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Introduction

1. Almost three years after the crisis began, it is reasonable to offer some summary of
(1) the role of companies in Korea, Thailand, Indonesia, and Malaysia in helping cause the
crisis and the crisis’ impact of the corporate sector; (ii) the effectiveness of each country’s
framework for resolving corporate distress; (iii) corporate restructuring results achieved to-
date; and (iv) major lessons to be learned from this experience. Lessons include the
importance of “contextual” factors in shaping each country’s corporate restructuring
approaches and results; detailed recommendations on crisis prevention, crisis response, and
crisis resolution; and the ongoing need for government support to facilitate ongoing
corporate restructuring.  Our assessment of each country’s corporate restructuring
framework proceeds from a notional set of international “best practices.” Departures from
best practice tend, as shall be seen, to reflect contextual factors.

l. Development of the Crisis and Its Effects

2. Well before the onset of acute liquidity problems and full-blown crises in the
second half of 1997, the financial position and performance of East Asian companies were
deteriorating as a result of over-investment and over-leverage. Companies increasingly
diversified away from core competencies into highly competitive sectors (e.g, property,
construction, environmental, financial services) and long-payback emerging markets.
These debt-financed excursions were abetted by poor standards throughout the region for
financial disclosure, corporate governance, and supervision of financial institutions.
Corporate finance practice featured elaborate capital structures and cross-shareholdings
within conglomerates, cross guarantees among related companies and personal guarantees
never expected to come due, and improper transactions between related companies — often
to the disadvantage of public shareholders. The more problematic corporations — in terms
of interest coverage and leverage — began showing signs of distress well before the onset of
acute liquidity crisis. As a result of interest and currency shocks, distress spread beyond
the most problematic sectors and companies. Companies in some countries — depending on
the legal protections available to creditors — engaged in wholesale self-financing through
the suspension of debt service.

A. Korea

3. Warning signs were evident by late 1996. For instance, profitability for the Top 30
chaebols in 1996 was just 0.2%. Returns on equity for the Top 5 chaebols (Hyundali,
Daewoo, Samsung, LG, and SK) declined from an average of 10.7% for 1987-88 to 6.2%
for 1989-96. At year-end 1996, cumulative liabilities/equity (L/E) for the thirty largest
chaebols was 363%. Ten of the largest thirty had L/E ratios above 500% — and as high as
3075% in one case.

4. Korea experienced three waves of corporate distress. Chaebol insolvencies in 1997
constituted the first wave. Five chaebols with cumulative debts of KRW 8.6 trillion



defaulted during the first half of 1997 and were placed under court supervision. Kia
followed in July 1997 with cumulative debts of KRW 6.6 trillion (Table 1). By the end of
1997, 13 chaebols with debts of KRW 28 trillion had entered court-supervised insolvency.
During 1997, L/E ratios for Korea’s thirty largest chaebols rose from 363% to 519%. The
second wave was acute distress among the second-tier (“6-64") chaebols. By end-1997, 18
additional chaebols from the thirty largest were deemed at medium or high risk of
insolvency (SBC Warburg, 1998). Small and medium enterprises (SMESs) began failing in
large numbers — 8,200 in 1997 and 10,500 in 1998. While not themselves over-leveraged,
SMEs fell victim to cash-conserving payment delays by their chaebol customers. Between
September 1998 and mid-1999, 16 chaebols and 38 standalone companies went through
organized workouts. The Daewoo crisis,.which threatened both viable business operations
and the stability of local capital markets,nconstituted a third wave of corporate distress

5. ccounting for up to 30 percent of real sector output, 50 percent of exports, and 25
percent of financial sector loans, the Top 5 (Hyundai, Daewoo, Samsung, LG, and SK)
stood alone in terms of size, importance, access to resources, and influence. In mid-1998 it
appeared that the Top 5 were not in immediate jeopardy because of their ability to generate
cash from core operations, tap local and global capital markets, and provide cross-affiliate
support. However, the Top 5 chaebols presented longer-term issues as a result of
questionable intra-group transactions, expansion into highly competitive businesses and
emerging markets, high leverage (averaging 479 percent at year-end 1997), and their
potential to absorb a disproportionate share of new capital that might otherwise go to help
restructure second-tier chaebols and support SMEs. Indeed, overall profitability and
returns on investment had been declining since 1988-89.“ Core businesses generated
healthy cash flows, but substantial.resources were being used to expand into competitive
businesses and emerging markets.” Intra-group sales accounted for 30 percent of 1997
revenues and cross-support in the form of guarantees, financing, and use of resources
between affiliates was common. The Top 5 were slow to sall assets in response to the
crisis, but adept at accessing local and global capital markets.™ It appeared that the Top 5
might be able to float over Korea’s corporate carnage without undertaking real
restructuring measures necessary for their long-term competitiveness.

Daewoo companies represented 5% of GDP, 10% of exports, and 10% of holdings by investment trust
companies.

Among the Top 5, the average ratio of pre-tax earnings to sales declined 3.9 percent for 1988-89 to 2.6
percent for 1990-1996. Average returns on equity declined from 10.7 percent for 1987-88 to 6.2 percent
for 1989-1996.

A comparison between publicly listed affiliates and non-listed affiliates for 1997 indicates that the ratio
of cash flows (EBITDA) to assets was 11.9 percent at the public affiliates but only 4.3 percent at the
non-public affiliates. Many of these public affiliates were tempting cash cows. Indeed, Korea’s Fair
Trade Commission has brought a number of actions against chaebols for transactions wherein more
established (often publicly listed) affiliates provided all manner of support (e.g., cheap loans) for non-
listed affiliates within the chaebol.

The Top 5 accounted for 57 percent of the year-end 1997 assets of all chaebols, but only 34 percent of
asset/affiliate sales during the first 9 months of 1998. In contrast, the 6-64 chaebols held 43 percent of
chaebol assets but accounted for 66 percent of asset sales during the period. During the first 9 months of
1998, the Top 5 absorbed about 80 percent of the proceeds for bond and equity issues.



B. Thailand.

6. For 350 publicly listed non-financial companies, between 1993 and 1996, returns
on assets decreased from 4% to 2% (Phatra Securities, 1998). This reflected a three-year
increase of 110% in assets versus just 16% in profits. Mismatches were particularly
evident in the property sector (assets up 115%, profits down 69%) and
construction/building materials (assets up 107%, profits down 16%). Other sectors —
agribusiness, electronics, household, healthcare, communications, pulp/paper, and textiles
— suffered from declining returns on assets as well. Among a smaller set of 280 publicly-
listed non-financial companies, the ratio of operating cash flows (EBITDA) to interest
expense declined from 6.3x for 1994 to 3.4x for 1996. High levels of debt financing, with
perhaps a quarter of it foreign denominated, left Thai companies vulnerable to interest
spikes and devaluation of the Baht. Of 356 publicly traded non-financial companies, those
unable to generate enough operating cash flow to cover interest expense increased from 18
in 1994, to 34 in 1995, to 49 in 1996. During the third quarter of 1997, 114 of 356 publicly
traded non-financial companies could not cover interest expense. Fifty-one property,
chemical, and construction companies accounted for three-quarters of the liabilities of all
such distressed public non-financial companies.

7. Non-performing loans (NPLs) grew to Baht 2.7 trillion by year-end 1998 — or 48%
of systemwide credits. Some 600 large companies accounted for half these NPLs. The
other half were owed by 400,000 SMEs and 50,000 individual debtors. Motivations for
“strategic defaulting” ranged from self-preservation to malevolent intent — e.g., concerns
about access to working capital and loss of competitiveness, desires to improve one’s
bargaining position with creditors, or hopes of postponing debt repayment indefinitely by
driving one’s creditors out of business. The decision early on to suspend 56 finance
companies and transfer their assets for eventual sale by the Financial Sector Restructuring
Agency (FRA) and disposition by loan purchasers (who might include the original debtors
buying back loans at deep discount) — without providing for ongoing loan collections or
extraordinary powers by the FRA to enforce its creditor rights — probably encouraged
strategic defaulting. While individual NPLs did not necessarily indicate corporate distress,
they cumulatively wrought severe distress on the financial sector.

C. Indonesia.

8. The roots of Indonesia’s crisis stretch back as far as 1982, when the government
allowed free access by domestic corporations to international capital markets.
Subsequently, in 1988, the government deregulated the financial sector, which expanded
the number of commercial banks without commensurate improvements in transparency
and supervision. By 1993, NPLs were estimated at 14% of total loans. Increasing
borrowing from foreign banks by Indonesian companies increased the exposure of
Indonesia’s economy. By end-1997, domestic private companies had borrowed $53.6
billion from foreign banks, which left the corporate sector (as well as Indonesian banks
exposed to these corporates) highly vulnerable to sudden depreciation. By late 1998,
corporate indebtedness was estimated to total $118 billion. Of this, nearly 60% was to
foreign creditors and about half was foreign denominated. Risk (mis)management



practices appear to have severely aggravated the situation, as a number of corporations
ended up on the wrong side of very disadvantageous derivative contracts.

D. Malaysia

9. Unsustainable debt-financed asset growth also appears to have been the main
culprit in Malaysia. While asset growth between 1992 and 1996 averaged 31% for non-
financial corporations, asset growth exceeded 40% on average for companies in
construction, diversified holdings, trade, services, and property. L/E ratios averaged 163%
for non-financial corporations as a whole, but averaged 200-300% for industrial and
construction companies and over 500% for diversified holding companies.

10.  One analysis of publicly listed companies for 1995-1998 showed a decrease in net
profit margins from 12% in 1995 to 6.9% in 1997. The proportion of firms whose interest
expenses exceeded operating cash flows steadily increased from 3% in 1995 to 6% in 1996
to 17% in 1997 (Claessens et al, 1999). An analysis by Goldman Sachs indicated that non-
performing corporate loans increased from 8% in 1996 to 11% in 1997 to 18.5% in 1998.

11.  Several measures indicated the extent of corporate distress. The number of
companies wound up under the Companies Act for an inability to satisfy debts coming due
increased from 681 in 1996 to 1,898 in 1997 to 4,800 in 1998. In 1998, 32 companies
sought court protection from their creditors under Section 176 of the Companies Act.
Other indicators included increases in corporate defaults disclosed per Kuala Lumpur
Stock Exchange requirements and in corporate downgrades by rating agencies.

Il. Frameworks for Corporate Restructuring

12. Before examining the corporate restructuring frameworks adopted by the East
Asian countries in detail, it is useful to establish some benchmarks for comparison. Box 1
suggests a set of best practice standards for corporate restructuring, either under normal
conditions or in a systemic crisis.



Box 1. Suggested Best Practice Standards for Corporate Restructuring

* An prompt ability by unsecured creditors to appoint a receiver to liquidate a company for a
general failure to service debts on time;

« A prompt ability by secured creditors to seize and sell collateral;

e A court-supervised reorganization framework that protects debtors from asset seizures;
provides priority for new lending; gives a debtor and its creditors an opportunity to work out a
mutually satisfactory restructuring plan; allows a majority of creditors to “cram down” a
reorganization plan on a holdout minority of creditors; and converts the case into a court-
supervised liquidation if interim milestones and reasonable deadlines are not met;

» Substantial institutional capacity, in terms of experienced judges, receivers, and insolvency
professionals;

e Agreed standards among financial institutions for out-of-court workouts, including
appointment of a lead creditor and steering committee; development and sharing of
information; priority for new lending; apportionment of losses among creditor classes;
thresholds for creditor approval of proposed workouts; and means for the resolution of inter-
creditor differences;

e A strong regulator who can encourage financial institution creditors to resolve differences
among themselves on their own;

» A well-developed secondary market for corporate debt, including distressed debt;

* No legal barriers to the debt/equity conversions or the swift re-deployment of corporate shares,
real estate, and productive assets — including through foreign investment, hostile takeover, or
merger;

* A legal presumption, which can be altered in negotiation, that the equity interests of all
shareholders — including minority shareholders — are wiped out in case of corporate insolvency;

* No immediate taxation of non-cash corporate reorganizations, e.g., mergers, share swaps;

» A strong financial regulator able and willing to force banks to take immediate losses on
corporate restructuring and to take over banks whose risk-weighted capital adequacy ratio falls
below an acceptable level;

e Adequate public resources to re-capitalize banks to make up losses from corporate
restructuring combined with systematic monitoring by the financial supervisor of corporate
restructuring transactions to ensure the adequacy of proposed operational restructuring,
financial restructuring, and provisioning;

e If a public asset management company (AMC) is needed (e.g., to provide liquidity through
purchases of NPLs or take over failed institutions), its operations should be based on best
commercial and market principles — including uninterrupted efforts to collect loans and enforce
creditor rights and maximum prompt use of bulk sales of small NPLs, outsourcing, and use of
outside professionals (compensated on an incentive basis) to work out large corporate NPLsS;

* Reliance on market participants to structure and negotiate out-of-court workouts based on
available information and the participants’ commercial interests;

»  Opportunities and encouragement for banks to set up professionally managed private asset
management companies for distressed corporate debt and converted equity;

* Except in extreme cases when the government may need to create a public AMC, government
involvement limited to eliminating of legal/regulatory impediments to corporate restructuring,
providing necessary incentives, and maintaining a sound financial sector.




13. Responses by East Asian government to crisis in their corporate sectors varied
widely in terms of the enforcement and reform of legal protections for creditors, the
development of voluntary workout regimes and asset management companies, supporting
legal reforms, and linkages between corporate restructuring and overhaul of highly
distressed financial institutions.

A. Legal Frameworks and Reform Efforts

14. In a systemic crisis where many hundreds of large corporations and tens of
thousands of SMEs experience simultaneous distress, the great majority of restructuring
efforts must proceed on an out-of-court basis. Otherwise the capacity of local courts,
administrators, and other insolvency professionals would be overwhelmed and
restructurings delayed. Out-of-court restructuring occurs, however, in the shadow of the
law. While some debtors might voluntarily cooperate out of the goodness of their hearts,
more often the success of out-of-court efforts ultimately depends on the ability of creditors
to impose losses on debtors — through the seizure of assets, foreclosure, or liquidation. In
East Asia, the “shadow” cast by legal regimes for secured lending, foreclosure, and
bankruptcy was relatively robust in Korea and Malaysia. In Thailand and Indonesia,
however, the shadow remains rather attenuated — even after efforts at reform. Thailand
illustrates the important point that uncooperative debtors will have no incentive to seek
protection through a court-supervised reorganization if creditors have no prompt ability to
seize assets or force a debtor company into liquidation or receivership.

15. Korea. The existence of a credible threat of foreclosure and court-supervised
receivership has distinguished Korea’s approach to corporate restructuring. As indicated in
Table 1, 13 chaebols went under court supervision in 1997. Eleven of these were placed
under receivership, entailing a complete loss of ownership and management control.
Korea has streamlined its processes for composition, reorganization, and bankruptcy and
some large companies have emerged from reorganization (e.g., Kia). Court supervised
insolvencies in Korea would benefit, however, from further streamlining (e.g.,
prepackaged reorganizations) and greater flexibility on the part of receivers to respond to
the commercial/financial needs of companies under reorganization. Indeed, the Financial
Supervisory Commission recently concluded that half the chaebol affiliates under court
supervision had made insufficient progress on reorganization. Concerns that receivership
would strangle viable Daewoo Corporation business segments led the authorities to make
extraordinary efforts to facilitate a buyout of foreign creditors by Korean lenders. These
procedural shortcomings aside, repeated demonstrations of an ability by Korea’s courts
and creditors to seize ownership and control of a debtor company must have encouraged
others to cooperate with voluntary workout efforts. While voluntary workouts typically
resulted in close ongoing supervision by creditors, debt/equity conversions, and substantial
dilution, controlling shareholders usually retained management control and a significant
equity share. Half a loaf apparently seemed better than nothing.

16. Malaysia. Two traditional remedies available to creditors are “winding up” (i.e.,
liquidating) a company or reorganizing the company as a going concern (as described by
Thillainathan, 2000)



17.  According to the 1965 Companies Act, Sections 212-318, creditors can petition the
High Court to “wind up” a company for failure to pay its debts. The Act provides for
appointment of a liquidator/receiver, defines the powers of the receiver, and establishes
priorities between and within classes of creditors. From the perspective of an unsecured
creditor, commencement of liquidation proceedings is often the best way to pressure a
distressed debtor to pay its debts and preserve the debtor’s assets from seizure by other
creditors. Secured creditors can enforce their security outside liquidation proceedings. In
Malaysia, a receiver can even be appointed without court involvement if the underlying
legal document is a mortgage or debenture that entitles the mortgage or debenture holder to
appoint a receiver.

18.  According to Sections 176-181 of the Companies Act, the High Court can enforce a
reorganization or compromise plan that attracts support from 75% of a company’s creditors
— debt-weighted. The court can also issue orders temporarily restraining creditors from
proceeding against a company. While Malaysia lacks guidelines for the rehabilitation of
troubled companies through judicial management, the reorganization process is
cumbersome, and the courts have limited experience, the Companies Act provides
incentives for debtors to seek the protection of a court-supervised reorganization or to
cooperate with out-of-court restructuring efforts.

19.  Thailand has undertaken extensive reforms of its insolvency/foreclosure regime
and made progress, but significant gaps remain. Reforms include amendment of
Thailand’s 1940 Bankruptcy Act to permit court-supervised reorganization as an
alternative to liquidation (passed April 1998); further amendments to streamline court-
supervised reorganizations (passed March 1999); amendments to the Code of Civil
Procedure to expedite foreclosures (passed March 1999); and establishment of a Central
Bankruptcy Court (opened June 1999).

20.  Whereas it could formerly take 10+ years to seize and sell collateral, local lawyers
now suggest that the process could be completed in about 2 years. The process, however,
is still too long and uncertain. Thus, debtors have felt insufficient pressure to cooperate
with voluntary restructuring efforts or to seek protection through court-supervised
reorganization.

21. Introduction of an option for court-supervised reorganization has provided a useful
means for a super-majority of creditors (representing at least 75% of debts) to cram down a
reorganization on dissenting creditors. In cases where there is insufficient agreement
between creditors and the debtor, however, debtors and creditors remain reluctant to
petition for court-supervised reorganization because of three uncertainties. First, an
uncooperative debtor who has generally failed to pay debts as they come due may rebut the
presumption of insolvency, by claiming that assets (possibly inflated) exceed liabilities, as
happened in the infamous Nikko Hotels case.™ Second, because selection of the outside

> In March 2000, Thailand’s Bankruptcy Court ruled that the TPI reorganization case could proceed,

despite the debtor’s claims of solvency. While this indicates that the reorganization chapter in
Thailand’s Bankruptcy Act can be used to forcibly reorganize a recalcitrant debtor with positive equity,
it does not create a strong precedent in a civil law system. A debtor’s acceptance of insolvency and a



planner — who develops a company’s reorganization plan — is so important to controlling
the company and shaping its reorganization, a debtor may be reluctant to seek
reorganization without support from 1/3 of outstanding credits while creditors may be
similarly reluctant to seek reorganization without controlling a 2/3 block of credits. Lastly,
provisions for exit from court-supervised reorganization or conversion would benefit from
further clarification.

22. Some cases have emerged from court-supervised reorganization (e.g., Alphatec)
and the pace of reorganization petitions has increased since the Bankruptcy Act’s
reorganization chapter received additional improvements in March 1999. Reorganization
petitions averaged Baht 7 billion a month April 1998 through April 1999, and then
increased to an average of Baht 34 billion for the period May-December 1999. While
insolvency/foreclosure reforms have expedited consensual cases, recalcitrant debtors still
face little or no immediate consequences for failing to service their debts or cooperate with
voluntary restructuring efforts.

23. Indonesia. A new revised bankruptcy law, together with a special Commercial
Court, became effective in August 1998. Important changes include more efficient and
transparent procedures; an opportunity to appoint receivers and administrators from the
private sector; greater protections against preferential or fraudulent transfers; limits to the
ability of secured creditors to foreclose on collateral during proceedings; and recognition
of out-of-court settlements approved by just 50% of unsecured creditors so long as they
represent 2/3 of outstanding claims. The consensus among local creditors is that
Indonesia’s insolvency law is workable, but that its credibility has suffered from uneven
and uncertain implementation. The threat of imposing loss on recalcitrant debtors remains
too low to induce cooperation with voluntary restructuring efforts.

B. Voluntary Workout Regimes

24.  All four countries introduced procedures and institutions for facilitating out-of
court workouts. Approaches have differed, with Korea focused on arbitration of inter-
creditor differences; Thailand’s central bank promulgating and enforcing a contractual
approach to corporate restructuring; Indonesia attempting to rely on a set a principles and
active facilitation; and Malaysia using a loose process overseen by its central bank.

25. Korea. The FSC assigned specific Lead Banks to oversee the development of
workout agreements for the most troubled smaller chaebols from among the *“6-64.”
Recognizing that differences among creditors would quickly come to the fore (e.g.,
between banks and non-bank financial institutions), the FSC encouraged 210 Korean
financial institutions to sign a Corporate Restructuring Agreement in June 1998, which
provides for the following: (i) creation of a 7-person Corporate Restructuring Coordination
Committee (CRCC) empowered to advise on the viability of corporate restructuring
candidates, arbitrate inter-creditor differences, provide guidelines for workout plans
proposed by creditors, and enforce substantial fines for failure to implement CRCC

reorganization petition may remain largely discretionary, weakening incentives for debtors to cooperate
with voluntary restructuring efforts.



arbitration decisions; (ii) an initial standstill of 1-3 months, which may be extended for an
additional 1-2 months; (iii) a 75% voting threshold — credit-weighted — for creditor
approval of a proposed workout; and (iv) CRCC arbitration if creditors cannot achieve
75% agreement after three attempts. The CRCC also provided extensive guidelines on the
organization, structuring, and documentation of workout agreements.

26.  The CRCC provided arbitration decisions in 21 cases involving 6-64 chaebols or
other standalone companies, and played a major role in the Daewoo matter. The CRCC
arbitrated among CRA signatories (all of which were Korean financial institutions) on the
development of workouts for two Daewoo affiliates. More strikingly, the CRCC
intermediated between foreign creditors and Korean creditors in agreement on a proposal
by the latter to buy out $4.8 billion debt held by the former in Daewoo Corporation,
Daewoo Heavy, Daewoo Motors, and Daewoo Electronics.

27.  Thailand initially took a purely consensual approach to out-of-court restructuring.
A Corporate Debt Restructuring Advisory Committee (CDRAC) was formed in June 1998,
consisting of representatives from debtor and creditor interest groups — e.g., the Federation
of Thai Industries, Thai Bankers’ Association, and Foreign Bankers’ Association — and
chaired by the Bank of Thailand (BOT) governor. CDRAC members identified priority
cases, promulgated a set of principles for voluntary workouts based on the London
approach (the “Bangkok rules”) in September 1998, and endeavored to facilitate
negotiations and identify legal or regulatory impediments.

28.  As it became clear that a purely consensual approach to corporate restructuring was
not producing sufficient timely progress, the BOT stepped up its efforts and became the
main champion for corporate restructuring. In January 1999, the BOT created a CDRAC
Office within the BOT to track progress on 700+ large high-priority cases. The BOT’s
CDRAC Office also encouraged the development of two contracts — the Debtor-Creditor
Agreement (DCA) and Inter-Creditor Agreement (ICA). DCA signatories agree to defined
procedures for acceptance of a case, a 6-8 month schedule for developing and agreeing on
a workout plan, information sharing, and thresholds for creditor approval. Approval by
75% of the creditors (credit-weighted) is necessary to finalize a restructuring — the same
threshold as for a court-supervised reorganization. In cases of just 50-75% creditor
approval, an issue or proposed plan must be submitted for ICA arbitration. If fewer than
50% of creditors approve of the plan, the DCA obliges creditors to petition the court for
collection of debts, foreclosure, or insolvency. Violation of DCA obligations exposes
financial institution signatories to reprimands or fines by the BOT. Inter-creditor
differences are to be arbitrated, according to the ICA, by a 3-person panel which can vary
from case to case. Since March 1999, 84 Thai angd foreign financial institutions have
acceded to the ICA and to company-specific DCAs.® As of end-1999, over 400 large
debtors have acceded to DCAs. The BOT/CDRAC has recommended, and creditors have
pursued, court sanctions (e.g., collection of debts, foreclosure) against debtors who have

6 Notably, an ICA signatory can opt out of ICA application in any case where debts total Baht 1 billion.

This escape clause responds to concerns that some creditor groups — e.g., unsecureds, foreign creditors
might be systematically disadvantaged in arbitration decisisions.



refused to sign a DCA. The CDRAC Office has attempted to smooth corporate
restructuring by identifying individuals who could serve as mediators and encouraging
parties at interest to avail themselves of mediation, to be paid for by the debtor companies.
The CDRAC Office has also promoted a simplified “lite” version of the DCA for
resolution of SME debts.

29. Indonesia. The September 1998 Jakarta Initiative included a set of principles to
guide corporate restructuring and creation of a Jakarta Initiative Task Force (JITF)
intended to facilitate negotiations between debtors and creditors and to obtain necessary
regulatory approvals for deals. While 320 companies with $23 billion in debts have
registered with the JITF, only 6 cases representing less than $1 billion in debt have been
resolved. Uncertain enforcement of laws to protect creditors has given debtors little
incentive to agree to restructuring deals likely to result in debt/equity conversions and
substantial dilution of their shareholdings. In an effort to energize the JITF, the
government has recently approved time-bound procedures for JITF mediation of its cases
and agreed that the JITF may refer cases of uncooperative debtors to the government’s
Financial Sector Policy Committee for action by the Attorney General’s Office in
Bankruptcy Court.

30. Malaysia. In August 1998, a Corporate Debt Restructuring Committee (CDRC)
was established, with support from Bank Negara Malaysia (BNM), to provide a framework
for out-of-court workouts for complex cases involving debts of RM50 million or more and
3+ creditors. Key principles governing CDRCs approach include efforts to preserve viable
businesses; establishment of creditors committees representing at least 75% of outstanding
debts; full information disclosure and sharing; appointment of independent consultants; a
60-day standstill, which can be extended; and continuation of existing credit lines.
Workouts can apparently be approved with 75% creditor support. Danaharta — one of
Malaysia’s public AMCs — has been used to buy out dissenting creditors. In addition, the
BNM has been willing to persuade hold-out banks who oppose workouts supported by a
majority of creditors. CDRC acts as an advisor and mediator between debtors and
creditors. Once an application is made to CDRC by either debtor or creditors, an
independent consultant is appointed to develop a restructuring program. Applications for
62 cases have been made to CDRC, and 45 were accepted. The others were rejected,
transferred to the Danaharta AMC, or rejected for failure to meet Danaharta’s viability test
(Thaillainathan, 2000).

C. Role of Asset Management Companies

31. Public AMCs can play many roles, including provision of liquidity support through
purchases of NPLs and resolution of failed financial institutions. Elsewhere, public AMCs
have enjoyed greater success at bundling and selling loans or working out real estate-
backed assets than at attempting to restructuring operating companies (Klingebiel, 1999).
While Korea and Thailand’s public AMCs have so far focused on on-selling bad loans,
Malaysia’s and Indonesia’s public AMCs are positioned to play a major role in corporate
restructuring. Malaysia’s Danaharta AMC has enjoyed some success, but it is too early to
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assess the Indonesia Bank Restructuring Agency (IBRA). It is fair to say, however, that
IBRA has many obstacles to overcome before it can function effectively.

32. Korea. As of end-January 2000, the Korea Asset Management Company
(KAMCO) had purchased loans with a total book value of KRW 74.5 trillion, including
KRW 18.5 trillion of Daewoo debts. By late 1999, KAMCO had sold only about 5% of
the assets it had acquired. While KAMCO is exploring joint venture liquidation and
restructuring funds with potential investors, so far it has not actively engaged in corporate
restructuring.

33.  Thailand. The Financial Sector Restructuring Agency (FRA) took over loans with
a book value of Baht 600 billion from 56 failed financial institutions and auctioned these
relatively quickly. By November 1999, the FRA had obtained Baht 152 billion from the
sale of these loans, about 25% of book value. In addition, as of September 1999, the FRA
had auctioned non-core assets of finance companies (e.g., automobiles, securities) valued
at Baht 65 billion from auction for about 53%. The FRA has been commended for its
speed and thoroughness in on-selling the assets of failed financial institutions. But the
FRA was not set up or given extraordinary powers to collect on debts or enforce its rights
as a creditor. This probably encouraged “strategic defaulting” by other debtors in the
belief that they could drive additional creditors out of business. Otherwise, the FRA has
not been active in corporate restructuring.

34.  Significant FRA assets were sold to a public AMC, which was set up to prevent
assets from being sold for “too low” a price to private investors. The public AMC has not
been active in corporate restructuring. In addition, private AMCs are being set up by some
private banks (notably Thai Farmers) and by some of the state-owned banks, including
Krung Thai. Thai Farmers has retained Goldman Sachs and GE Capital to work out the
Baht 80 billion book value of loans transferred to its private AMC at 50% of book value.
Some observers worry, however, that this valuation is still too high to encourage Thai
Farmers’ AMC to take necessary losses on restructuring. In general, it is unclear whether
these private AMCs will focus more on loan sales/liquidations or on working out the
underlying assets and companies.

35. Malaysia. Danaharta was established in August 1998 to acquire NPLs or assets of
distressed borrowers from banks to provide liquidity, facilitate an orderly resolution of
distressed debt and underlying assets, and restructure or liquidate distressed companies
with outstanding debts of RM 50 million or less.

36.  As noted in one assessment (Thillainathan, 2000), at the onset of the crisis
Malaysia’s Companies Act did not provide for the rapid acquisition and disposal or smooth
management of a distressed company. The necessary legal framework to engage in these
activities was provided in the September 1998 Danaharta Act and in amendments to the
National Land Code. This legislation empowered Danaharta to acquire title to assets while
preserving existing registered interests in the assets and to foreclose/sell the assets through
public auction, public tender, or direct negotiation without consent of the borrower so long
as the sale was at market value and 30 days’ notice was provided. Danaharta is also
empowered to appoint special administrators to manage the affairs of distressed
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companies. Under the Companies Act, practically speaking, such an appointment could be
made only by a debenture holder. Enabling Danaharta to appoint a special administrator
seeks to compensate for the lack of well-defined procedures for judicial management of
corporate insolvency cases.

37. Danaharta’s approach to resolution of corporate NPLs seeks to restructure viable
companies, sell its interest in distressed companies in viable sectors, and sell the
underlying assets in cases where neither the company nor its industry appear viable. If
Danaharta cannot reach agreement on a loan workout within 3 months, the loan is deemed
non-viable, presumably setting the stage for a liquidation. Danaharta’s loan workouts are
supposed to follow certain principles — e.g., (i) the debtor’s shareholders should bear most
of the loss; (ii) the debtor’s management has only one opportunity to implement an agreed
workout, with no opportunities for revision; and (iii) the debtor’s business operations must
be closely monitored. Danaharta has also developed non-binding guidelines for corporate
workouts — e.g., (i) restructured debt should provide a yield commensurate with cash flow,
rather than be of a zero-coupon variety; (ii) the repayment period for restructured loans
should not exceed five years; (iii) existing shareholders should be prevented from diluting
shareholdings obtained by creditors through debt/equity conversions; and (iv) the workout
agreement should include monitorable covenants regarding inter-company lending,
disposal or transfer of assets, dividend payments, and additional borrowing.

38. Indonesia. Progress on corporate restructuring will depend on the Indonesia Bank
Restructuring Agency (IBRA), which has acquired extensive corporate sector assets.
IBRA includes two asset management units: Asset Management Credits (AMC) -
established to workout or sell NPLs; and Asset Management Investments (AMI) —
established to manage company shareholdings acquired in satisfaction of related-party
lending violations and liquidity support provided by Bank Indonesia (Bl) to commercial
banks that later failed.

39. IBRA/AMC manages a loan portfolio of more than Rp 207 trillion. While these
monies are owed by about 170,000 debtors the credits are concentrated: 1,339 debtors each
owing more than Rp 50 billion account for 83% of the portfolio, and another 1,572 with
loans of Rp 1-50 billion account for 12.4%, while almost 168,000 borrowers account for
just 4.8% of the portfolio. Moreover, many of the large debtors are related and can be
grouped under single obligors. Thus, the 50 largest obligors account for 54% of
IBRA/AMC’s portfolio. While smaller loans are to be sold, outsourced, or settled
(including discounts on accrued interest), IBRA/AMC is itself attempting to restructure
loans larger than Rp 50 billion to 1,339 debtors. While initially adamant in refusing to
take “haircuts” on debt rescheduling, IBRA is now seeking indemnification of its staff and
government approval for circumstances in which IBRA could agree to debt writeoffs or
discounts. Unfortunately, IBRA is vulnerable to charges of KKN (i.e., corruption,
cronyism, and nepotism) which has not been helped by the Bank Bali affair. It appears
that IBRA staff are sensitive to the possibility of unfounded KKN allegations for proposing
any transaction that involves a loss to IBRA. This could have a chilling effect on IBRA’s
ability to resolve its large caseload on reasonable commercial terms in any timely manner.
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40. Of 760 major debtors that IBRA/JAMC has categorized, 31% are considered
cooperative and viable; 53% cooperative but questionable; 3% uncooperative but viable;
and 13% uncooperative and questionable. Since mid-1999, IBRA has been gauging
cooperation by requiring its largest obligors to sign letters of commitment. While it may
use bankruptcy proceedings against uncooperative or non-viable debtors, IBRA faces the
same uncertainties as any other creditor in going through the court system. To
compensate, IBRA has been given extraordinary powers (the so-called PP17 powers) to
seize the assets of uncooperative debtors, which became effective in October 1999. In an
attempt to send a message, IBRA used its PP17 powers for the first time in December
1999, seizing two properties — including 14 hectors of land in Jakarta from a firm owned
by a Suharto family member. IBRA had earlier announced that it would sue a number of
other debtors, and is continuing to fight several lower court decisions that have impeded its
debt collection efforts.

41. Meanwhile, IBRA/AMI has taken equity positions (mostly convertible rights
issues) with a face value of Rp 112 trillion in about companies in settlement by eight
commercial banks of violations on affiliated lending and Bl liquidity support. Over half
the assets are in agribusiness and real estate. These stakes or organized in up to eight
holding companies. IBRA/AMI plans to rely on private sales and public offerings to exit
from these equity positions. IBRA/AMI is seeking to raise Rp 12.8 trillion in 1999 and
plans to sell its 40% stake in car-maker Astra, on which three financial investors have
expressed an intention to bid. IBRA/AMI dispositions of its equity positions could effect
significant changes in corporate ownership. IBRA/AMI’s effectiveness will ultimately
depend on its ability to achieve adequate monitoring and governance over its holdings and
to exit from these holdings in a timely manner without depressing share prices.

D. Segmentation and Prioritization

42. In systemic distress among many hundreds of large corporations and tens of
thousands of SME’s, an efficient response requires some segmentation of the problem and
establishment of priorities. As noted above, IBRA/AMC is segmenting its treatment of the
170,000 debtors in its credit portfolio — focusing its efforts on the 0.8% that account for
82.8% of its portfolio and designating the rest for sale, outsourcing, or standardized
settlement. Danaharta’s approach to its cases is based on its assessment of company and
industry viability.

43. Following initial dalliances with ill-conceived “bankruptcy avoidance” Ioans,E| the
Korean government eventually settled on an effective crisis-segmentation strategy that
included court supervised insolvency for the most difficult companies; an immediate focus
on the most-distressed 6-64 chaebols; multiple efforts to impose financial discipline on the
Top 5 chaebols, and a systemic response to SME distress. As indicated in Table 1, 13
chaebols were allowed to go under court supervision. No additional large bankruptcies
occurred during 1998. Between June and September 1998, however, the CRA/CRCC

" Between October 1997 and May 1998, Korean creditors with government encouragement provided

KRW 1.9 trillion in “bankruptcy avoidance” loans to 9 chaebols. These were accompanied by little or
nothing in the way of chaebol commitments to undertake serious restructuring. Eight of the 9 chaebols
subsequently entered court-supervised insolvency or CRA workouts.
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framework was put in place and Korean creditors agreed on workouts for 16 highly
distressed mid-tier chaebols and about 38 standalone companies between September 1998
and mid-1999. While not in immediate danger in mid-1998, the Top 5 posed longer-term
problems because of problematic business investments and high leverage (479% at end-
1997) and because these chaebols threatened to absorb a disproportionate share of new
capital that might otherwise go to help finance mid-tier chaebols and SMEs. In response,
the FSC attempted to impose financial discipline by requiring chaebols to implement
capital structure improvement programs (CSIPs) and bringing a host of legal and
regulatory pressures to bear (described below) to forestall avoidance of greater financial
discipline by the Top 5. The government also brought various pressures to bear to
encourage the Top 5 to conclude various “big deals” — acquisitions, mergers, Oé joint
ventures designed to rationalize capacity in sectors suffering from overcapacity.” For
SMEs, the financial supervisor adopted several support schemes: (i) banks were required to
roll over SME loans due by December 1998; (ii) commercial banks were required to cancel
compensating balances for SMEs between January and November 1998 to all credit flows
to SMEs; and the relatively larger and stronger commercial banks were required to provide
additional loans to SMEs. In addition, the government made working capital and trade
finance available to SMEs through a number of facilities and established four investment
funds, which were mostly to provide debt and equity financing to SMEs.

E. Supporting Legal/Requlatory Measures

44, Governments took a wide variety of legal/regulatory initiatives to encourage
corporate restructuring. These included both “carrots”(i.e., positive incentives and
elimination of disincentives or obstacles) and “sticks” (i.e., disciplinary procedures and
punishments for failure to restructure adequately. Many of these measures appear to have
been useful or perhaps necessary. But the following measures are generally not sufficient
to induce corporate debtors to sell cherished assets, accept equity dilution, or hand over
management control. The measures listed below nonetheless provide a checklist of useful
actions for future crises.

45.  Taxes. Some countries provided tax relief for debt restructuring, typically limited
to debt restructuring by financial institutions so that the relief might not be abused through
debt restructuring transactions between related parties. Typically, the creditor could
deduct the debt-restructuring loss from its taxes and the offsetting gain to the debtor would
not be taxed. Thailand attempted to strengthen this incentive by limiting its duration from
1 January 1998 until 31 December 1999. This incentive had no noticeable effect on debt
restructuring. Recently extended through end-20001, this tax incentive may yet prove
useful as debtors and creditors become more ready to restructure corporate debt. Some
countries have also provided relief on various registration, stamp, and transfer taxes. Other
measures have included exemptions from SMEs on capital gains on the sale of real estate
used to repay debt and for real estate transferred in M&A transactions. Tax treatment of
M&A transactions remains a sticking point in Thailand, where non-cash transactions (e.g.,

8  “Big deals” have been agreed for semiconductors (i.e., Hyundai Electronic’s acquisition of LG

Semiconductor), oil refining, rolling stock, aircraft, power generation, and ship engines. A
petrochemical deal is still under consideration. The proposed swap of Samsung Motors for Daewoo
Electronics has been scuppered by court receivership for the former and Daewoo’s mid-1999 crisis.
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mergers, share swaps) create an immediate tax liability. One tax “stick” has been Korea’s
move to limit or eliminate deductibility on interest on “excessive” debt

46. Foreign investment and ownership. After a series of liberalizations, Korea has
essentially eliminated restrictions on foreign ownership of Korean companies. Thailand
has amended its Alien Business Law and somewhat eased restrictions on foreign
ownership of land or condominiums.

47. Corporate takeovers. Korea has made it possible for outside investors to acquire
larger blocks of a company’s shares without approval from the company’s board..

48. Corporate reorganizations. While it has not been a problem in Thailand,
debt/equity conversions are legally considered a two-part transaction between the debtor
and the converting creditor, which could give rise to challenges from other creditors as a
preferential transfer to converting creditors. The law also provides requires 6 months
before concluding a merger to enable creditors to object. Lastly, in several countries, it
appears that minority shareholders of insolvent companies continue to enjoy substantial
rights and are unreasonably positioned to block restructuring transactions that disadvantage
them.

49. Labor. Korea changed its Labor Standards Act to allow companies involved in
restructuring or a M&A transaction to lay off employees. In addition, Korea somewhat
broadened and extended its program of unemployment insurance.

50.  Corporate governance. Several countries have moved to improve financial
disclosure through adoption of international accounting standards and other shareholder
protections. Korea, for instance, is requiring chaebols to provide consolidated financial
