cases exceeding bank equity several times over. In the process, the monetary base was expanded and losses on these credits had to be shouldered by the government (that is, the taxpayer). And, in Korea, banks continued to extend emergency (or so-called bankruptcy avoidance) loans to financially crippled corporations as late as early 1998. All of which shows there is no reason to extend liquidity support to bankrupt banks, non-banks and corporations. When a crisis hits, it may seem that a few more months of forbearance can do little harm. Wrong. Experience shows that costs increase, as happened in East Asia, when authorities were unable (or unwilling) to stop transfer of resources out of financial institutions that had long ago turned insolvent. Intense regulatory oversight is needed to stop what amounts to looting by managers and owners. 

Do not necessarily suspend, but do impose limits. It is often not feasible nor economically sensible to close or suspend a large segment of the financial sector. Abruptly closing banks in a climate of widespread uncertainty can prompt depositors to flee further and faster from banks. It also disrupts relationships between banks and borrowers, shutting off new lending or inducing borrowers to stop servicing old loans. Nor should authorities resort to the quick fix of giving guarantees to depositors and creditors, to stem the loss of confidence. This limits their maneuverability in the future. And guarantees might not be credible anyway if the problems are big enough and the government lacks the resources and capacity to back them up, as happened in Indonesia where a depositor run turned into a currency panic. So, if wide-scale suspension is not the right answer, what is? Preferably, a legal and institutional infrastructure—for prompt corrective action and for intervention in insolvent institutions—is in place before a crisis to provide clarity on any intervention, including the priority of claims and procedures for transferring performing loans. Short of that, failed banks cannot be allowed to return to “business as usual” without adequate capital, as was the case in East Asia nor should shareholders be indemnified against losses. Countries should rather appoint a conservator or hammer out contractual arrangements, whereby the government holds some of the capital for a transitional period. 

Systemic restructuring with public support is necessary

Without systemic and accelerated restructuring, involving government financial support in most East Asian countries, the problems in the financial and corporate sectors are unlikely to be resolved, and foreign investors enticed back in. The problems are too large and run too deep. Insolvent banks will face incentives to gamble or will sharply reduce lending in an attempt to build up capital. Undercapitalized, the financial system will remain dysfunctional. Prompt action and large up-front investments by the public sector—through bank recapitalization—may lead ultimately to lower costs as the moral hazard of repeated bailouts may be avoided and, more generally, as there are large benefits in getting credit flows and economies moving again. These interventions need to be preceded by some fundamental reforms, however, and be guided by principles drawn from the experiences of other countries.

Act promptly, be comprehensive and credible. Fast action is an essential ingredient for success. In many cases, piecemeal solutions were adopted. Japan, for example, tried for almost a decade (and failed) to resolve its financial-sector difficulties through a policy of low interest rates, and hiding the real losses in its financial system. Prompt action on financial-sector restructuring is also necessary to maintain credit discipline for borrowers. In some countries, borrowers have adopted the attitude that their creditors are less likely than they are to be around in the future, thus reducing their incentive to repay, even when they can.

Fixes, such as increasing lending margins or an inflation tax to restore profitability and recapitalize banks, don’t work. Some banks in East Asia tried but only reduced the demand for financing and the number of sound firms able (or willing) to pay the higher costs. Such cases most often led to severe costs to the economy and to financial development. In Korea, for example, limits on deposit rates in the past helped spawn a “curb” market, later formalized in non-bank financial institutions and trust-accounts of commercial banks, which have added to financial instability.

Box 2
Forbearance: Never? If ever, when? And how? 

Forbearance can be structured—that is, adopted as a policy measure and applied to the whole financial sector. It can include lower capital adequacy requirements, more lenient tax treatments, tax breaks, lower reserve or provisioning requirements, more lenient accounting standards and practices, guarantees on bank assets or liabilities (or both), and lower interest rates on liquidity support. Forbearance can also be implicit—that is, authorities turn a blind eye to violations of laws, standards and regulation by either individual banks or the entire banking system.

Forbearance is not just a developing-country issue. It has been applied in industrial countries, too. For example, in the debt crisis of the 1980s, some international banks were allowed to make less stringent provisionings for impaired sovereign claims (otherwise the banks would have to be declared insolvent). During the 1930s depression in the United States, banks continued to operate even though many were technically insolvent.

In the late 1980s, before finally recognizing the extent of problems in the savings and loan industry, United States’ regulators adopted several forbearance techniques. These included the government depositing funds in failing S&Ls in return for a net-worth certificate, which could then be treated by the S&L as regulatory capital. Although this policy helped S&Ls deal with the effects of (then) very high interest rates, the long-term, and unintended effect was for regulators and S&Ls to look only for forbearance solutions to the problem. Other forbearance measures did nothing to change that kind of thinking. And the final cost of forbearance was enormous.

Developing countries have had much the same (bad) experience with forbearance. In the Philippines in the 1980s, regulatory forbearance contributed to the banking crisis, as well as more directed credits, corruption, and macroeconomic deterioration. Even when banks were clearly on their knees, they were not closed. Provisioning regulations were regularly waived, and banks were directed to lend to weak companies. In the end, both commercial banks and the Philippine central bank had to be recapitalized.

Because of dangers of its misuse, some propose that forbearance be forsworn completely. Others argue that it has a useful role in special circumstances—in cases of systemic shock faced by otherwise sound financial institutions and where economic recovery looks imminent. While banks should plan for shocks, they say, no banking system can be immune to the once-in-a-lifetime shocks as observed in East Asia. If used, they agree forbearance should be accompanied by stringent standards, realistic targets and implementation periods, and strict enforcement with prompt and transparent action in case of violation. And all agree it should never be applied to banks where existing owners were wholly or partly responsible for the bank’s present situation. 

Forbearance on capital adequacy targets is most often a big mistake. Most countries saw their problems multiply when banks and other financial institutions were allowed to ignore or violate prudential rules (see Box 2). Capital adequacy ratios are not something that should be up for discussion or compromise. Rather than lower ratios or allow violations, banks could be given instead tax and other relief on loan-loss provisioning to increase retained earnings and boost capital and, possibly, public support. Allowing entry by foreign banks and foreign investors can also be a quick way to raise bank capital.

Have a vision. A coherent realistic and sector-wide medium-term approach to the problem, steadfastly applied, is crucial. In a systemic crisis addressing only the problems of a handful of the most severely affected institutions will not do. Unless credible action encompass all (or most) financial institutions that are ailing or failing, market uncertainty may be heightened, rather than reduced. Asset prices will continue to languish or fall further. And without a credible policy, which people believe will work, government can become vulnerable. Systemic bank restructuring needs to be driven by an well-articulated, medium-term vision for the financial (and corporate) sector. This needs to be developed by the government in collaboration with the private sector. Private-sector involvement, both domestic and foreign, is essential, not only for design but to help restore confidence. This vision should cover, among others things, the role of various financial institutions in providing financial services, so as to allow greater and fairer competition and so create a more stable financial sector. It also needs to consider the concentration of the sector, for example, how many banks and of what size are expected to (or should) emerge from restructuring. Too many banks can reduce franchise value, and so undermine stability. Also, what part are foreign investors to play both in ownership of financial firms and financial assets? And, where is restructuring in the real sector expected to lead—in ownership and governance of firms, and the links between the financial and corporate sector? All of this will take several years to complete but markets will demand early on the development of a coherent, credible and articulated strategy.

Have a dedicated focus for the restructuring process. Developing a medium-term approach begins with diagnosing (the size of) the problem, which means rigorously monitoring and scrutinizing all financial institutions, including detailed portfolio reviews by reputable outside (preferably international) auditors. It must be given immediate focus, and high-level attention. This means forming a dedicated, top-notch crisis team to coordinate the government’s response to the crisis. The team should develop specific basic operating assumptions and principles to tackle the crisis and develop an immediate agenda and the general scope and direction of the next steps. While most governments in East Asian have started down this road they need to step up the pace. Most pressing is greater empowerment of a single restructuring agency—whether in the central bank, ministry of finance or elsewhere—to avoid gaps and conflicts in approaches and actions. In Korea, for example, while the Financial Supervisory Commission is formally in charge of 

restructuring, it still must consult extensively with other bits of government (including the ministry of finance, the central bank, and presidential advisors) a slow process which belies the urgency of the situation. 

Rehabilitation and restructuring plans of individual banks and financial firms can be given more credibility and integrity with, for example, the participation of independent parties, including internationally recognized experts. More generally, there is a need for more third-party inputs and technical assistance at various stages of restructuring. These include diagnostic audits of financial institutions, loan work-out skills to create viable restructured assets, and investment banking skills to sell restructured assets. In many East Asian countries, adequate safeguards have also not yet been built in during the evaluation and decision making, and transparency has been limited. This hardly restores the confidence of investors and depositors. For instance, when (stronger) Korean banks acquired five weaker banks in July 1998, the market reacted adversely as details on the government support for the acquiring banks were limited.

Use public resources as necessary, but don’t bail out banks, and do change management. Government instinctive reaction to a crisis is to allocate too few public resources. Unsure of the amount of help available, financial institutions tend to hide the true extent of their problems. Existing and potential shareholders will not put up new capital as they are uncertain about the capacity of the government to provide loss protection. More generally, it undermines confidence of depositors and investors. In short, countries need (or must be perceived) to have large enough public war chests to deal with the large costs. For the near future, this will also require more-developed domestic government bond markets. 

Public-sector capital injections are not (or should not be) a bail-out of existing shareholders. Rather the aim is to allocate losses transparently and minimize costs to the taxpayers, while preserving incentives for infusion of new private capital. Corporate and bankruptcy laws establish seniority of claims and the order in which they can be written off, with equity top of the list. Thus, where a bank (or corporation) is still solvent but in dire need of debt relief from creditors or public support, existing shareholders’ equity (and so their voting power), should be diluted, but not completely eliminated. Correspondingly, where the bank (or corporation) is insolvent, claims of shareholders and subordinated debtholders should be written down completely before public money is forthcoming (unless the government is responsible for the bank’s or corporation’s losses). In some of the most comprehensive bank restructurings (in 1995 in Argentina, for instance) shareholders, non-depositor creditors, and sometimes depositors sustained losses, without much affecting overall confidence in the restructured system.

In the past, many countries, including some in East Asia (Thailand in 1983-87 and Indonesia 1994), chose not to—for which they eventually paid. They resolved their financial crises, in part, through partial or full public bail-outs, which reinforced the perception of an implicit government guarantee on

deposits and other bank liabilities, to the detriment of market discipline. In some cases, bank management, at least partly responsible for the problems, was not even changed as part of the restructuring, which further undermined incentives for prudent behavior. The lingering effects of such policies contributed to the present crisis in East Asia. 

More generally, most bank recapitalizations in developing countries using public resources failed, with one recapitalization following another. Efforts mainly fixed balance sheets, with little attempt to correct the underlying problems. Repeated recapitalization led to moral hazard; with an implicit government guarantee there was little incentive for prudential banking. Hungary, for example, had to recapitalize its banks several times before it got it right. Venezuela repeatedly restructured its banks. Even industrial countries have not been immune to recurrent recapitalizations—for example, France’s Credit Lyonnais in the 1990s. Mergers can help but only where they make commercial sense to the acquirer. Merging two weak banks will compound the problem making the bigger bank a bigger problem down the line. Reprivatizing banks hastily is a no-no. Look at the experience of Mexico in the early 1990s and Chile in the late 1970s.

Restructuring can strengthen financial discipline by allocating losses not only to existing shareholders, but (at least some) losses also to creditors and depositors who should have been monitoring the bank. Allocating losses to creditors or depositors will not necessarily lead to a run on the banks or end in contraction of aggregate money and credit, and output. In past crises, most notably the United States (1933), Japan (1946), Argentina (1980-82), and Estonia (1992), governments imposed some losses on depositors and there were little (or no) adverse macro-economic consequences nor flight to currency (Box 3). Economic recovery was rapid and financial intermediation, including household deposits, was restored within a short time (Figure 1). Financial discipline was further strengthened when management, deemed to be part of the problem, was changed as well, and banks were operationally restructured. Similarly, rapid withdrawals of deposits at a few small banks in Argentina in early 1998 reinforced financial discipline and provided authorities with useful information (see World Bank 1998b).

Figure 1
When Depositors Absorb Losses
Estonia (1992), Argentina (1980-82), Japan (1946), and USA (1933)
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Box 3 

Lessons from systemic restructuring and burden-sharing

In some past crises—notably in Estonia (1992), Argentina (1980-82), Japan (1946), and United States (1933)—governments adopted a more or less common approach. First, policymakers undertook a comprehensive program of financial restructuring. Next, regulators restored public and investor confidence by demonstrating that institutions still in business were solvent and well capitalized; measures to signal this included injections of (private) capital into marginally solvent banks and relicensing procedures in cases where bank solvency crises affected much of the financial systems’ assets and deposits (in the United States, for example). Old, partly distressed, assets were separated from new assets, and existing depositors absorbed losses. In some cases, new deposits were ranked senior to pre-crises obligations. This allowed viable financial institutions to maintain existing deposits to fund existing assets, while attracting new deposits to fund profitable new investments, thus facilitating restructuring. To limit the public’s desire to shift from deposits to currency, the relative return on deposits was correctly priced. Finally, the time during which deposits of insolvent banks were frozen was kept to a minimum; a complete deposit freeze or a lengthy workout would have increased flight of depositors to currency, or other substitute assets.

Seek private contributions. Government can help clean up banks’ balance sheets in various ways—rehabilitating assets, loss-sharing, reducing debt, and injecting new capital (Box 4). The way in which it is done will matter. As much private-sector information that is available should be used in deciding on the options. Wherever possible undercapitalized banks should seek private capital at the same time as public support is offered. Those banks that choose not to participate on the terms offered will either be sound or, (more likely), have weak portfolios with private owners not willing to put up new capital and should be closed down. In all cases, assisted banks should be required to draw up an acceptable business plan, verified by third-parties, that covers capital restructuring and operational restructuring to reduce costs and improve profit prospects without taking on additional risks. Adequate safeguards, of course, are needed to ensure that banks do not subsequently become undercapitalized—tight and regular monitoring and supervision, on-site and off-site.


Put in place supportive fundamental reforms. Resuscitating financial systems must be done in tandem with other fundamental reforms—initially strengthening prudential regulation, adopting internationally accepted accounting, auditing and financial reporting standards and practices, and toughening compliance and regulation (see further World Bank 1998b). And then forging all the institutional and legal tools to resolve failed institutions and dispose of their assets (see Box 5).

Box 4
Different Kinds of Support to Banks

Asset rehabilitation involves swapping impaired assets for cash or bonds. These will be at market prices (less, possibly substantially less, than book value). Even so, these swaps will improve capital adequacy, liquidity, the ability to make loans and can reduce funding costs. Risk‑weighted capital ratios improve because the swap, generally, replaces risky loans with low-risk investments, such as government bonds or cash. 

Loss-sharing arrangements can take various shapes. They might be proportional, or the bank could take the first hit up to a certain amount, with the government covering subsequent losses according a sliding scale. Loss sharing could also be for a limited period, say three or five years. Put-back options, interest guarantees and options to buy back assets could be used to structure loss sharing. The loans to be covered and loss-sharing could be based on an (aggregate) assessment of the distribution of expected loan losses under different economic scenarios by sector. For example, commercial real-estate loans may have more favorable loss-sharing arrangements than home loans, with corporate loans somewhere in between. 
Liability reductions involve writing down creditors’ claims, which improve capital‑to‑assets‑ratios and potential profitability, without raising additional equity. While some East Asian countries have given creditors a blanket guarantee, it may still be possible to write down the some creditors.

Equity purchases by government, subordinated debt, or unrequited injections of cash or bonds (negotiable or non‑negotiable) will also immediately increase net worth, improve capital ratios, liquidity, and potential profitability. If asset values and corporate earnings are temporarily low, but will recover as the economy strengthens, support through (temporary) government capital injections may make sense. This would follow the model of the Resolution Finance Corporation in the 1930s in the United States, where a systemic economic collapse threatened banks. Temporary government support through purchases of preferred stock allowed viable banks to survive. Self-selection incentives were built in, with private shareholders needing to come up with their own capital. But the 1930s scheme was successful, largely because falling asset values were outside the control (and responsibility) of banks, and many banks were solvent conditional on the economy improving. Incentives to gamble with depositors and lenders’ money were low, partly because deposit insurance was limited. Anyway, opportunities for high-risk, high-reward investment were few and far between.

Where governments give support through purchase of preferred stock, they might forego dividends for some time to boost banks’ income. Options to put-back private equity stakes to the government at certain prices and options to buy the government stake could be used to balance burden sharing. Subordinated debt convertible into equity if not repurchased by the bank within a specified time (or in the event of financial problems or managerial ineptitude) can be used to protect the government from banks’ inability to service the debt (by allowing government to intervene). Such contingent clauses can also be a powerful incentive for owners and management to rehabilitate the bank as quickly and effectively as they can. Governments can finance equity, subordinated debt and cash injections by selling government paper in the market, or inject bonds, which banks can sell for cash. The main drawback of unrequited cash or bond injections is, of course, that the government does not have any ownership or control rights.

Granting government loans or placing deposits will also improve bank liquidity and provide an opportunity for the bank to buy unimpaired assets. This does not immediately increase capital, however, nor does it improve capital ratios because assets and liabilities increase by the same amount. Moreover, unless the bank has new, fit-and-proper owners and managers or is under air-tight supervision, there is a real danger that the old-style investment mentality will resurface—that is, investing funds in risky assets, as their gamble on recovery.

These reforms have started in East Asia (see World Bank, 1998a), but they are hardly complete. Banking supervision, for example, falls short of international best practice; and even now, few bank regulators in East Asia are truly independent. With closer bank monitoring in future, pre-determined procedures and corrective actions are also needed for early intervention and resolution where banks and financial institutions are distressed but not insolvent. The aim would be to put them on a sounder footing and avoid insolvency, closure or forbearance, all of which are costly. Most East Asian countries fall far short of this ideal. Indeed, some still allow dividend payments by undercapitalized banks (in Japan, for example).

Corporate restructuring

A crushing burden of debt is a major reason for the deep and widespread crisis in East Asia’s corporate sectors. A substantial (and increasing) part of this debt are now problem loans. Lowering it is essential to corporate revival and reducing vulnerability to future shocks. That means debt restructuring along with operational restructuring, both of which are, in turn, critical to successful financial-sector restructuring and the key to restore economic growth. So far, most restructuring (such as it was) has been through reschedulings and socialization of losses. This is not equitable, efficient or enough. It has to be done at the individual corporate level and debt restructuring will need to differ for each corporation. In state owned firms, key in the short-run will be to preserve asset values. This means market-based prices for inputs and outputs, and not allowing arrears to build up on supplies to other corporations. Redesigned regulatory systems will need to ensure proper behavior of (quasi-competitive) utilities. A short way down the line, state enterprises can be privatized, which will help the financing of fiscal deficits and help deepen capital (especially equity) markets. For small and medium-size enterprises,

Box 5
The necessary legal framework for systemic restructuring

Rebuilding the legal system (at the same time that the banking system and corporate sector are being restructured) means establishing: 

· transparent forms of ownership that clearly define liability of borrowers; 

· judicial and alternative dispute resolution procedures to enforce contracts; 

· a modern regime of secured lending, including the possibility of secured interests in all forms of property, as well as accurate, maintained and publicly available registries for all properties used as collateral; and 

· procedures and institutions to permit foreclosure on collateral in a timely and efficient manner. 

Without such solid legal foundation, any systemic bank restructuring, no matter how successful it appears, will stand only until the next banking crisis. 

Source: Margery Waxman (1998).

across-the-board rescheduling of principal or interest (or both), may be necessary in the short term, as well as special financing schemes.

Fix the environment for corporate restructuring. The most difficult cases are large heavily indebted private enterprises. For these, the trickiest challenge is to prevent potentially viable enterprises from going out of business due to lack of credit (or justifiable financial relief) or working capital. The main elements of sustainable corporate restructuring are broadly fourfold: improving the enabling environment; developing the institutional and legal framework for restructuring; enhancing capacity for restructuring; and a greater role for capital markets. 

Improve the enabling environment. Given the weight of corporate overindebtedness restoring viability cannot be done without workouts with creditors—debt maturity extensions, debt-equity swaps, debt forgiveness, and so on. All East Asian countries have recently tried to ease enterprise restructuring by improving the enabling environment (including better accounting, financial reporting and disclosure standards, speedier bankruptcy and foreclosure procedures, and changes in taxation and accounting rules), but they are still far from international best practice.

Other measures include liberalizing foreign investment rules, revamping merger and acquisition policy, opening up markets, and further tax reforms. Investment in financial and corporate sectors has been liberalized in most East Asian countries. Foreign investment can provide much-needed capital and expertise. Tax and regulatory changes to facilitate debt-to-equity conversions and ease asset sales are underway in some countries, with Thailand the most extensive so far. They should be expanded to include, for example, deferring tax on gains from corporate mergers and non-cash acquisitions. Past losses of a company acquired by another should be allowed against the tax bill of the acquirer. Likewise for an entity formed by the merger of a healthy with a troubled corporation. Tax relief for debt restructuring should also include cases where debtors sell assets and use the proceeds to service debt. Most often, these changes are long overdue and should rationalize tax systems and make them conform to international best practice. Over the medium term, biases in the tax treatment of debt versus compared to equity need to be redressed.

Enhance framework for corporate restructuring. While these changes will help restructuring individual corporations, the scale of the problems warrants workouts outside formal reorganization and bankruptcies procedures which can be costly and time consuming. Following Mexico’s examples, some Asian economies are moving toward voluntary, out-of-court procedures, rather than legal, in-court procedures. In Korea, for example, principles and procedures have been adopted for inter-creditor negotiations, stipulating, for instance, the percentage of creditors (measured by size of debt) needed to agree on a 

restructuring plan, and the conditions for standstill and rescheduling claims. It also establishes an arbitration committee to assist with workouts and to adjudicate disputes among creditors. Similar processes, based on the so-called London rules, are being adopted in Indonesia, Thailand and Malaysia. The snag is that restructuring has only just begun in earnest, and these frameworks are untested. These frameworks also may need to have more legal backing to avoid small creditors obstructing the negotiations and holding out for more generous treatment. And the thornier question of foreclosure of collateral—essentially land and real estate which may take years to realize—has yet to be resolved. 

Enhance the capacity of various agents. Despite the parlous state of East Asia financial systems, banks are expected to play a big part in restructuring corporations. In Korea, for example, a lead bank has been appointed for each of the 700 or so corporations ripe for restructuring. It won’t be easy. Many East Asian banks lack capacity even in credit analysis (their past lending shows), much less experience in debt rescheduling and corporate workouts. Few banks know how to manage equity investments which they will acquire as a result of debt-equity conversions. Corporations have equally limited skills in financial restructuring. For example, with the exception of the top five, Korea’s chaebols have little or no experience in dealing with financial advisors. The number of corporations likely to require restructure is daunting, and the task has scarcely begun. In Thailand, for instance, only 4 percent of corporate debt had been restructured as of mid-July 1998, a full year after the crisis broke. Some assistance is being provided for outside advisors and development of local capacity—but this will take time.

Expand the role for capital markets. The damage to balance sheets and profitability of corporations will require stronger, deeper and broader capital markets if they are to fulfill their expected role and help fund massive recapitalization needs. Capital markets development to help corporate restructuring has been accelerated through regulatory changes. To allow for the transfer of converted equity from banks’ balance sheets, Korea, for example, has allowed special-purpose vehicles to hold equity resulting from debt conversions. Secondary markets can help bundle and securitize (distressed) loans, and thereby improve banks’ liquidity. Laws allowing asset-backed securities have been adopted in Korea and Thailand. But more proactive governments steps are needed to fully develop such markets.

In the medium term, deeper capital markets in East Asia will create more balanced and stable financial systems and improve corporate financing and governance. More mature capital markets will also allow financial innovation, disintermediation of banking systems, and convergence of listing requirements and other practices with global standards. The increasing overlap between banking and capital-market activities implies East Asian countries will have to focus more on regulation and supervision consolidated under one umbrella agency. There is considerable scope in East Asia for developing institutional

investment—mutual funds or unit trusts, insurance companies, pension funds and so on.
But this may not be enough. Even with these elements in place, reliance exclusively on the market to solve the corporate sector problems may take too long. So far, few corporations are actually being restructured. In addition to the lack of relevant experience in the countries and the difficulty in determining economic prospects and asset values, debtors and creditors are waiting for better times and more public support. The dispersion of claims and interests among many creditors makes coordination difficult and creditors and equity-holders do not want to recognize losses.  As investors await economic and policy changes, little restructuring occurs. Bigger sticks and carrots are likely needed to ensure that actual corporate restructurings take place. A variety of complementary initiatives may need to be employed. More aggressive options are being considered for some East Asian countries. Designing the (unavoidable) government involvement in such approaches will be tricky: government bail-outs of non-viable corporations must be avoided, the level of concomitant fraud must be minimized, and restructurings should track market-based principles. 

Choose the agent leading the restructuring 

Success with operational and financial restructuring of corporations starts with valuing assets in distress properly. The true market value of loans should be recognized early on—using international principles and verified by independent parties (accountants and auditors)—and loss provisions made accordingly. It will also be wise to sell assets quickly. Warehousing problem assets in the hopes of obtaining higher prices later may not prevent prices from tumbling since the future supply of assets will likely be discounted in current prices. This is especially so for real estate, where fire-sale prices need not imply an economic loss of value. Selling assets rapidly establishes floor prices that will promote a speedier recovery from the economic crisis. In the United States, the Resolution Trust Corporation, the rescue vehicle for failed S&Ls, sold most of its $450 billion assets within three years.

The next step is choosing the right agency to lead the corporate restructuring. This choice will determine not only the depth and sustainability of restructuring, but also the medium-term financing and governance structures of the corporate sector. Possible choices are banks and other financial institutions, governments, and existing or new corporate shareholder (foreign or domestic). But whoever does it, should distressed loans be centralized or decentralized?

Should the government or private sector be the lead agent? In other crises, strategies have differed by country. Norway and Spain, for instance, have adopted variations of an internal workout, while United States opted for a government agency (the Resolution Trust Corporation) in the 1990s. In general, private-sector solutions should be adopted wherever feasible. Assets

that are privately managed will likely yield higher returns (or smaller losses) than those managed by government. This may be especially so in East Asian countries, given the historically large part the state has played in allocating resources. 

Should loan workouts be decentralized or not? Workouts can be decentralized. This can be internal workout units, or “bad” banks—separately capitalized banks with bad loans which are managed by the good bank (with other investors) or spun off to new investors—or separate asset management companies which are subsidiaries of banks. Separate workout units should be established in banks to deal with these loans, and it is inadvisable to make the same bank officer who made the (now) distressed loan also responsible for restructuring it. Segregation (necessary in anyway if government support is provided) will avoid drains on managerial effort and skewed incentives. A clean break with the past can also help rebuild confidence in failed banks. Or a single asset management company, restructuring agency, or deposit-insurance agency can take over bad assets from financial institutions and centralize management of them. 

Recovery on financial assets held centrally can benefit from economies of scale—centralization of management workout skills, and information technology—and can help with securitization of assets. Moreover, distressed loans are removed clearly, quickly and completely from banks. But there are risks. A transfer of loans can break the links between banks and corporations, links that may have positive value given bank’s privileged access to corporate information. Also, restructuring often requires new lending and a non-bank, such as an asset management company, may not have the capacity to lend. In 

Box 6
Sweden’s asset management companies

Wisely, Sweden responded to its banking crisis in the 1980s with maximum transparency and disclosure, including accurate mark-to-market valuation of assets and strict rules for declaring loan losses. The authorities established a bank restructuring agency, as well as several asset management companies. The restructuring agency assessed needs and provided financial support to banks and depositors. It helped with structural changes, such as mergers, but was not allowed to be involved in sales of specific assets. This was left to the asset manager which had the job of converting loans into assets, restructuring them into saleable forms, and selling them. By creating these two separate entities, management could concentrate on the day-to-day business of the bank. At the same time, some problem loans were left with the bank to ensure that it both retained a loan-recovery capability and did not have an unfair competitive advantage in the market.

As the asset manager had the unambiguous (and mandatory) goal of value maximizing recovery, political interference was limited. Assets were transferred to the asset management company at realistic valuations, which led to prompt and effective recovery. And, when property and stock markets began to rise, dismantling the asset management company was quicker and more profitable than had been anticipated. 

Thailand, the transfer of assets of defunct finance companies to one agency has been disruptive as the agency cannot extend new credits.

The track records of asset management companies differ considerably. Sweden’s success depended on an apolitical process and a singleminded goal of maximizing recovery (Box 6). Elsewhere, however—from Mexico to the Philippines (in the 1980s) to Senegal—the clear waters of recovery have been muddied by political considerations. Often the agency simply sits on its loans, so as not to antagonize politically well connected shareholders (often responsible for bad loans). It is generally passive and does not force the necessary operational restructuring, but rather simply reschedules debt. In Mexico and many transition economies, centralization substantially delayed corporate restructuring. 

Tackling the vicious cycle and restarting credit
Have supportive fiscal and monetary policies. The collapse in domestic aggregate demand and disappointing export growth suggest the need for more expansionary macroeconomic policies to stimulate recovery. Given the strong macroeconomic record of East Asian countries, some fiscal stimulus can be a sensible part of a comprehensive restructuring program. And many East Asian countries have now adopted a more pro-cyclical fiscal stance. High interest rates have been necessary to support exchange rates, but with exchange rate stability achieved, some countries have been able to lower real interest rates. To achieve sustainable declines, however, a more accommodating fiscal and monetary policy will need to be part of continued structural reforms in the financial and corporate sectors, and be made in the context of assurances about adequate external financing (see further World Bank 1998a).

Help the healthy. One immediate challenge is to ensure sufficient working capital for sound firms. East Asia has many competitive companies that were the engines of its rapid economic growth in the past. Uncertainty surrounding the exchange rates and depressed economies, however, make it particularly difficult to determine the long-term viability of many corporations, or the value of their assets, which in turn hampers new credit flows. This imposes high costs on these firms and gives them little breathing space to undertake the complex operational restructuring. Some viable firms now risk being starved of working capital and trade financing and pushed towards lower levels of output, even, possibly, liquidation. 

Urgently needed to resume normal business operations is a resumption in the flow of credit. It is also necessary to ensure substantial resource shifts and maintain asset values. Only comprehensive bank and corporate restructuring will resolve this completely. Since in some countries this is unlikely to be happen quickly, it may be necessary in the short run to address the stock of old debt and flow of new credit problems separately and distinguish between asset valuation and management issues. Short-run interventions may be necessary. 

Restart the flow of credit. Trade finance based on export orders and lines of credit is one way to separate stocks and flows. In trade financing, Indonesia, Korea and Thailand have already launched public-support programs, including, among others things, the purchase by their central banks of notes collateralized by export receipts, and government support to commercial bank issues of letters of credit. Indonesia, is designing an export credit guarantee fund that will partially guarantee (case-by-case) credit risks of domestic banks on pre-shipment loans to exporters. The fund is a temporary measure designed to help companies gain access to credit and thereby fund operations until they receive payment from buyers. In some countries even more government support for trade financing and working capital will be necessary. 

In the context of individual corporate restructurings, restarting credit can be done through a deliberate policy of making new financing for working capital senior to existing debt, a not unusual procedure in market economies for firms in reorganization. This debtor-in-possession financing should provide more security for creditors willing to advance new money to debtors that are operationally viable, but financially overextended. This may have to be done for many firms in East Asia, given the size of the problem and bearing in mind that the institutional underpinnings for corporate reorganization are weak. At the same time, it should not be allowed to undermine payment discipline and must be accompanied by tighter bankruptcy and liquidation procedures. And it should be strictly conditioned on the corporation being subject to a voluntary process of operational and financial restructuring.

Especially for small and medium-size firms. As in other financial crises elsewhere, small and medium-size enterprises in East Asia have been battered by the credit crunch. Some steps have been taken to help these firms—special financing schemes, for instance, in Korea and Indonesia. These must be time-bound, transparent, and their terms market-based. There are strong arguments, too, for short-term government interventions targeted at segments of economies suffering disproportionately from the crisis (rural credit, for instance). Of course, care should be taken to avoid this differential treatment from becoming permanent, given the distortions in resource allocation that result from borrowers paying administered interest rates or otherwise getting too easy access to credit.

And geared toward boosting cash flow of corporations. Direct support to corporations has been provided through tax relief, which boosts cash flow and credit standings. In the short-run, further measures geared towards the corporate sector which are self-selective and of a general nature are likely to be the most effective. These may include more generous offset of current losses against past income, or tax relief based on tax paid. Given the externalities associated with high debt to equity ratios, further tax (and regulatory) reforms are needed to discourage over-leveraging. 

Foreign creditors need to do their part. There needs to be a sharing of the costs by East Asian governments, borrowers and lenders (domestic and

external). The brunt of adjustment has so far been borne by East Asian economies, which suffered a reversal capital flows of more than $100 billion in the second half of 1997. In some cases, external creditors bore not costs not at all. The government of Korea, for example, assumed many liabilities of financial institutions and creditors (domestic and external) were given government guarantees. Yet, little new private external financing has been forthcoming. And while Indonesia has adopted a framework and rules governing workouts on external corporate debts, and received some relief on its public debt burden, adjustment has fallen disproportionately on the domestic economy. New mechanisms for international debt workouts, now under discussion globally, may be useful for these countries.

Resolution may mean picking “winners”, not just resolving “losers”. In Indonesia, for example, where possibly no domestic financial institution is solvent, it may be necessary for the government to back investors in a few banks to intermediate credit, while asset problems are being resolved. While these banks may have weak asset portfolios, some are institutionally relatively strong and these “winners” will have to form the core of a restructured banking system. Anyway, there is no alternative, short of shutting down the whole banking system. Mechanisms need to be developed quickly to assist some of these “better” banks, thereby helping viable corporations, without, of course, creating moral hazard. This will require private-sector involvement and can take various forms—for example, protection for new (foreign) investors against further deterioration in asset quality, and against exchange rate depreciation.

(
Systemic Restructuring in East Asia 

E

ven when the principles of restructuring are agreed—on coordinated and comprehensive approaches to the financial and corporate sectors, voluntary creditor-corporate workout agreements, rescheduling debt and so on—East Asian governments still face critical decisions. What is the best way to provide public support? How should the cost of restructuring be shared by financial institutions, corporations, and taxpayers? How to decide on the lead agent for restructuring? How to arrange loan workouts? What should be the speed and sequence of restructuring? And when should financial institutions be recapitalized? 

So, what type of mechanisms for public support? 

Maximizing private capital contributions—before providing public support—is easier said than done. Potential and existing shareholders, including foreign investors are understandably reluctant to provide new capital. For the time being, at least, there is no choice but to make public money available for bank recapitalization (Figure 2). Any scheme must not be blanket recapitalization, however. It must discriminate based on asset quality and the reasons for non-performing loans. No support should be given to non-viable banks, which should be closed promptly. At the same time, support programs need to be broad enough to address the recapitalization needs of banks on a generally uniform basis. In some East Asian countries, however, given the scarcity of government resources, it may be better (indeed necessary) to provide adequate assistance to a few banks rather than partial assistance to all banks that qualify for assistance. (Inadequate recapitalization of many banks, usually results in a second round of failures later at an even higher cost.) This could mean confining support to the core banking system. The decision must be left to the restructuring agency, which must be independent, free of public and political pressure to extend public aid beyond the core system.

Write-downs of equity holders will likely vary. Whatever the law dictates or may allow in writing down equity claims completely, it may be sensible to allow existing shareholders to retain partial ownership rights, if only to obtain their cooperation, and to avoid time-consuming and costly legal wrangles. In some countries, banks may be controlled by shareholders who have access to fresh capital. In such cases, government support may be conditioned on them injecting some new capital if they are to retain some measure of control. Of course, this capital must be genuine, and not borrowed. But equity holders should still carry a fair share of the losses or else other non-insured creditors will demand similar concessions. Government policy on this needs to be decided well in advance.

Figure 2 
Fiscal Costs of Bank Restructuring
% of GDP
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In August 1998 Thailand adopted a scheme where losses are shared and government injects new capital (Box 7). In Mexico in 1995, private shareholders were given the opportunity first of stumping up additional capital when a bank was undercapitalized, with the government offering to take out 2 pesos worth of non-performing loans for every 1 peso of new capital injected by shareholders. Where shareholders could not (or would not) pump in new capital, under legal mandate, the government recapitalized the bank with 

Box 7
Thai bank restructuring scheme

Under the Thai restructuring scheme, if full private-sector recapitalization of potentially viable banks is not possible, the government will provide some Tier I capital to meet capital adequacy ratios but only if private investors come up with the same amount. There are other conditions. Current shareholders must adopt immediately loan classification provisioning rules planned for year-end 2000, thus recognizing losses sooner. If this causes capital adequacy to drop below 2.2 percent, the government is prepared to bring it up to that level. Current shareholders have other bitter pills to swallow. Losses on the pre-crises portfolio are to be borne first by them. New investor (private or public) are given preferential treatment over existing shareholders and have the right to replace management. Public support in the form of Tier II capital will be available based upon the size of write-down resulting from debt restructuring and the net increase in private lending. This provision is available to all banks and finance companies, even if they do not participate in the Tier I part of the plan, and will decrease over time to provide incentives for rapid corporate restructuring.
convertible bonds, which, on conversion, diluted existing shareholdings to a point where they had no control.

Distressed loans may be taken over by governments at their face value (less any provisions). To the extent that banks under-provision (which is often), the government will provide support accordingly. Contingent arrangements are also possible. In Chile, government purchases of non-performing loans was conditional on existing shareholders repurchasing those loans from future profits (Box 8). In Mexico, recapitalized banks bore 25 percent and government 75 percent of losses on non-performing loans, preserving some incentive for banks to manage and recover on these loans. In the end, non-performing claims continued to mount up (and the government is now the largest holder of financial assets in Mexico, but provides no intermediation) and corporations have not been restructured sufficiently by banks.

In other countries, Korea, for instance, share ownership is more diffuse and no particular party can be tapped for new capital. Korean banks may have to be directly recapitalized—as indeed has been done with some banks—even if it means largely diluting existing shareholders out of existence. Government will then have to assume responsibilities of ownership and restructuring, until the bank can be sold to strategic investors with sufficient capital and expertise to manage it. In other countries, particularly Indonesia, long-standing connections between bank and corporate owners (often the same) have undermined the efficient allocation of resources. Existing and controlling shareholders are, therefore, less preferable as long-run owners, and arrangements will likely have to be made attract new capital, including foreign investment.


Burden sharing by corporations. Given the diversity of corporations, East Asia, it is difficult to generalize about burden sharing. While many corporations are clearly insolvent, as with banks it may not be economically efficient, nor political acceptable to dilute existing shareholdings completely. Given the governments’ role in banks (which has given them substantial ownership in the financial sector) and given the large-scale distress in the corporate sector, this would be nationalization in all but name. And, in fairness, corporate management of the real side of business in East Asia has been relatively good. Even so, dilution (determined case-by-case) should be substantial to assure new shareholders (domestic or foreign), and, where necessary, new management.

Coordinate various reforms carefully

The proper coordination of major structural reforms is essential. Solving each and every problem at once is not be possible and any attempt to do so will only further damage market confidence. Indeed, some reforms that are clearly desirable in the long term may actually impede short-term recovery. Moreover, by its very nature, deep structural reform is a long and arduous process, where credibility depends on belief in sustainability, which in turn requires

commitment and coalition building. Reforms also need to be considered jointly. Especially, rehabilitation of East Asia’s banks and non-financial corporations cannot be considered separately. With widespread insolvency in the corporate sector, simply restructuring of banks will not be enough to ensure business as usual for financial firms and corporations. Indeed, this is an especially risky time for re-capitalized banks that now have the resources to resume lending, and are confronted with demands for credit still shaky corporations. They may be reluctant to lend, but how are they to survive without a corporate clientele? And how are they to resist strong political pressures to lend to enterprises that are insolvent? 

Typically, restructuring of banks and corporates is poorly coordinated. In Mexico in 1995, for example, recapitalized banks were formally in charge of restructuring corporate loans but did very little, partly because Mexican bankruptcy procedures are long-winded and cumbersome. Non-performing assets ballooned from $15 billion in 1995 to $64 billion in 1998, or 15 percent of GDP. Only today are the authorities coming to grips with the problem. That Mexico was still able to recover relatively quickly had more to do with its closeness to (and recent integration through NAFTA with) a major export market, the United States, than with its reform program. Moreover, domestic financial intermediation was low and many exporting firms were able to obtain financing from foreign sources, which partly nullified the effects of the financial-sector crisis.

Evidence from transition economies also shows that when non-financial corporate sectors were put on a sounder basis, financial sectors were able to establish and retain viability. But banks in these economies did not restructure enterprises. It was hard budget constraint, and privatization, that encouraged the necessary restructuring. In other cases, Bulgaria, for instance, delays in restructuring of non-financial corporations has led to repeated recapitalization of the banking system and periods of sky-high inflation. In contrast, Chile in the early 1980s, after some failed attempts, opted for comprehensive, integrated bank and corporate restructuring (Box 8).

How to coordinate reforms in East Asia? There is no blueprint for sequencing of bank, corporate restructuring and macro-economic policies. One issue testing East Asian authorities is whether to recapitalize banks before, or after, corporate restructuring. Under an ex-ante recapitalization, with appropriate burden sharing, the government recapitalizes banks based on an assessment of probable losses (determined by outside audits and independent portfolio reviews). Some loans may be transferred, at the time of the recapitalization or afterwards, to asset management companies. For remaining loans to individual corporations, the main function of bank and other creditors, is to drive operational restructuring, reduce debt to manageable levels, and, if necessary, provide working capital. (The government does not intervene directly.) This approach has been used in most transition economies

(with some success in Poland), and in many developing countries (with limited success) and is actively being considered in East Asian countries.

Ex-ante recapitalization can be fast and signal to the market that problems are being resolved. It also formalizes government’ guarantees of bank liabilities. And, provided it is accompanied by substantive improvements in corporate governance and bank operations and is well monitored, it can be an up-front investment that leads to lower ultimate costs. But ex-ante recapitalization also carries big risks. Governments routinely respond to such systemic bank solvency problems by injecting capital into insolvent banks, without change in governance and bank operations, and recapitalization is wasted. Banks will have better capacity to work out loans and takes losses when recapitalized, but they may still delay restructuring and roll over non-performing loans since they are able to attract new funds anyhow. And, likewise, corporations may have little incentive to undertake necessary operational restructuring, if they

Box 8
How Chile handled its banking crisis 

Chile’s banking crisis in 1981-83 permeated the entire financial system, affecting roughly 60 percent of total loan portfolios. The crisis stemmed from macroeconomic problems, compounded by unsound financial practices. After an initially delayed reaction, in 1984 the government took an aggressive and comprehensive approach. Depending on their level of solvency, some banks were liquidated, others rehabilitated. Altogether, the government liquidated eight banks of the 14 it had taken over and 26 comprising the banking system. It also liquidated all eight finance companies it had taken over, leaving nine operating. Along with mergers, this reduced the number of banks by a third and finance companies by two-thirds. 

Rehabilitation took two forms. One was aimed at improving borrowers’ capacity to repay loans to banks. This mainly consisted of across-the-board debt reschedulings (for corporations and consumers) at below-market interest rates and coverage for exchange rate losses, affecting about 25 percent of the banking system’s total loan portfolio. The other was aimed at rebuilding the capital base of the banking system. Distressed loans were transferred to the central bank. Existing shareholders could not receive dividends until the central bank was repaid. Payments due to the central bank depended on the extent of loan recovery, thus shifting the burden of non-performing assets on to old shareholders. This was followed by recapitalization and equity sales of the restructured banks to small investors, using various credit facilities and subsidies to encourage them to buy.

The government strengthened banking supervision by improving loan portfolio analysis, including an early-warning system for potentially problematic loans, and increasing transparency of financial transactions. Banks were also required to be rated by two private credit rating agencies each year and obligated to the timely publication of information on their financial condition, with stiff penalties for non-compliance.

The break-up of highly indebted conglomerates, closure of perennial loss-making firms, and reprivatization all helped corporate restructuring. Corporate ownership was deconcentrated and the equity base expanded by selling shares to the general public and encouraging investments by private pension funds, as well as involving foreign investors through debt-for-equity swaps. And more privatizations followed in 1986-88. 

have access to new funds anyway. Banks in Japan, for example, have shown no inclination to undertake corporate restructuring, as they can continue to carry non-performing loans at low costs. The risks are very real for East Asian countries. Of course, it may be that corporate restructuring is too heavy a burden for East Asia’s banks. Most do not have the necessary skills, technical capacity and institutional development—and that cannot be remedied overnight.

Also, banks may not have much bargaining power in the restructuring negotiations with corporations. Using the too-big-fail reasoning and because of the social and political consequences of restructuring, some argue that banks will not be able to hold their own against large corporates, such as Korea’s chaebols or big family-controlled conglomerates in other countries. This could result in weak corporate restructuring and, ultimately, bigger fiscal costs. Moreover, high debt-equity ratios imply that sizable debt-equity swaps will be required, but banks can become unstable if they end up with large equity holdings, which they cannot easily sell—which may be the case in East Asia given the limited development of capital markets.

The other sequencing model would involve tighter links between financial- and corporate-sector restructuring. In the extreme, this would be ex-post recapitalization, where banks receive public funds as, and when, they provide financial relief to corporations. This could provide more time to undertake the necessary fundamental reforms and can maintain pressures on banks and corporations to agree quickly on realistic financial and operational restructuring. The main drawback is uncertainty, which can lead to zombie banks (that is, banks that are financially catatonic), and will add to the credit crunch. One compromise might be to provide some public funds immediately with further support conditional on progress in corporate debt restructuring, as in Thailand (Box 7).

Other ways? Approaches in East Asia to date are often a combination of various models, as typical in other crises. Some East Asian countries have established asset management companies. In Korea, some non-performing loans have been transferred to the government-owned Koran Asset Management Company for restructuring. And a bridge bank has assumed distressed assets of Korean merchant banks. In Thailand, the state’s asset manager can compete with the private sector for assets of insolvent finance companies, often through auctions. Malaysia has also set up an asset management company, and in Indonesia, a bank restructuring agency has acquired the assets of many defunct banks. Partly recapitalized banks are left to work out distressed assets, particularly small and medium-size loans, while others are transferred to asset management companies (and other agencies). This may work in countries where the problems are predominantly with smaller enterprises, which banks can help restructure, or where the problem is mainly in real estate, where government involvement is better. But this may not be the case in most East Asian countries.

Experiences elsewhere with asset management companies may not be easily replicable in East Asia, where the size of the problem is greater. Total assets handled by the Resolution Trust Corporation in the United States, for example, amounted to about 7 percent of GDP. Capital and other financial markets were better developed, allowing a more rapid disposal of assets, and well-qualified personnel were plenty. And, in most cases, assets taken over were commercial real estate, where loss of value from poor management and weak workout is less than that for corporations. If a centralized unit is decide upon, however, it must be set up quickly with a clear pricing mechanism for transfer of assets. It must be well funded and have the authority and incentives to place assets in the private market as quickly as possible. It cannot be used to hide the size of the losses and needs to be audited regularly, with third-party validation of asset quality. Finally, it must be established with a strong mandate and a short life—three to five years, maximum. Worryingly, evidence so far suggests that this tendency is already emerging in East Asia.

Through a combination of various tools, there might be other ways to engineer the necessary financial and operational restructuring for a better short-term and medium-term outcome. This approach could also build on the relative strengths of corporations. East Asian companies are, in general, institutionally stronger than banks, and, despite pockets of inefficiency, have been well run and performed well in the face of world competition. International experience also suggests that banks and other financial institutions can likely best restructure small firms. Some assets, such as real estate, may be best managed and restructured by a government agency. Large, corporations and conglomerates, however, will require a joint effort by banks, government agencies and third parties (Table 2). Sometimes one or other may be a passive partner. During systemic restructuring in the transition economies, banks, for example, did not actively restructure enterprises; it was a hard budget constraint, and privatization, that encouraged restructuring. And although the capital contribution of existing or new corporate shareholders will likely be limited, they will be important in determining operational restructuring. 


Workouts involving multiple parties will be useful sometimes. Another approach would be accelerated workouts involving banks, corporations, (new) private investors and a party representing government interests. Any restructuring plan would be presented to a committee of all interested parties. The government could be represented by a fund (possibly with private-sector interest) and would negotiate as a potential equity investor in the restructured corporation. If the plan were rejected, the firm would be force of into bankruptcy. Financial relief provided by creditor banks would be mainly lengthening maturities and interest relief, but only limited debt-equity swaps. Creditor banks might also provide working capital, but only under strict conditions (for example, highly collateralized). The private investor and the government fund would take over some (market-priced) loans from creditor banks and swap these claims for equity. The bank could be compensated for

Table 2
How Tough Will Restructuring Be and Who Can Best Do It?
Size of corporations and effect of resolution on banks’ balance sheets

Difficulty of restructuring and potential loss of going concern value


Easy
Difficult

Small and medium- size


Example: Consumer, credit card, housing and some small and medium-size loans.

Approach: Workout by individual banks, with some across-the-board procedures to deal with the liquidity problems.
Example: Some small and medium-size loans.

Approach: Workout by individual banks and other financial institutions; some debt-equity swaps, sales to other investors.

Big
Example: Some real-estate and other loans.

Approach: Transfer to (private- or state owned) asset manager followed by sale.
Example: Large corporate loans.

Approach: Carve out partly from banks; some debt rescheduling by banks; debt-equity conversion by third party.

losses on loans, through cash and say a claim on the fund or a government bond.

All this requires participation of the private sector, by putting up capital and being heavily involved in management of the fund. One way to facilitate this would to make the fund jointly owned (private and public) with private shareholders the ultimate claimholder. This would ensure that private shareholders in the fund, who have to make the final decision on the viability of financial restructuring, face the right incentives. Public resources would only be provided at the point when all parties—creditor banks, other creditors, new private investors, the government and the private shareholders in the fund—have reached agreement with the corporation. 


This could lead to deeper capital markets. As an equity holder, perhaps the largest one, the fund (or funds) would have responsibility to ensure that enterprises are properly managed. But the government should not be a permanent corporate owner. It should dispose of its holdings—through sales to strategic or portfolio investors—as quickly as it can at realistic prices. This may be difficult, however, given the limited supply of (domestic and foreign) capital in East Asia. So, what are the options? Make an equity distribution to taxpayers, or transfer the shares to an institution (or institutions) to be held in trust for the public’s benefit. Or the public could be encouraged to buy shares on advantageous terms (for example, a small down payment and the balance paid over an extended period). This would lead to deeper capital markets, with attendant benefits in terms of improved corporate governance, better risk diversification, and better price signals.

(
Conclusions

E

xperiences from other countries, including some in Eastern Europe, Latin America and Scandinavia, suggest several important principles for successful systemic restructuring. It requires sufficient public resources, deep changes in institutions, rules of the games, and attitudes, an early and systematic evaluation of the size of the problem, design of an overall strategy, and prompt action. The approach needs to be comprehensive and repair both the flow and stock problems of weak and insolvent banks and corporations. Shifting non-performing loans from bank balance sheets to loan-recovery agencies can be useful in easing the banks’ stock problem—but it has risks. The government might have to provide capital to viable banks, but this should not undermine incentives for private-sector equity injections. Extraordinary mechanisms to accelerate operational restructuring of corporations are necessary to return banks and firms to profitability and sustained solvency. This, in turns, requires effective loan workouts and properly structured loss absorption that also take into account the links between financial—and corporate-sector restructuring. Exit policies and procedures—for firms and financial institutions—need to be revamped and strictly enforced. Capital adequacy targets need to be meaningful, but should be enforced as forbearance is risky and costly. More broadly, regulatory changes need to balance the need for fundamental reforms with political and social reality. Given the time involved in the process, it is essential to provide sufficient liquidity, both at the individual corporate and at the national level, including through financial relief.

Experience also shows that systemic restructuring is difficult to design and often leads to moral hazard. Appropriate design depends on country circumstances, including the overall macro-economic environment, its fiscal and external financing situation, and quality of the institutional framework. While there is no catch-all solution, there is no alternative to comprehensive and integrated solution. Existing institutional weaknesses in East Asia also make some options less preferable. In particular, it is unlikely that a private bank-led approach—where banks are recapitalized and take the lead in corporate restructuring—will be sufficient to resolve corporate sector problems or lead to the desired medium-term changes in corporate financing and corporate governance. It is also clear that more centralized, government-led approaches have many risks for East Asia. Complementary actions will be necessary, where interested third parties are involved in the restructuring of individual corporates and in determining financial relief. And in some countries, corporate or bank restructuring will not be the key short term priority. Rather, it will be restoration of financial intermediation and resumption of real-sector activity, particularly of the export sector. Critical in all countries will be building social and political consensus necessary to carry programs through. Systemic restructuring involves the redistribution of wealth and control, and deciding how the costs will be shared among government,

shareholders of banks and corporations, and foreign investors and lenders. And that will inevitably be a major political and social issue.
(
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