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The following symbols have been used throughout this paper:
. to indicate that data are not available;

to indicate that the figure is zero or less than half the final digit shown, or that the jtem
does not exist;

between years or months (e.g., 1994-95 or January—June) to indicate the years or
months covered, including the beginning and ending years or months;

between years (e.g., 1994/95) to indicate a fiscal (financial) year

“Billion” means a thousand million.
Minor discrepancies between constituent figures and totals are due to rounding.

The term “country as used in this papetoes not in all cases refer to a territorial entity that
is a state as understood by international law and practice; the term also covers some teffritorial
entities that are not states, but for which statistical data are maintained and provided interna

tionally on a separate and independent basis.




Preface

This paper reviews the policy responses of Indonesia, Kored harilénd to the
Asian crisis that erupted in 1997 and compares the actions of these three countries
with those of Malaysia and the Philippines, which werdebefl by the crisisAl-
though work is still under way in all thefeéted countries, and thus any judgments
are necessarily tentative, important lessons can be learned from the various experi
ences of the last two years.

The paper reflects these lessons and theginuepolicies of the IMFS Monetary
and Exchangéffairs Department (MAE)The material in this paper was originally
prepared for discussion in the IMFExecutive Board in early September 1999. It
was prepared under the direction of Stefan Ingves, Director of MAE, byf destar
led by Carl-Johan Lindgren and consistingifomas J.TBalifio and Charles Enoch
(who have been leading the departmentork inThailand, Korea, and Indonesia; re
spectively), Anne-Marie Gulde, Marc Quintyn, and Leslieo. Elena Budreckaite
and Kiran Sastry provided research assistance, and Chafmanael and Janet Stan
ford secretarial support. Jédayden of the External Relations Department edited the
report and coordinated its publicatiarhe team benefited from contributions of nu
merous other MAE stadfmembers involved in the departmentork in the five
countries, as is acknowledgedAppendices I-VThe paper thus reflects the hands-
on experience of the MAE sfaind experts involved.

The paper has also benefited from comments of thedMkecutive Directors,
colleagues in MAE, thdsia and Pacific Department (APD), and other departments
in the IMF, as well as from colleagues in frld Bank.The views expressed in the
paper are those of the IMF dtaihnd do not necessarily reflect the views of the na
tional authorities or IMF Executive Directors.
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I Overview

Financial and corporate sector weaknesses playedot sufer a full-blown crisis, some of those coun
a major role in thésian crisis in 1997These tries also adopted measures to deal with that turmoil
weaknesses increased the exposure of financial instiand to strengthen their financial systesong
tutions to a variety of external threats, including de these other countries, Malaysia and the Philippines
clines in asset values, market contagion, speculativeare useful to compare with the three crisis countries,
attacks, exchange rate devaluations, and a reversahnd therefore are also discussed in this paper when
of capital flows! In turn, problems in financial insti appropriate.
tutions and corporations worsened capital flight and The structure of the paper is as follows. Section Il
disrupted credit allocation, thereby deepening the briefly reviews vulnerabilities in the financial sector
crisis. in the run-up to the financial crisis. Section Ill-dis
As a consequence, policy responses to the crisiscusses measures taken during the initial stages of the
emphasized structural reforms in the financial and crisis to stabilize the system. Sectiondigcusses is
corporate sectors in addition to the implementation sues involved in setting monetary and credit policies
of appropriate macroeconomic policidhese struc and the issue of a “credit crunch.” Sectibneviews
tural measures were also necessary for macroecoissues related to the respective governmestiate
nomic policies to achieve the intended stabilization. gies to restructure the financial sec®ectionVI re-
Structural measures included dealing with nonviable views institutional reforms undertaken to diminish
financial institutions, establishing frameworks for the likelihood of future financial crises. Sectigi
recapitalizing and strengthening viable institutions, discusses issues relating to IMF advice and IMF-
restructuring the corporate secgtand improving supported programs. Conclusions and lessons are
prudential regulations and supervision and market presented in Sectiolll. Appendices |-Vpresent
discipline? case studies from Indonesia, Korea, Malaysia, the
This paper reviews the policy responses to the fi Philippines, and hailand.The studies discuss in-de
nancial sector crisis in fiv&sian countries, focusing tail the financial sector problems and the steps taken
in particular on Indonesia, Korea, amfailand. It to address thenThey set the stage for the compar
complements Lane and others (1999) and drawsisons and lessons that are drawn in the main body of
lessons for the future, Igely based on experience in the paper
these countries. Given that the restructuring is still  The following paragraphs f&fr a brief analysis of
ongoing, the study is necessarily selective in the is the crisis and summarize the pdpenain findings.
sues it addresses and provisional in some of the an
swers it provides. Because of a combination of do
mestic and foreign factors, the crisis was particularly Origins of the Crisis
severe in Indonesia, Korea, ambailand—in this
paper referred to as the crisis countries—all of Financial and corporate sector weaknesses com
which obtained the IME' financial support. Other  bined with macroeconomic vulnerabilities to spark
countries in the region also experienced some of thethe crisis (see Box 1 for a chronology of events).
effects of the financial turmoilAlthough they did Formal and informal currency pegs, which diseour
aged lenders and borrowers from hedging, also
contributed to the outbreak. Capital inflows had
" IFor simplicity “bank” and “financial institution” are used-in helped fuel rapid credit expansion, which lowered
terchangeably in this pap&then referring to a specific type of ~ the quality of credit and led to asset price inflation.
financial institution (e.g., commercial bank, merchant bank), that The inflated asset prices encouraged further capital
refzilrenc? will be used in full. . inflows and lending, often by weakly supervised
onviable financial institutions are those judged unable to . . ! L .
maintain minimum thresholds of liquiditysolvency and nonbank financial institutions. Highly leveraged
profitability. corporate sectors, especially in Korea ahdiland,
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1997
March 3

March—June
April

June 29
July 2

Early July
July 8-14

July 11
July 11
July 13

July 24
August 5

August 14
August 20
August 25

October 14

October 24
October 31

November 5
November 19
Mid-November

November
December 4

December 8
Mid-December
December 18

Box I. A Chronology of the Asian Crisis, March 1997-July 1999

Thailand First official announcement of problems in two unnamed finance
companies, and a recapitalization program.

Thailand Sixty-six finance companies secretly receive substantial liquidity
support from the Bank dfhailand. Significant capital outflows.

Malaysia Bank Negara Malaysia imposes limits on bank lending to the prop
erty sector and for the purchase of stocks.

Thailand Operations of 16 finance companies suspended and a guarantee of
depositorsand creditorsfunds in remaining finance companies an
nounced.

Thailand Baht is floated and depreciates by 15—-20 percent.

Indonesia Pressure on the rupiah develops.

Malaysia Bank Negara Malaysia intervenes aggressively to defend the ringgit:
efforts to support the ringgit are abandoned; ringgit is allowed to
float.

Indonesia Widening of the rupials’ band.

Philippines Peso is allowed more flexibility

Korea Several Korean banks are placed on negative credit outlook by rating
agencies.

All “Currency meltdown"—severe pressure on rupiah, baht, ringgit, and
peso.

Thailand Measures adopted to strengthen financial seGperations of 42 fi
nance companies suspended.

Indonesia Authorities abolish band for rupiah, which plunges immediately

Thailand Three-year Stand-B&rrangement with IMF approved.

Korea Government guarantees banksternal liabilities; withdrawal of

credit lines continues.

Thailand Financial sector restructuring strategy announced; Financial Sector
RestructuringAgency and asset management company established;
blanket guarantee strengthened; new powers to intervene in banks.

Thailand Emengency decrees to facilitate financial sector restructuring.

Indonesia Bank resolution package announced; 16 commercial banks closed;
limited deposit insurance for depositors in other banks; other bank
closures to follow

Indonesia Three-year Stand-B&rrangement with IMF approved.

Korea Exchange rate band widen&tion falls sharply

Thailand Change in government. Significant strengthening of economic reform
program.

Korea KoreaAsset Management CorporatisflKAMCO) nonperforming
asset fund is established.

Korea IMF approves three-year Stand-Byrangement but rollover of
short-term debt continues to decline.

Thailand Fifty-six suspended finance companies are permanently closed.

Indonesia Deposit runs on banks, accounting for half of banking system assets.

Korea New government is elected; commitment to program is strengthened.




Origins of the Crisis

December 24 Korea Foreign private bank creditors agree to maintain exposure temporarily

December 29 Korea Legislation passed strengthening independence for Bank of Korea
and creating Financial Supervision Commission.

December 31 Thailand Bank of Thailand intervention in a commercial bank; shareholders’
stakes eliminated.

December Korea Fourteen merchant banks are suspended and tge ¢tammercial
banks taken over by the government.

1998

January 1 Malaysia Measures announced to strengthen prudential regulations.

January 15 Indonesia Second IMF-supported program announced. Indonesian Bank Re
structuringAgency (IBRA) established and blanket guarantee an
nounced.

January 20 Malaysia Bank Negara Malaysia announces blanket guarantee for all depositors.

January 23 Thailand Bank of Thailand intervenes in two commercial banks; shareholders
eliminated.

January 26 Indonesia Indonesian Bank Restructuridgency (IBRA) established and blan
ket guarantee announced.

January 28 Korea Agreement with external private creditors on rescheduling of shart-
term debt.

January Korea Ten of 14 suspended merchant banks closed; 20 remaining merchant
banks are required to submit rehabilitation plans.

February 15 Korea New president and government takéoef.

February Indonesia President Suharto reelected. Doubts about future of financial segtor
program grow stronger amid political uncertaifRypiah depreciates
further and currency board is debated.

March 1L Thailand One commercial bank purchased by foreign strategic investor

March 25 Malaysia Program to consolidate finance companies and to recapitalize com
mercial banks is announced.

March 31 Thailand New loan classification and loss provisioning rules introduced.

March Philippines Three-year Stand-B&rrangement agreed with IMF

April 4 Indonesia IBRA closes seven banks and takes over seven others.

End ofApril Korea Four of 20 merchant banks2habilitation plans rejected; banks are
closed.

May 18 Thailand Bank of Thailand intervention in seven finance companies; share
holders eliminated.

Mid-May Indonesia Widespread riots. Rupiah depreciates, deposit runs intersity
Bank Indonesia must provide liquidity

May 21 Indonesia President Suharto steps down.

May 29 Indonesia A major private bank taken over by IBRA.

June 5 Indonesia International lenders and Indonesian companies agree on corpgrate
debt rescheduling.

June 29 Korea For the first time, government closes commercial banks (five small
ones).Two merchant banks are closed and twogeéwith commer
cial banks.

June 30 Korea New loan classification and loss provisioning rules introduced.
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Box | (Concluded)

June Malaysia Danaharta, an asset management compsuegtablished.

Mid-July Indonesia Authorities allow market-determined interest rates on Bank Irdone
sia bills.

August 14 Thailand Comprehensive financial sector restructuring plan announced, |in

cluding facilities for public support of bank recapitalization. Inte
vention in two banks and five finance companies; shareholders’
stakes eliminated.

August 30 Thailand Majority ownership in one medium-sized commercial bank by far
eign strategic investor

August Malaysia Danamodal (bank restructuring and recapitalization agency)| is
established.

September 23 Indonesia Indonesias bilateral external debt tofafial creditors refinanced.

September 30 Indonesia Bank Mandiri created through ngar of four lagest state-owned

banks. Plans announced for joint government-private sector reeapjtal
ization of private banks.

September Malaysia Capital controls introduced, exchange rate pegged, disclosure| re
quirements relaxed, and measures to stimulate bank lending adopted.

October 6 Indonesia Amended Banking Law passed, which included strengthening|of
IBRA.

1999

February 15 Malaysia Capital controls replaced with declining exit levies.

March 13 Indonesia Government closes 38 banks and IBRRes over seven others. Eli
gibility of nine banks for joint recapitalization with government ar
nounced.

April 21 Indonesia Closure of one joint-venture bank.

April Indonesia Government announces a plan to recapitalize the three other state
banks (all insolvent).

June 30 Indonesia Eight private banks recapitalized jointly through public and private
funds.

July 5 Indonesia Government announces plan for resolution of |IBf#Aks.

July 31 Indonesia Legal meger of component banks of Bank Mandiri.

July Thailand One small private bank intervened and put up for sale; one major

bank announces establishment of an asset management company

and lage unhedged short-term debt made the crisiscymakers, supervisors, market participants, and in
countries vulnerable to changes in market sentimentternational financial institutions—while those indi
in general and exchange and interest rate changes icators of trouble that were available seem to have
particular Malaysia and the Philippines were less been lagely ignored. In addition, inadequacies in as
vulnerable. sessing country risk on the part of the lenders con
Weaknesses in bank and corporate governanceributed to the crisis.
and lack of market discipline allowed excessive risk  The crisis was triggered by the floating of Teai
taking, as prudential regulations were weak or baht in July 1997. Changing expectations led to the
poorly enforced. Close relationships between-gov depreciation of most other currencies in the region,
ernments, financial institutions, and borrowers wors bank runs and rapid withdrawals of foreign private
ened the problems, particularly in Indonesia and capital, and dramatic economic downturid¢hen
Korea. More generallyweak accounting standards, the crisis broke, Indonesia, Korea, arfthiland re
especially for loan valuation, and disclosure prac quested IMF assistance, both to obtain financial sup
tices helped hide the growing weaknesses from poli port and to restore confidence.



Bank Restructuring

Coping with the Crisis Bank Restructuring

The initial priorities in dealing with the crisis were Comprehensive bank restructuring strategies in the
to stabilize the financial system and to restore eonfi crisis countries and in Malaysia sought to restore fi
dence in economic management. Forceful measuresiancial sector soundness as soon as possible, and at
were needed to stop bank runs, protect the paymenteast cost to the government, while providing an ap
system, limit central bank liquidity support, mini  propriate incentive structure for the restructuring.
mize disruptions to credit flows, maintain monetary (See Box 2 for a list of critical steps in resolving a
control, and stem capital outflows. In the crisis systemic banking crisis.Jhe strategies included
countries, em@ency measures, such as the intro setting up appropriate institutional frameworks, re
duction of blanket guarantees and bank closings,moving nonviable institutions from the system,
were accompanied by comprehensive bank restruc strengthening viable institutions, dealing with value-
turing programs and supported by macroeconomicimpaired assets, improving prudential regulations
stabilization policies. and banking supervision, and promoting trans

Closings of the most insolvent or nonviable finan parency in financial market operations.
cial institutions were used initially to stem rapidly Key principles for bank restructuring strategies in
accumulating losses and central bank liquidity-sup the crisis countries have been the application of uni
port. Howeverthe experience of Indonesia showed form criteria to identify viable and nonviable institu
that in a systemic crisis bank closings can lead totions, removal of existing owners from insolvent in
runs on other banks, if not accompanied by proper stitutions, and encouragement of new private capital
information, strong overall economic management, contributions, including from the foreign sector
and a blanket guarantee. Public support has sought to complement private

Blanket guarantees for depositors and creditors sector contributions; liberalization of foreign owner
were used in the crisis countries and in Malaysia to ship rules encouraged foreign participation.
restore confidence and to protect barfksiding. Strategies must be adapted to fit countri@s’
Despite the enormous contingent costs and moralcumstances. Systemic bank restructuring is a-com
hazard problems involved, governments consideredplex medium-term process that requires careful
guarantees preferable to collapses of their bankingtailoring. Accordingly, while the broad components
systemsThe guarantees werdedtive in stabilizing of the restructuring strategies were similianple-
banks’domestic funding—although in some cases it mentation details diéred across countries accerd
took some time to gain credibility—but were less ef ing to the precise nature of the problems, legal and
fective in stabilizing bankdoreign funding (Korea  institutional constraints, and each government’
responded with voluntary debt rescheduling and preferences.

Malaysia adopted capital controls). In Indonesia, a Valuation of bank assets is crucial for determin
blanket guarantee was introduced only after an at ing bank viability but is very difcult in a crisis en
tempt to use a limited guarantee had backfired. vironment, as markets are thin and values shift with

Liquidity support by central banks was reduced changing circumstancesighter rules for loan clas
after the closure of the weakest financial institutions sification, loss provisioning, and interest suspen
and the introduction of the blanket guarantees.-Mon sion were introduced to guide the valuation process.
etary control was maintained through sterilization Different valuation procedures, including by banks
measures—ddetting sales or purchases of securities themselves, external or international auditors, or
by the central bank—in all countries, except initially supervisors, were used to provide the authorities
in Indonesia. Monetary policy in all countries fo with the best available data. Regardless of data
cused on the exchange rate, short-term interest rategjuality, decisions had to be made as much as possi
and the level of international reserves, rather than onble on the basis of uniform and fully transparent
traditional monetary aggregates, which had becomecriteria.
unstable. Strengthening viable institutions involved asset

Credit growth slowed as demand contracted andvaluation, loss recognition, and recapitalization.
supply plummeted, with bankers becoming more se When banks breached minimum capital adequacy
lective in their lending behavioA heightened per requirements, recapitalization and rehabilitation be
ception of credit risk, funding constraints, and a came mandatoryften under binding memoranda of
weakening capital position further constrained understanding with the supervisory authorities. In
credit. In such circumstances, direct or indirect-mea the crisis countries loan-loss provisioning rules or
sures to stimulate new credit are unlikely to béisuf capital adequacy requirements were implemented
cient to restore normal lending: that will take a re gradually—but transparently—to give banks time to
turn of profitability and solvency in the banking and restructure and mobilize new capital and to avoid
corporate sectors. aggravating credit supply problems. Public sector
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Box 2. Ten Critical Points in Managing and Resolving a Systemic Bank Crisis

The sequence presented below describes tfezetit to reduce uncertainty and to allow time for the governp
phases one encounters when dealing with a majer sys ment to begin an orderly restructuring process.
temic financial sector crisig.his sequence is based on 4 |l along, the central bank tries to sterilize its-lig
the assumption that a counsyfinancial sector has  igity support to avoid a loss of monetary control.
public good aspects and, hence, that solving such a cri o
sis warrants substantial public sector involvem&he Steps 5-8.The stabilization phase: meassrto e-
different steps, from origin through recognition and Sstructure the system.

resolution, and preventive measures are discussed in5. The authorities design the tools needed for a-com
this paperAlthough specific actions may €& among prehensive restructuring, including the required legal
countries based on the depth of the crisis, the composi financial, and institutional framework.
tion of the financial sector before the crisis, local cir 6
cumstances and preferences, and the contents and se,,
qguence of the basic building blocks and strategies are
similar across countries.

. Losses in individual institutions are recogniz€de
uthorities shift the focus from liquidity support to-sol
vency support.

o 7. The authorities design a financial sector restructy
Steps 1-4The acute crisis phase: meassito stop the  ing strategybased on a vision for the postcrisis struc
panic and stabilize the system. ture of the sector

=

1. The crisis usually begins because, in one form or an 8- Viable banks are recapitalized, bad assets are dealt
other there is excessive leverage in the econdmghe with, and prudential supervision and regulations are
early stages there may also be a degree of denial on thdightened.

part of the banks and the government. Steps 9—10The ecovey phase: measas to normal
2. Bank runs by creditors and depositors start and in ize the system.

tensify The central bank responds by providing liguid 9. Nationalized banks are reprivatized, corporate debt
ity support to the &cted banks. is restructured, and bad assets are sold.

3. When central bank liquidity is unable to stop the 10. The blanket guarantee is revoked, which, if pro
runs, the government announces a blanket guaranteeerly handled, is a nonevent because the banking system
for depositors and creditors. Such a measure is intendechas been recapitalized and is healthy again.

equity support was also provided to viable banks, nature of the asset and available management capa
subject to stringent conditions. bilities. Nonperforming loans with reasonable
The authorities intervened in institutions that chances of recovery are generally better managed in
failed to raise capital and faced insolvency through banks.
such techniques as government recapitalizatien/na A centralized asset management company-typi
tionalization, megers, sales, use of bridge banks and cally involves government ownership, compared
asset management companies, purchase and assumwith decentralized asset management companies,
tion operations, and liquidation. Shareholders-typi which tend to be privately owned and bank specific.
cally absorbed losses until their capital was fully All asset management companies seek to provide
written of. In all the countries, the governments aim better management structures for problem assets and
at reprivatizing the nationalized financial institutions to relieve banksbalance sheetsAsset sales by
as soon as possible; in this, Korea @hdiland have banks to asset management companies should not
already made significant progress. amount to back-door capitalization of banks (and
Management of impaired assets, including-non bailout of shareholders) by receiving inflated prices,
performing loans, is one of the most complex parts a matter complicated by the above-mentionefi-dif
of financial restructuring. Impaired assets can either culty of valuing impaired assets. Because banks
be dealt with by the financial institutions them have to take a loss when they sell loans to an asset
selves, by bank-specific or centralized asset managemanagement company (public or private), capital
ment companies, or under liquidation procedures. scarcity may limit their capacity to do so. Indonesia,
Speed of disposal has to be considefadets have  Korea, and Malaysia have opted for a centralized
to be managed and disposed so as to preserve valugsublic asset management compawhile Thailand
and maximize recoverwhile at the same time ere  established a public asset management company that
ate the right incentives so as not to undermine bor only deals with residual assets of closed finance
rower discipline throughout the systefhe choice companies, and has encouraged the establishment of
of asset management structure should depend on théank-specific asset management companies.



Could the Crisis Have Been Prevented?

Cost of Restructuring and managers. Steps have been taken to strengthen
) the autonomy and authority of supervisors, upgrade
The gross costs of the bank restructurings aretheir powers and skills, and improve on-site exami

massive. Estimates put the public sector costs in thenation, of-site monitoring, and analysis techniques.
three crisis countries and Malaysia between 15 and

45 percent of GDPThe estimates may increase if
further losses are uncovered, but they may also dropg g 1e of the IMF
depending upon the proceeds from asset sales and

privatization.The revenue generated by these sales The IMF-supported programs in Indonesia, Korea,
will not be known for several yearBhere are, inad  andThailand centered on financial sector reform, not
dition, eficiency gains and wealth fetts resulting  only because financial sector problems were a root
from the restructuring. Initiallythe costs were cause of the crisis but also because reestablishing
mainly carried by the central banks in the form of panking system soundness was crucial for restoring
liquidity support to ailing banks. Only recently have macroeconomic stabilitAlthough the IMF was able
governments started to refinance this liquidity By is to draw on both its past experience and its analytical
suing domestic government bonds. work, the specific circumstances of each country
The fiscal implications of the crisis were esti added dimensions that required careful tailoring of
mated by imputing the carrying costs of the debt cre the reform and resolution strategies for each country
ated to finance the restructuring. Full and transparentoften taking into account the authoritis@metimes
recording in the fiscal accounts of all costs incurred strong preferencedhe design of the reform strate
by the government, including capital costs, is impor gies required access to bank-by-bank supervisory
tant for fiscal analysisThe very lage costs of the  data, which was provided in the crisis countries.
crisis may dect medium-term fiscal sustainability Letters of Intent and Memoranda of Economic and
Financial Policies laid out the strategies and sequenc
ing. The IMF-supported programs required a delicate
Other Issues balance between the needs for short-term IMF eondi
tionality and the medium-term nature of financial
Government “ownership” of the reform programs sector restructuring, which often involves steps and
and strong leadership are necessary to takgelwr  negotiations beyond the authoritieiect control.
and implement the complex microeconomic  Cooperation with th&Vorld Bank and other inter
processes that a systemic bank restructuring entailnational oganizations was close from, or soon after
In the crisis countries, political changes had a-posi the beginning, with somewhat féifent divisions of
tive impact on the pace and resolve of the restructur |abor in each countryrhe IMF took the lead in as
ing process. Only domestic constituencies can dealsijsting the authorities in designing the overall restruc
with the legal and institutional factors that are-pre turing program of the three crisis countries, while the
requisites for success, but that also can bring theworld Bank took chaye of specific areas of program
process to a halt. Restructuring has to take into ac formulation and implementation. Most tasks have
count human resource constraints and legal issuesheen done jointly to provide the authorities with the
given that it typically has major fetts on private  pest possible advice and to use the resources of the

wealth. ~ two institutions as @tiently as possible.
Corporate sector problems represent the flip side

of banks’nonperforming loans. Bank restructuring

should be accompanied by corporate debt restructur Could the Crisis Have

ing, which has been lagging and is now delaying the Been Prevented?

bank restructuring processt the same time, finan

cial sector restructuring should be given priority as  More transparency in macro- and microeconomic

the governance structure of banks and their pruden data and policies would have exposed vulnerabilities

tial framework provide powerful levers to bring earlier and helped lessen the crisis. Better regulatory

about the corporate restructuring reform. and supervisory frameworks would have helped, but
Prudential regulation and supervision have been supervisors would most likely not have been able to

strengthened to foster better bank governance andake necessary actions in the middle of the economic

stronger market discipline. In all the countries; do boom. No one foresaw the sudden massive erosion

mestic standards are being brought closer to interna of loan values, once market sentiment changed and

tional best practices, including areas such as foreignexchange rates collapsed.

exchange exposure, liquidity management,-con  Broad-based reforms are under way to strengthen

nected lending, loan concentration, loan provision the institutional, administrative, and legal frame

ing, data disclosure, and qualifications for owners works in the crisis countries, based on evolving in
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ternational best practices, codes, core principles, andiatives include work on the international financial
standardsThe crisis has shown the need to tailor architecture, the Financial Stability Forum, and
prudential policies so that resilience is built up in financial sector stability assessmenifie Basel
times of economic booms to deal more easily with Committee on Banking Supervision has formulated
inevitable economic downturns. improvements to regulation and supervision of inter

International &€brts have been undertaken te re national lenders to address weaknesses that con
duce the likelihood and intensity of future crises: Ini tributed to théAsian crisis.



Il Vulnerabilities

heAsian financial crisis involved several mutu . . . .
ally reinforcing events, starting with the devalu ~ Figure I. Balance on Capital and Financial
ation of theThai baht in July 1997, and followed by ~ Account/GDP
devaluations of other currencies, the attack on the (in percent)
Hong Kong dollar in October 1997, a rapid with
drawal of foreign private capital, bank runs, sever

eign downgrades, and a dramatic decline in real eco 15
nomic activity3 A combination of financial system
and corporate sector vulnerabilities and weaknesses 10 /NG
contributed to the crises and magnified the negative ~  --=="--. / o
impact of exchange rate devaluations and foreign 5
capital withdrawals on financial institutioriBhis 0
section highlights some of these vulnerabilities,
which were present in all the crisis countries, albeit -5
differing in specific aspects. — Indonesia - -+ * Thailand

—10 — — Malaysia === Korea

=+ ** Philippines

Macroeconomic and -
Financial Weaknesses 20—+ 1

1990 91 92 93 94 95 9% 97 98

A key vulnerability arose from the g capital in
flows—especially those deriving from foreign bor
rowing. These inflows were equivalent to 3.5 per
cent of GDPannually in Indonesia, 2.5 percent in
Korea, and 10 percent ifhailand during 1990-96
(Figure 1).They were encouraged by high economic including low interest rates and weaknesses in risk
growth, low inflation, and relatively healthy fiscal management by lenders in industrialized countries.
performance (@bles 1 and 2, and Figure 2), finan The bulk of these inflows reflected direct borrowing
cial sector and capital account liberalization, integra by banks (Korea antihailand) and corporations ¢In
tion into global capital markets, formal or informal donesia): this was especially evidentTihailand
exchange rate pegs (Figure 3), and various imncen right before the crisig.In contrast, in Malaysia, in
tives created by the governmér€apital flows also  flows of foreign direct investment were d@r than
reflected conditions in the global financial system, direct borrowing and portfolio inflows, while capital

inflows in the Philippines (particularly portfolio-in
flows) had only recently become significant.
- Inflexible exchange rate regimes complicated
3This paper does not address the causes of the crisis. Detailedngcroeconomic management and increased \alner
expositions on this subject can be found in Lane and others L . -
(1999), International Monetary Fund (1997), and International _ab'“ty' The_ nominal eXChan_ge rate had_ depremated
Monetary Fund (1998). Other studies, such as Furman and in @ predictable manner in Indonesia, and was

Stiglitz (1998), Goldstein (1998), and Radelet and Sachs (1998),
have also addressed the subject.

4For example, inThailand, bank lending and borrowing
through Bangkok International Banking Facilities received favor 5In Thailand other inflows were 8 percent of GXP1996
able tax treatment, while in the Philippines, banks were subject to compared to 3 percent of GDét direct investment and portfolio
lower taxes on onshore income from foreign currency loans com inflows; in Indonesia and Korea, other inflows were on average 1
pared to that from domestic currency loans. percent of GDPand direct and portfolio investment 4 percent.

Source: IMF, World Economic Outlook.
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Table |I. Selected Economic Indicators
(In percent or ratios)

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999!

Indonesia
Real GDP growth 9.0 8.9 72 7.3 7.5 82 8.0 46 -13.6 -39
Inflation 7.8 9.4 7.5 9.7 8.5 9.4 79 6.6 60.7 254
Current account balance/GDP -2.8 -34 =22 -1.5 -1.7 -33 -32 -3.0 -0.1 2.8
Central government balance/GDP 1.34 004 -1.15 -0.71 0.01 0.77 1.16 —-067 -446 -6.48
Broad money growth 29.7 24.6 22.6 21.1 21.8 26.7 27.0 274 61.7 15.6
Private sector credit/GDP 46.1 45.8 455 48.9 51.9 535 55.4 61.0 51.6

Korea
Real GDP growth 9.5 9.1 5.1 5.8 8.6 8.9 7.1 5.5 55 2.0
Inflation 8.6 9.3 6.2 4.8 6.3 4.5 4.9 44 7.5 1.8
Current account balance/GDP -0.8 -2.8 -1.3 0.3 -1.0 -1.9 —4.7 -1.8 13.1 7.1
Central government balance/GDP -0.67 -l1.62 049 0.64 0.32 0.35 0.28 028 -3.78 -5.12
Broad money growth 17.2 21.9 14.9 16.6 18.7 15.6 15.8 14.1 25.2
Private sector credit/GDP 52.5 52.8 533 54.2 56.8 57.0 61.8 69.8 73.6

Malaysia
Real GDP growth 9.6 8.6 7.8 8.3 9.3 9.4 8.6 77 -75 -16
Inflation 2.8 2.6 4.7 35 37 34 35 2.7 53 38
Current account balance/GDP 2.1 -8.8 -3.8 —-4.8 -78 -10.0 —4.9 =5.1 12.3 8.7
Central government balance/GDP -3.08 248 0.13 0.52 1.45 1.30 1.07 258 -191 -6.05
Broad money growth 18.2 244 18.1 238 15.8 18.2 23.7 9.6 1.3 6.1
Private sector credit/GDP 714 753 743 74.1 74.6 84.8 898 1004 1087

Philippines
Real GDP growth 3.0 -0.6 0.3 2.1 44 47 5.8 52 -0.5 2.3
Inflation 14.1 18.7 9.0 7.6 9.1 8.1 84 6.0 9.7 85
Current account balance/GNP -5.8 -1.9 -1.6 -5.5 —4.6 —4.3 —4.4 =5.1 1.8 2.1
Central government balance/GNP -380 -240 -130 -l60 -1.70 -1.30 -0.60 -070 -260 -2.70
Broad money growth 15.5 15.5 1.0 24.6 26.5 25.3 15.8 20.9 74 15.0
Private sector credit/GNP 20.5 18.9 21.5 27.2 30.0 382 50.0 57.6 50.5 46.9

Thailand
Real GDP growth 1.6 8.1 82 8.5 8.6 8.8 5.5 —04 -8.0 1.0
Inflation 6.0 5.7 4.1 34 5.1 5.8 5.9 5.6 8.1 0.5
Current account balance/GDP -8.3 -7.5 -5.5 -5.0 5.4 -7.9 -7.9 -1.9 12.2 8.8
Central government balance/GDP 4.60 4.14 2.53 1.98 1.98 2.49 1.04 -1.62 -288 -3.84
Broad money growth 26.7 19.8 15.6 18.4 12.9 17.0 12.6 16.4 9.5 4.7
Private sector credit/GDP 64.5 67.7 722 79.8 90.9 975 1000 [163 1095

Sources: IMF, International Financial Statistics;World Economic Outlook; and national authorities.
11999 IMF estimates.

closely linked to the U.S. dollar (or a basket of-cur corporations’balance sheets aggravated the prob
rencies) in Korea, Malaysia, the Philippines, and lem. A long history of stable exchange rates also
Thailand.The broadly stable exchange rate created undermined incentives to introduce adequate pru
incentives for borrowing in foreign exchange as dential rules on, and monitoring of, foreign eur
borrowers underestimated the risks associated withrency exposured.he three crisis countries were es
foreign currency exposufelLenders, meanwhile, pecially vulnerable to capital outflows and
ignored the fact that lending in foreign exchange in exchange rate devaluations because of the signifi
volved substantial credit risk. Maturity mismatches cant amount of short-term foreign currency debt,
in banks’portfolios, and currency mismatches on which was mostly unhedged. Furthermore, the

growth of this debt outpaced growth in usable for

eign exchange reserves during most of the 1990s,
" 6In addition, domestic nominal interest rates were above for Making these countries increasingly susceptible to a
eign rates, especially with regard to yen rates. deterioration in market sentiment andglrcapital



Macroeconomic and Financial Weaknesses

Table 2. Selected Indicators of Vulnerability
(Period ended December 1996)

Indonesia Korea Malaysia Philippines  Thailand
Macro indicators
Inflation >5% . . .
Fiscal deficit >2% of GDP
Public debt >50% of GDP .
Current account deficit >5% of GDP .
Short-term flows >50% current account deficit! . . . . .
Capital inflows >5% of GDP . . . .
Ratio of short-term debt to international reserves >| 2 . . .
Financial sector indicators
Recent financial sector liberalization . . . .
Recent capital account liberalization .
Credit to the private sector >100% of GDP . . .
Credit to the private sector, real growth >20% . .
Emphasis on collateral when making loans . . . . .
Estimated share of bank lending to the real estate sector >20%3 . . . .
Stock of nonperforming loans >10% of total loans
Stock market capitalization (as percent of GDP) 40 30 310 98 56

Source: IMF, International Financial Statistics; World Economic Outlook;World Bank and IFC.

Note: The cutoff points are based on the relevant literature that attempts to predict currency and banking crises (Kaminsky, Lizondo, and Reinhart,
1997, for currency crisis; and Hardy and Pazarbasioglu, 1998, for banking crisis).

IDefined as the sum of net portfolio and other investments in the financial accounts.

2As of June 1997.

3At the end of 1997. Includes indirect exposure through collateral.

outflows? In addition, material adverse change of 15 to 20 percent compared to inflation rates of 3
clauses in debt contracts shortened tHective to 10 percent (Figure 4Jotal commercial bank and
maturity of long-term debt, increasing vulnerability nearbank assets grew from between 50 and 100 per
to negative eventsMalaysia was less vulnerable cent of GDHn 1992 to between 150 and 200 percent
because foreign currency borrowing was lower due of GDPat the end of 1996 (Box 3)s a comparison,
to a requirement of &itial approval above a certain  deposit money banks held assets equal to 30 percent
limit. of GDPin Mexico, 48 percent in Brazil, 80 percent
The capital inflows helped fuel rapid credit expan in the United States, 136 percent in the European
sion that led to strains—asset price inflation and ex Union, and 300 percent in Japanthe Asian
cessive risk taking—which increased the vulnerabil economies were in a self-reinforcing cycle—growth
ity of the financial systems. In Korea, Malaysia, and in credit reinforced the investment booms, which in
Thailand private sector credit in nominal terms ex turn encouraged further capital inflows and lending.
panded rapidly during the 1990s, at an average rateThis growth also led to asset price inflation (espe
cially in Malaysia andrhailand), which encouraged
lending to the real estate sector and inflated collat
eral values. Meanwhile, banks were increasingly ex
"By mid-1997, total outstanding claims held by foreign banks posed to credit and foreign exchange risks and to
on domestic residents in the three crisis countries amounted to maturity mismatches, to the extent that foreign- bor

$232 billion, of which $151 billion was short term. Short-term - . .
debt amounted to 20 percent of total foreign debt in Indonesia, 44 FOWING was short term and domestic lending long

percent in Korea, 50 percent in Malaysia, 60 percent in the Philip t€rm, thus increasing the countriesiinerability to
pines, and 30 percent Thailand. In Indonesia, Korea, amtar
land, the ratio of short-term liabilities to international reserves
was above 1; in Malaysia it was 0.6, and in the Philippines it was
0.8 (see also Lane and others, 1999).

8ln some cases, such clauses would permit the lender to require  9Data for the end of 1998 for the European Union and the end
immediate repayment if a countsybond or sovereign rating of 1996 for the other countries. Data for nonbank financial-insti
were downgraded. tutions in these countries are not readily available.
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Figure 2. Real GDP Growth Figure 3. Real Effective Exchange Rate
(In percent) (June 1997 = 100)
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Source: IMF, World Economic Outlook.
Note: Data for 1999 are IMF staff estimates. Source: IMF, International Financial Statistics.
outflows10 Rapid growth also strained bankspae The corporate sector in Korea ahdailand was
ity to assess risk adequately highly leveraged, a factor that, in combination with

In most countries, the growing nonbank financial the pervasive nature of the corporate crisis, signifi
institutions held riskier assets and more volatile fi cantly deepened the banking crigdserage debt to
nancing than commercial banks, which made them equity ratios of listed companies were around 400
increasingly vulnerable to a decline in asset quality percent in both countries at the end of 1996. By con
and to a change in investor and depositor senti trast, ratios in Indonesia, Malaysia, and the Philip
ment!! Nonbank financial institutions had grown
very rapidly in recent years; they were favored by
the easier licensing requirements (Thailand) and less
stringent regulations, including lower capital re Figure 4. Nominal Credit Growth to the
quirements (Korea and the Philippines) than those Private Sector
applied to commercial bankd Merchant banks in (In percent)

Korea and finance companiesThailand were the
first institutions to face liquidity shortfalls, and
many became insolvent and had to be cld3ed. 80

— Indonesia = Malaysia * """ Philippines

10Banks had lent substantial amounts in foreign currency to \ *+ " Thailand Korea

borrowers without secure foreign exchange revenue strddmas. 60
corporate sectds repayment capacity became severely impaired
once the currencies started to depreciate, leading to corporate in
solvencies and major problems for the banks. 40
1Nonbank financial institutions had become increasingly im
portant compared to commercial banks in Korea Eimailand.
This trend has been particularly striking in Korea, where-com 20
mercial banksshare of total deposits has fallen from 71 percent
in 1980 to 30 percent at the end of 1996 to the benefit of invest
ment trust companies, insurance companies, and other nonbank 0
financial institutions.
12There is an gument for less stringent prudential require
ments for nonbank financial institutions, insofar as they perform -20 *|990 : 5 : 9 : 93 : ” : 9 : % : 57 : 58 :
a narrower range of activities. Howey#rese institutions in the
Asian crisis countries operated broadly like commercial banks.
13Finance companies in Malaysia also faced liquidity short Source: IMF, International Financial Statistics.
falls. There, the governmestpolicy has been to strengthen the
sector through mgers (see Sectiov).
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Box 3. Structure of the Financial System at the End of 1996

Commercial banks dominated the financial system 1996, there were 49 commercial banks, 3 specialized

in Indonesia Out of a total of 238 commercial banks, government banks, 109 thrift banks, approximately 8
there were 7 state-owned banks, 27 regional gevern rural banks, 129 insurance companies, 12 nonbank

ment banks, 160 private banks, 34 joint-venture nancial institutions with quasi-banking functions, and|a
banks, and 10 foreign banks. In addition, there were large number of small nonbank institutions without

approximately 9,200 rural banks. Nonbank financial quasi-banking functiong.he number of foreign banks

institutions included 252 finance companies, 163 that operate wholly owned branches in the Philippines

insurance companies, about 300 pension and provi is currently capped at 1Zotal assets of the system
dent funds, and 39 mutual fund compani&stal were equivalent to15 percent of GDPCommercial

assets of the system were equivalent to about 90 per banks held 82 percent of total assets, thrift banks IC
n

cent of GDP Commercial banks held 84 percent of counted for 9 percent, rural banks 1 percent, and n
total assets while rural banks held about 2 percent. banks the remaining 8 percent.
The remaining assets were held by finance ceampa In Thailand the financial system included 29 com

nies (7 percent of total assets), insurance companies mercial banks, 91 finance and securities companies|, 7
(5 percent), and other nonbank financial institutions specialized state-owned banks, approximately 4,000
(2 percent). savings and agricultural cooperatives, 15 insurance

Koreasfinancial system was the mostféifentiated companies, 880 private provident funds, and 8 muty

among these countries, with 26 commercial banks, 52 fund management companies. Out of the 29 commer
branches of foreign commercial banks, 7 specialized cial banks, 14 were branches of foreign banks. In-addi
and development banks, 30 merchant banks, 30tion, 19 foreign banks were established under tfie of
investment trust companies, 33 life insurance cempa shore Bangkok International Banking Facilities, which

nies, 17 nonlife insurance companies, 56 securities lent to residents in foreign currendytal assets of the
companies, 19 investment advisory companies, 230 system amounted to the equivalent of 190 percent
mutual savings companies, 2 credit guarantee funds,GDP. Commercial banks alone accounted for 64 peg

al

and approximately 6,000 credit unions, mutual credit cent of total assets, while finance companies accounted

facilities, and community credit cooperativ®tal for 20 percent of total assets. State-owned specializ
assets of the system were close to 300 percent of GDPbanks accounted for a further 10 percent.
Commercial banks alone accounted for 52 percent of In all countries, except Indonesia, banks were mos
total assets, while specialized and development banksprivate, with many of the Iger private banks publicly
accounted for 17 percehtMerchant banks held a fur listed. The degree of ownership concentratiorfedd
ther 5 percent; insurance companies 7 percent; while across countries: in Korea, a single ownership limit of]

the remaining 19 percent were held by other types of percent meant that banks were owned by diverse

institutions. groups of individuals, while ifhailand, despite a sim
In Malaysia the financial system included 35 com ilar rule, several of the lge banks were owned or con
mercial banks, 39 finance companies, 12 merchanttrolled by family groups. Similarlyin Indonesia,

banks, 7 discount houses, 4 pension and providentMalaysia, and the Philippines, banks were owned pr

funds, 62 insurance companies, 6 unit trusts, 7 develop controlled by corporate conglomerates.

ment institutions, and a savings baiiktal assets of At the same time, a significant part of the banking

the system were equivalent to 300 percent of GDP sector was owned by the public sectespecially in
Commercial banks accounted for 70 percent of total as Indonesia where public sector banks accounted f

sets of the banking system (comprising the commercial over 40 percent of total assets of the financial system.

banks, finance companies, and merchant banks), andn Korea andThailand, state-owned institutions|

merchant banks and finance companies for 30 percentrepresented about 15 percent of total assets.
of total assets. Malaysia one lage commercial bank was govern
Although the financial sector in thihilippinesin- ment-owned.

cluded diferent types of banks and nonbanks, the sec  There were also foreign banks (branches or su
tor was dominated by commercial banksthe end of sidiaries) with substantial stakes (5—20 percent of to
banking system assets) in the domestic financi

system in all five countries, although the degree of

financial openness in each country fdied, with
1Assets include trust accounts, which are a significant share Korea, Malaysia, an@ihailand being the most restric

of commercial bank assets (about 40 percdnt)st accounts tive and the Philippines the least. In Indonesia, foreign
have grown rapidly and are subject to weaker regulation and banks were allowed to own up to 85 percent of a joint

fewer restrictions than regular bank accounts. venture.

al
al
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Box 4. Weaknesses in Disclosure Practices in the Asian Crisis Countries

it

The following shortcomings in accounting and-dis < In Korea, the practice of cross-guarantees made
closure practices undercut market discipline and fueled hard to assess the solvency of thgéat borrowers.

the crisis.
il espaEE EEee s T 5 e Consolidation of accounts was generally absent.
transactions and Bbalance sheet financing.  Detailed information on sectoral concentration wags
« High-level foreign exchange risk exposure by cerpo  largely absent, even though all countries haddar
rations and banks resulting from der, short-term exposure limits in place.
borrowing in foreign currency was not evident. - Disclosure regarding derivative financial instruments
 Disclosure of loan classification, loan-loss provision was weak.
ing, and accrual of interest was weAkhough most . o
banks disclosed the accounting policy for loan-loss * Contingent liabilities of the parent of a conglomerate,
provisioning, they did not disclose in the balance or of financial institutions, for guaranteeing loans
sheet the aggregate amount of loans and advances for (particularly foreign currency loans) were generally
which they had stopped accruing interest. not reported.
pines were about 150 to 200 percEntVith the ex used to fund investments that turned out to be eco
ception of Indonesia, corporate leverage had in nomically unsoundwhen the exchange rate devalu
creased significantly over the 19989 he high cor ation and contraction in demand rapidly eroded

porate leverage in Korea wasdaly the outcome of = companiestepayment capacity (see footnote 10),
government policies that emphasized aggressive ex banks and supervisors were suddenly faced with
port-oriented growth and included measures such assharply increasing nonperforming loans, loan-loss
directed credit, subsidized loans, and explicit or im provisioning needs, declines in collateral values, and
plicit credit guarantees that biased funding in favor eroding capital bases. Other inadequate lending
of borrowing rather than equity placementsT har practices including connected lending, high expo
land, corporate borrowing reflected optimistic sure to individual clients, and excessive sectoral
growth projections and a push to gain market share.concentration of loans, aggravated the problem.
At the same time, equity markets in the three crisis In addition, inefective market discipline allowed
countries were undeveloped, sincegrfamily- excessive risk taking. Inadequate accounting and
controlled corporations were hesitant to raise funds disclosure practices (see Box 4) and implicit govern
through equity financing lest their control be diluted. ment guarantees weakened market disciphnea-
In Malaysia, the stock market was particularly dition of forbearance and “lifeboat” schemes for
highly developed (with a capitalization of over 300 nonviable institutions instead of firmer corrective
percent of GDRt the end of 1996; sdable 2), re action or government intervention encouraged ex
ducing the need for bank financing. cessive risk taking, increased moral hazard, and pre
vented market agents from exerting discipliis.a
result, risk premiums, credit ratings, and analyst re
Structural Vulnerabilities ports, including reports of international financial in
stitutions, indicate that market participants did not
Bank lending practices in the five countries have identify the weaknesses and did not predict crisis.
traditionally relied on collateral rather than credi as In the crisis countries, prudential regulation and
sessment and cash flow analysis, making banks essupervision had serious deficienci€bese deficien
pecially vulnerable to excessive risk taking and de cies included lax prudential rules, or application of
clines in asset values. For example, during the yeargules, particularly on connected lending, loan-con
of high economic growth, credits were increasingly centration, cross guarantees, and foreign currency
mismatchesA significant problem was the lack of
strict loan classification criteria and weak rules on
- loan provisioning and interest suspension. In addi
“In comparison, such ratios were abod01lin the United — tjon, financial sector regulators and supervisors
(Sltgggi 140 in Germangnd 200 in Japan; see Mié@rld Bank lacked autonomymaking them susceptible to politi
15For example, between 1991 and 1996, leverage had doubledC@l @nd industry pressure. Supervisors frequently
in Malaysia andhailand; see the/orld Bank (1998). waived prescribed limits, a significant problem in
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Korea andThailand16 The prudential framework Weaknesses in supervision were compounded by
also failed to keep up with the developments in the the close links between governments and financial
system. For example, in some countries prudentialinstitutions.The governmeng’ interference in credit
rules on foreign currency exposures failed to limit allocation in Indonesia and Korea (through directed
excessive foreign open positions or maturity imis credits) circumvented the need for thorough risk as
matches. More broadlypuilding up supervisory ea  sessment by the banks, made the governments co-
pacity was not a priority during the boom years. —responsible for the quality of banksssets, and
provided an implicit government guarantee on
banks’liabilities. Furthermore, given the govern
" 16In addition, in Korea, commercial, development, and-mer ments’ historic role of promoting investment

chant banks were regulated and supervised ligreift agencies, throth pOIICy loans and guarantees to corporations,

allowing for regulatory arbitrage and making consolidated super supervisors were co_nstrained in their ability te pe
vision difficult. nalize banks for making bad loans.



Il Addressing the Emergency

n all the countries discussed in this papagent funding, countries used voluntary debt restructuring
measures had to be taken to contain the crisiswhere feasible (notably Korea), and capital controls
(Indonesia, Korea, anthailand) or prevent growing on outflows (Malaysia)To cut the flow of central
pressures from developing into a full-blown crisis bank liquidity support, prevent further losses, and
(Malaysia and the Philippines). demonstrate their commitment to implement neces
In systemic banking crises, major government in sary reforms, authorities closed institutions judged
tervention is required even in countries strongly to be insolvent or nonviabl@hese measures were
committed to market-oriented policies. Such inter the first elements of broader restructuring plans.
vention is justified by negative externalities associ
ated with widespread bank failures, such as a break
down in the payment system, disruptions to credit Macroeconomic Policies
flows, and depositor losses. Moregvamancial see
tor soundness facilitates macroeconomic stabiliza A credible macroeconomic stabilization program
tion and creates the conditions for the resumption of was essential to restore depositor and creditor confi
growth. In all the crisis countries and Malaysia, the dencel® After the initial shocks—that is, with
authorities weighed thefetts of these externalities drawals of foreign funds and exchange rate depreci
against the potential fiscal costs of intervention and ation leading to further withdrawals of capital—all
the moral hazard problems and decided to imple countries sought to implement macroeconomie sta
ment proactive restructuring strategies. bilization policies. Monetary policy was used to
Strategies for dealing with the financial sector cri dampen overshooting of nominal exchange rates and
sis have sought to incorporate good practices fromavert depreciation—inflation spirals. Following the
international experience and have the following initial depreciations, howeveuncertainty over the
components: stabilization of the financial system; success of stabilizationfefts and continued fdrts
changes in the institutional framework to de&tef of foreign creditors to cut their exposureAisia led
tively with the crisis; resolution of nonviable firan to continued capital flight, further exchange rate de
cial institutions; strengthening of viable financial in  preciation, and higher interest rates, all of which ag
stitutions; management of nonperforming assets; gravated problems in the corporate and financial
and restructuring of the corporate sector (see Box 5sectors. In Indonesia, confidence was further under
for an overview of bank resolution procedures). mined by policy reversals.
While the broad strategies were similar across the A well-designed, comprehensive, and credible fi
crisis countries, each country adapted them to takenancial sector restructuring strategy was necessary
into account national circumstances and preferencedor a sustainable macroeconomic stabilization and
(seeAppendices I-Vfor a detailed description of resumption of high growth. Progress in structural
country-specific circumstances)hese components reforms was also critical for improving domestic
are discussed in detail in Sectign and foreign confidence in these economies. Ques
The initial priorities of such a strategy were to sta tions arose over which to put first: should the-eco
bilize the financial sector and lay out a restructuring nomic programs have focused exclusively on
strategy They were complemented by a macreeco macroeconomic policies, leaving the structural re
nomic stabilization plan. Stabilization of the finan
cial sector was accomplished by providing central
bank liquidity support and a blanket guarantee on because of uncertainty about the legal status of the measure and

depositors and most creditdrsTo stabilize foreign about the governmeutability to honor it. In Indonesia, the gov
ernment initially announced a limited deposit guarantee that soon

had to be replaced by a blanket guarantee.
17In Korea, the government initially announced a guarantee on  18See Lane and others (1999) for a more detailed discussion of
foreign debt, but this failed to stem capital outflows, probably macroeconomic policies in the crisis countries.



A variety of resolution procedures have beern em
ployed in theAsian crisis countriesThis box defines
the terminology used in this paper

A bankclosue is the act whereby a bank is physi
cally closed to the public and, thus, prevented from
doing businessA closure can be final or temporary (it
may also be partial, involving continued management
of existing assets and liabilities). In a legal final-clo
sure of an institution, there are several resolution op
tions: the institution can exit the system either through
liquidation or through a complete or partial transfer of
its assets and liabilities to other institutions, as dis
cussed belowin a temporary closure, the termiss
pensionandfreezemay also be usedhe purpose of a
temporary closure is to allow time for a more careful
evaluation of the institutios’ situation, or to allow
owners time to present recapitalization and restructur
ing plans.

Interventionby the authorities in insolvent or nonvi
able institutions refers to the authoritiassuming con

trol of a bank, taking over the powers of management ported P&Aoperation, the government typically will

and shareholder#n intervened bank usually stays
open under the control of the authorities, while its fi

nancial condition is better defined and decisions are operations could be a purchase of assets, entitling

made on an appropriate resolution stratéygsolution
strategies include liquidation, nationalization, gier

ers/sales, purchase and assumption operations, and thagreement related to some or all the assets. éifha

use of bridge banks.

Liguidationis the legal process whereby the assets of liquidation or transfer of bad assets to an asset mana

an institution are sold, its liabilities are settled to the ex
tent possible, and its license is withdravrank liqui
dation can be voluntary or forced, within or outside
general bankruptcy procedures, and with or without
court involvement. In a liquidation assets are sold to
pay of the creditors in the order prescribed by the. law
In a systemic crisis with several institutions to be lqui
dated simultaneously and quicklspecial procedures

tion, as existing structures (e.g., the regular cour sys
tem) cannot carry out the job in a timely manner

Nationalizationmeans that the authorities take ove
an insolvent bank and recapitalize it. Itfelis from the
traditional use of the term “nationalization,” which-de
scribes a government takeover of a solvent private
bank. Governments in the crisis countries distinguish
such temporarily nationalized banks from other state-
owned banks and often seek to divest/privatize the na
tionalized institutions at an early date.

In ameger (or sale) of an institution, all the asset
and liabilities of the firm are transferred to anotherinst
tution. Megers can be voluntary or government assiste
A key issue is to avoid situations in which a geerof
weak banks results in a muchdar weak bank, or in
which an initially strong bank is substantially weakened.

In a purchase and assumption (P&A) operatian
solvent bank purchases a portion of the assets of-a fail
ing bank, including its customer base and goodwill, and
assumes all or part of its liabilities. In a publicly sup

=

o — N

pay the purchasing bank the fdifence between the
value of the assets and liabilitiegariations of P&A

acquiring bank to return certain assets within a speci
fied time period, or a contractual profit/loss-sharing

tions in the context of bank resolution can involve the
ment company

A variation of a P&Aoperation involves the use of a
temporary financial institution—haridge bank—to re-

ceive and manage the good assets of one or several

failed institutions.The bridge bank may be allowed tg
undertake some banking business, such as provid
new credit and rolling over existing credits. Bad assets
would be liquidated or transferred to an asset manage

the

ge

ng

Macroeconomic Policies

Box 5. Bank Resolution Procedures: Terminology and Definitions

or special institutions may be needed for the liquida ment company

forms for a later time, or should structural reforms flows to resume if domestic banks and corporations
have been made at a slower pace? Several consideere perceived to remain financially shaky and in
ations regarding the financial sectogaed against adequately supervised. Fourth, keeping insolvent
delay First, a banking system saddled withgar  banks (and companies) in operation could have en
amounts of nonperforming loans would have main tailed higher fiscal costs and further complicated
tained an excessively cautious lending paqlicy monetary management.

which would have caused an even greater credit The crises themselves created a demand for-struc
slowdown and further delayed the restoration of tural reforms.There was a widespread perception
normal credit flows. Second, where banks (and domestically and abroad that serious structural flaws
companies) were insolvent, allowing them to con in banking and corporate practices had been key de
tinue operating without restructuring would have al terminants of the crisisSThus, economic programs
lowed market distortions and moral hazards to that failed to address those flaws and practices
build. Third, bank and corporate restructuring was would likely have been viewed to be incomplete or
necessary to facilitate the rollover of maturing-for have only a temporary success. Moreptlegre was
eign loans and new private investment that was cru a momentum and a social pressure for reform. For
cial to ensuring the necessary financing of the instance in Korea, labor unions demanded that the
economies; it would have been fiitilt for such chaebols—the lge diversified industrial group



Il ADDRESSING THE EMERGENCY

ings—be reformed not only on economic grounds banks. In Korea, Malaysia, afndailand, support
but also on equity considerations. In particutae was also provided to nonbank financial institutions,
union view that the unavoidable social cost of the such as merchant banks and finance companies.
crisis be borne also by the owners of the chaebols To preserve monetary control these massive
helped to mobilize government support for the re amounts of liquidity support had to be sterilized.
forms. InThailand, there was also widespread ac Sterilization enabled central banks to recycle liguid
ceptance of a need for changes to the financial andty from banks gaining deposits to those losing de
corporate infrastructure to ensure that excessiveposits and credit lines. Sterilization had to take place
risks and vulnerabilities of the kind that had led to amid underdeveloped money and interbank
the crisis would not be repeat&ithe sharp reduction  markets!® Sterilization was lagely efective in
in demand put pressure on corporations in all the Korea andThailand but not in Indonesia where, for
countries to restructure their business. For someseveral months, protracted political and macreeco
time, the authorities had identified and prepared nomic uncertainties resulted in continued deposit
many of the structural reforms that became part of withdrawals and capital outflows from the system as
IMF-supported programs; the crisis brought the a whole, making it impossible for the central bank to
pressure for many such reforms to be implemented.recycle liquidity The resultant highly expansionary
For instance, in Korea, a program of financial re monetary policy led to a continued flight from the
form had been prepared but was only implementedcurrency and to the collapse of the rupiah. Since July
when the crisis broke. 1998, when overall conditions stabilized, monetary
It is doubtful that the crisis economies could have policy exercised through market-based auctions be
been stabilized and confidence returned—even tem came more ééctive. In Malaysia, sterilization was
porarily—without implementing major structuratre partial, because of concerns about tHeatfof high
forms. Malaysia, which did not have an open liguid interest rates on economic activity
ity crisis, also found it essential to implement
far-reaching reforms of its bank and corporate- sec
tors.Without structural reforms, forbearance regard Blanket Guarantees
ing loss recognition would have allowed ifig&nt
and unsound enterprises and banks to continue oper To stabilize banksunding and prevent bank runs,
ations, leading to growing distortions, discouraging Indonesia, Korea, Malaysia, an@ihailand an
new private investment, and constituting a major nounced full protection for depositors and creditors.
burden on economic growtAs a result, the fiscal In all four countries this blanket guarantee was intro
costs of the restructuring—which already raise duced as soon as the severity of the crisis became
medium-term sustainability concerns—would have apparent. Such a guarantee entails a firm commit
been even higheAlso, not addressing the key ment by the government to depositors and most
sources of the crisis would have cast a cloud over thecreditors of financial institutions that their claims
success of any programill these elements suggest will be honored® A blanket guarantee generally
that, had the structural reforms been delayed or veryaims at providing confidence in the banking system;
weak—for example, the continued financing of hon stabilizing the institutiondiability side; buying time
viable institutions—this would have cast strong while the restructuring work is beinggamized and
doubts on the sustainability of any macroeconomic carried out; and preserving the integrity of the-pay
adjustment. ment systemrThailand had announced the major-ele
ments of the guarantee in July 1997, which was re
confirmed under the IMF-supported program in
Liquidity Support August 1997. Korea established a full guarantee in
November of that yeabefore negotiations with the
The central banks in all five countries provided IMF had started. In Indonesia, the blanket guarantee
liquidity to financial institutions to d$et the with
drawal of deposits and credits at some institutions. __
Many banks were subject to withdrawals both from 19Low levels of public debt meant that there was a lack of gov
domestic depositors and creditors, as well as exter ernment paper—usu_ally a core element of well-developed money
. . A markets. In Indonesia, the development of a market for central
nal creditorsCentral banks provided liquidity under  pank pills had been stunted by the authoriftire to allow full
various emagency lending and lendeif-last-resort market determination of interest rates.
facilities. The amounts were especiallydarin In 20The guarantees were, as a rule, not applied to shareholders
donesia andhailand (Bble 3). Most liquidity sup and holders of subordinated debt. In Indonesia, insider deposits

. . were not covered by the guaranteeTvailand, directorsand re
port was in domestic currency except for Korea, lated personsdeposits and/or claims were not covered by the

where the Bank of Korea also provided support in guarantee unless they could prove that these transactions were at
foreign currency ($23.3 billion) to commercial *“arms length.”



Blanket Guarantees

Table 3. Liquidity Support Provided to Financial Institutions, June 1997 to June 1999

Stock of Support Repaid as of
(at peak) Form End of April 1999 Notes
Indonesia 170 trillion rupiah in June 1998 Overdrafts. 10 trillion rupiah.! Stock of liquidity support
(17 percent of GDP). increased from 60 to 170
trillion rupiah between
November 1997 and June 1998.
Korea 10.2 trillion in won in December  Deposits and loans. 9.2 trillion won. Most of the liquidity support
1997 (2 percent of GDP). provided in November and
December 1997.
23.3 billion in U.S. dollars 20 billion U.S. dollars.
(5 percent of GDP).
Malaysia 35 billion ringgit in early 1998 Deposits. n.a. Most liquidity support in early
(13 percent of GDP). through mid-1998.
Philippines 18.6 billion pesos (0.8 percent Emergency loans 5.6 billion pesos. Provided in late 1997 to
of GDP) in May 1998. and overdrafts. mid-1998.
Thailand 1,037 billion baht in early 1999 Loans from the 54 billion baht.2 Most liquidity support provided
(22 percent of GDP). Financial Instititutions in mid-1997 through mid-1998.

Development Fund (FIDF)
and capital injections.

Source: IMF staff estimates.
IExcluding commitments from former shareholders of banks that received liquidity support to make repayments over four years.
2The total would be 561 billion baht, if debt-equity conversions were included.

was established as part of an IMF-supported pro nies and commercial banks were fully guaranteed. In
gram (January 1998), after a limited guarantee hadlndonesiadelays in recognizing the systemic nature
failed to stabilize the situatioAlthough never faced  of the crisis slowed the introduction of the blanket
with a full-blown crisis, the government in Malaysia guaranteeThus, the Indonesian government initially
introduced a blanket guarantee in January 1988. attempted to control the crisis by extending liquidity
Philippine authorities, in contrast, have not seen asupport to problem banks and instituting a limited de
need for a blanket guaranteEhe country had a  posit insurance schem&However such limited de
well-established limited deposit insurance scheme positor protection was infefctive, and when a Ige
that had been tested in the precrisis period. In nonenumber of banks experienced runs, making apparent
of the countries was any sort of government guaran the systemic nature of the problem, the government
tee extended to entities or shareholders in the nonfi announced a blanket guarantee for all depositors and
nancial sector creditors.The Korean government announced a full
The modalities of the guaranteesfeliéd slightly guarantee on all depositors and most creditors- of fi
from country to countryln Thailand, the guarantee nancial institutions. Malaysia f&fred the blanket
was preceded by the announcement that the operaguarantee on deposits to all commercial banks, fi
tions of 58 finance companies would be suspendednance companies, and merchant banks, including the
pending acceptable recapitalization proposals andoverseas branches of domestic banking institutions.
that depositors and some creditors in those cempa In all countries, the guarantees were announced to be
nies would be compensated in full or in part, in line temporary and meant to maintain public confidence
with the governmend’ earlier announceme#titAll during the period of restructuriggAll the countries’
depositors and creditors of remaining finance compa

22This partial scheme had been planned by the authorities for
21A cabinet decision in July 1997 had already guaranteed the some time.
deposits in finance companidere were two phases in the sus 23No explicit expiration date was announcedTimiland and
pension of these companies. In the first phase, 16 companies wereMalaysia.The Indonesian government extended the guarantee for
suspended and only depositors were covered by the guarantee. Irat least two years, with a six-month notification period before it
the second phase, 42 companies were suspended, and both depowould be lifted. In Korea, the guarantee would expire by the end
itors and creditors were covered by the guarantee. of the year 2000.
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Box 6. Emergency Capital Control Measures

Indonesiamposed limits on forward sales of foreign

exchange contracts by domestic banks to nonresidentsapproval for the sale of nondeliverable forwards fo
(excluding trade and investment related transactions) in nonresidents and lowered the limit on residefas’

August 1997.

Malaysiaattempted to minimize the impact of short-
term capital flows on the domestic economy by first re
stricting (August 1997) and later (September 1998)
eliminating the dfhore ringgit marketAs such, the
measures eliminated practically all legal channels for
transfer of ringgit abroad; required the repatriation of
ringgit held ofshore to Malaysia; blocked the repatria
tion of portfolio capital held by nonresidents in
Malaysia for a 12-month period; and imposed tight lim
its on transfers of capital abroad by residents. In Febru
ary 1999, the 12-month holding period rule was re
placed with a graduated system of exit levy on
repatriation of portfolio investments, with the rate of

In July 1997, thePhilippinesbegan to require prior

eign currency purchases from banks for nontrade p
poses.The latter limit was further reduced April
1998.

As soon as the pressure on the exchange rate stal
to build up (May—June 1997 hailandtook a series
of measures to limit baht lending to nonresiden
through transactions that could facilitate a buildup
baht positions in the tfhore market. Genuine under
lying business related to current international transa
tions, FDI flows, and various portfolio investments
were exemptThese measures in reality led to the-cre
ation of a two-tier exchange market with separate e
change rates for investors who buy baht in domes
and overseas markets (the spreads between both r

ur

rted

D
h

tic
ates

the levy decreasing with the duration of investment. were narrow).

central banks announced that they would provide thesufficient one.A blanket guarantee—backed by a
necessary liquidity to make it possible to honor the willingness to provide the necessary liquidity—can
guarantee. restore market confidence in a bankbility to pay

A blanket guarantee must be credible to stop theback deposits and other protected liabilities in local
need for liquidity support and the run on banks. currency However if people are fleeing the cur
Credibility can be enhanced by stating the terms of rency (e.g., because of political uncertainties or eco
the guarantee explicithand by confirming the gev nomic turmoil), bank runs will continue because a
ernments commitment by law and making the guar blanket guarantee cannot restore confidence in the
antee part of a comprehensive restructuring strategycurrency or prevent capital flighAlso, external
and part of the macroeconomic program. Most eoun credit lines may not be rolled over despite the guar
tries faced credibility issues initiallyn Thailand, antee, even at higher interest rates.
where the full guarantee was announced as part of If the authorities wish to impose losses on deposi
the IMF-supported program, markets did not trust tors and creditors of failing financial institutions, they
the governmeng’ commitment until the legal status must do so before the blanket guarantee is extended.
of the guarantee had been strengthened, and thén systemic crises, howevetrawing clear distinc
guarantee had been tested following the interventiontions between categories of institutions in the initial
of some banks at the beginning of 1998. In Korea, stages may not be possible due to a lack of inferma
the comprehensive IMF-supported program-bol tion or equity considerations. Trhailand, the auther
stered the credibility of the authoritigghabilitation ities inflicted losses on some creditors of the-sus
plan, including the blanket guarantee. In Indonesia, apended and subsequently closed finance compéhnies.
blanket guarantee was introduced as part of a newThe other countries did not take such a measure and
bank restructuring and macroeconomic program in covered depositors and creditors of all financial insti
January 1998As a result of these measures, the ex tutions still operating at the time of the announce
change rate stabilized and deposit runs subsidedment. Indonesia even applied the blanket guarantee
slowly and stopped after the guarantee was testedetroactively to the 16 banks closed in October 1997.
during the closure of seven bank#\pril 199824 Countries have introduced a variety of measures

While a blanket guarantee may be a necessaryto limit moral hazard problem3hese measures-in
condition to stop bank runs by depositors, it is not a clude intensifying the supervision of banks; capping

deposit rates at a maximum premium above the av

24Subsequentlythe guarantee protected the banking system in
the weeks following President Suhastoésignation in May 1998 R
even though there were further runs on thgdsr private bank, 25Creditors of 16 finance companies suspended in June 1997
the owners of which were closely associated with the President, were treated more harshly than those of 42 companies suspended
and the rupiah depreciated to its lowest level.ever in August.



Capital Controls and Debt Rescheduling

Box 7. Considerations Regarding the Immediate Closure of Banks in a Systemic Crisis

During a systemic crisis, deciding when to close ¢ Fuels contagion and runs on other banks, if npt

banks, and which banks, is not eaBlye benefits and executed properly (for example, without blanket

drawbacks of immediate closure are outlined below guarantee).

Advantages » Leads to further loss of value of bank assets.

« Reduces bank losses and minimizes cost to deposi * May entail a base money expansion when deposits
tors, creditors, or provider of guarantee. are paid out.

» Ceases central bank liquidity support. For closures to be successful

» Allows distribution of losses to shareholders, holders .
of subordinated debt, and other creditors. guarantee.

Eliminates moral hazard and adverse selection-prob . owners and subordinated debt-holders must absorb
lems associated with insolvent institutions remaining  |psses.

in operation. . . .
i . . ) e The right set of institutions must be included; ma
* Removes excess capacity from the financial sector kets should be reassured that all nonviable institu

» Helps to restore confidence in other banks and in tions are dealt with.

Must be accompanied by a credible blanket

government strategyf done quickly and ééctively. « Must include measures to protect payment system

Disadvantages and minimize disruptions to the credit market.

» Restricts access to deposits and disrupts payments Must be accompanied by clear and consistent public
system. announcements.

e Severs relationship between lender and borrpwer ¢ Must be part of a broader strategy to make future
causing a credit contraction. banking system moreféafient.

erage levels being fd@red by the “best” banks to ers’funds are also used to protectgardepositors
prevent weak banks from bidding too aggressively and creditors, including external creditohdl. these
for deposits (in Indonesia arndailand); covering  factors suggest that in each situation the costs and
the principal of the deposit onlpabove a specific  benefits of the blanket guarantee have to be weighed
threshold amount (and not the interest); explicitly carefully. In case of a systemic crisis, howevar
announcing that the blanket guarantee was a tempoblanket guarantee will be necessaryovided that
rary measure (Indonesia, Korea, arfthiland); re the government can make such a system credible and
quiring institutions to contribute a guarantee fee (In that the financial sector is deemed to bdiciehtly
donesia, Korea, andhailand)2®é and, in case of large and of major importance to the economy
insolvent banks, completely writing down current
owners’shares and removing existing management.
Blanket guarantees entail a verygearcontingent Capital Controls and
liability for the government. Initiallythe guarantee .
is mainly a confidence boostdaut by giving a blan Debt Rescheduling
ket guarantee, the government acquires a sizable To stabilize foreign funding, specific measures
contingent liability against assets of uncertain had to be takefhe five countries followed dirent
value—which most often will be indfifient to pay  paths to stabilize and reverse the capital outflows.
for the contingent liability that the government will Korea continued to keep its capital account open and
be called to honoiEven though the blanket guaran  renegotiated the countsyshort-term foreign debt. In
tees entail laye costs, these may well be lower than response to declining rollover rates of short-term for
the potential economic and social cost of a collapseeign debt, Korea reached an agreement with foreign
of the banking system. But since the blanket guaran panks in January 1998 to reschedule some $22 bil
tee protects not just small depositors, it may entail ajion in interbank deposits and short-term loans due in
regressive wealth distributionfett because taxpay  1998.This marked the beginning of the stabilization
of capital flows and of the rapid reduction in central
" 26n Korea, there is no special contribution to the blanket-guar bank liquidity support. Indonesia, the Philippines,
antee as su’ch, but financial institutions must contribute to the and Thailand imposed temporary capital controls

insurance fund administered by the Korean Deposit Insurance Measures to fight currency specul_ation (_BOX 6).
Company These controls were lifted in Indonesia arrdiland
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Figure 5. Selected Asian Countries: Central Bank Liquidity Support

(Monthly change, as a percentage of reserve money in the preceding month)
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Box 8. Indonesia: Closure of |16 Banks

At the outset of the crisis (October 1997), 16 banks
(3 percent of assets of banking system) were closed.
These banks had been deeply insolvent for several
months and had been subject to fraud. Depositor pro
tection was limited to the equivalent of $2,000 (this
covered over 90 percent of depositors, but only 20 per
cent of the deposit base).

Problems

The closure of these 16 banks, unlike in Korea and
Thailand, did not assist in stemming the general loss of «
confidence in the government and the banking sector
The main reasons for this failure appear to be:

e Some politically well-connected banks known to be
insolvent were kept open (despite the recommenda
tions of IMF staf).

The announcement of the bank closures sugges
that more banks would be closed laféris news, in

conjunction with the lack of a full guarantee on de
positors, led to a flight to safety because depositd
expected to incur further losses.

One politically well-connected closed bank was a
lowed to reopen under a new name within week
showing inefectiveness in pursuing the resolutior
process.

Failure on part of the government to implement ke
reform measures in its IMF-supported program.

After an initial fall-of of bank runs, depositors

started to withdraw funds in sizable amounts froéJn
te

many banks, with a tendency to redeposit in st
banks.

ted

<




Immediate Closing of Financial Institutions

once an IMF-supported program was in place. The selection of nonviable institutions to be
Malaysia introduced more comprehensive controls closed relied lagely on liquidity indicators, such as
over capital flows. Indonesia, Korea, andailand borrowing from the central bankhis was necessary
all liberalized foreign ownership rules during the cri  given the typical lack of meaningful information on
sis to attract additional foreign capital to the financial bank solvency and the realization that insolvent
and corporate sectors. banks can operate as long as they remain lidind.
liquidity triggers typically included the size of cen
tral bank credit as a multiple of bank cap#aOnly
Immediate Closing of later, as more information became available either
Financial Institutions through special _aU(_jlts or the supervisory process,
could solvency indicators be used as criteria for

Closing of insolvent or nearly insolvent financial choosing nonviable institutions (see Sectifn In
institutions in the three crisis countries was neededKorea, solvency data were available from the begin
to stem accumulating losses and rapidly growing li Ning and insolvency was the criterion for the suspen
quidity support and to give markets a signal that Sion of merchant banks and for corrective action vis-
there was a break from the past practice of extensived-Vis the two most distressed commercial banks.
forbearance (Box 7, see page 2f)Thailand, 58 fi The combined emgency measures reduced the
nance institutions had their operations suspended—need for central bank liquidity support (see Fig
56 of which were later closed (for liquidation) after ure5). In Korea, these measures, in conjunction with
failing to present acceptable recapitalization plans. the macrostabilization plan, and the announcement
The Korean government initially suspended 14-mer Of a restructuring strategpad an immediate fefct
chant banks, 10 of which were later liquidated.-Sub ©n the demand for central bank liquidity supp#ért.
sequently seven more merchant banks would be similar efect can be observed from the announce
closed. In Indonesia, the closure of 16 small, deeply ment of the blanket guarantee in Malaysia as part of
insolvent private banks was soon followed by inten @ restructuring plan. lithailand, the demand for
sified bank runsThe partial nature of guarantees central bank credit from finance companies abated
provided to depositors, the perception that otherIn the aftermath Of the_suspensmns, although several
weak institutions remained in the system, a loss of small- and medium-sized banks required support
confidence in the governmestbverall economic ~ until they were intervened in early 1998s ex
management, and a flight from the currency fueled plained earlierthe impact in Indonesia was feif-
the runs. Indonesis’experience, contrasted with €nt; even after the introduction of the blanket guar
that of Korea and@hailand, underscores the fact that antee, banksdemand for central bank liquidity did
bank closures are only successful if all clearly-non not subside until after the closing of another seven
viable institutions are closed; the action is part of a banks inApril 1998.
comprehensive and credible restructuring strategy;

appropriate macroeconomic pOIICIeS arein place; 27For example, four times bank capital was used in Indonesia

and the process is clearly and credibly explained to anq three times ifhailand for the suspension of the 58 finance
the public (Box8). companies.



IV  Monetary and Credit Policies

he crisis had profound fefcts on the overall Credit Crunch

monetary environment and on policymakers’
ability to use financial policies to steer the economy  Whether there was a credit crunch in fean
This section examines the fifulties encountered  crisis countries has been a matter of deBate.
and discusses the possible interaction between meacredit crunch has been traditionally defined as an ex
sures to reestablish monetary control and the ob cess demand for credit under prevailing interest

served decline in credit to the economy in the crisis rates, or a situation where credit is rationed through
countries. non-price mechanisms. Frequenthowevey the

term has been used more loosely to describe a fall in
real credit to the private sectdn all countries, the
growth rate of real credit has indeed declined
sharply since late 1997, which has been interpreted

Monetary management is particularly challenging as a credit crunch (Figure 7). Howeyeare is
during a banking crisis because the relationships be needed when measuring and interpreting credit de
tween money and intermediate and finabeds of velopments in a crisis situation. Measurement of
monetary policy tend to become unstalBanking credit developments is generally blurred by such
crises can &éct the short-run stability of money-de factors as the treatment of loans that are writtén of
mand, the money multipliewvelocity, the transmis or transferred to an asset management compla@y
sion mechanism, and various signa | variables for rollover of credits, and the fetts of bank closures
monetary policyIn the first instance, this occurs-be and valuation changes on the d#ta.
cause of changes in the composition of money and When an economy is hit by a negative shock, it is
credit aggregate®. Table 4 shows how the variabil often dificult to determine whether a decline in the
ity of a set of monetary aggregates increased duringgl’OWth of credit is the result of a shift in demand or
the period. In addition, the segmentation of the inter in the supply of credit. Iisia, both demand and
bank market in some countries complicated the supply were décted. On the one hand, demand for
choice of interest rate for the central bank tgear credit declined as consumption and investment were
(Figure 6 illustrates how interbank rates diyext sharply reduced because of uncertaiotercapac
significantly across groups of banks in Indonesia in ity, weakening economic conditions, and the rega
early 1998.) In this context, monetary policy focused tive wealth efect arising from a fall in asset prices.
on the exchange rate, short-term interest rates and
the level of international reserves (see Sectitin

for a discussion of the implications of the shift in re o g ) d others (1999), ul
lationships for IME programs). For a iscussion, see Lane and ot 1ers 1 ), in particular
p prog ) Box 6.5, which, based on several empirical studies, concludes

that the findings are mixed. Empirical work is presented in Ghosh
and Ghosh (1999), who found evidence for a credit crunch-in In
donesia (in late 1997), and in Korea drmiland (from late 1997
to early 1998), although in the latter two countries, credit demand
fell so sharply that supply was not a binding constraint. Dollar
and Hallward-Driemeier (1998) found thatTihailand, from late
28Garcia-Herrero (1997) discusses the monetary impact of a 1997 to early 1998, the lack of access to credit was regarded as
banking crisis. the least important factor by manufacturing firms as reasons for
29For example, in Korea, credit aggregates would have shown a slowing down output; Ding, Doag, and Ferri (1998) found evi
decline in credit over 1998 unless adjustments were made to take dence for a widespread credit crunchTlmiland, particularly in
into account the lge amounts of nonperforming loans being sold the first few months of the crisis.

Monetary Management

to the public asset management compahgnetary aggregates 31For a discussion of these and related issues, as well as en
should also be adjusted for thedarexchange rate valuation hancements to the monetary survey to address these weaknesses,
changes. see Frécaut and Sidgwick (1998).



Credit Crunch

Table 4. Standard Deviation of Selected Monetary Indicators

June 1996 June 1997
to June 1997 to June 1998

Indonesia

Demand deposits/M2 0.53 0.95

Time, savings, foreign currency deposits/M2 0.55 0.96

Money multiplier 0.14 0.27
Korea

Demand deposits/M3 0.19 0.45

Time, savings, foreign currency deposits/M3 0.44 0.72

Money multiplier 0.27 0.55
Malaysia

Demand deposits/M2 0.89 1.77

Time, savings, foreign currency deposits/M2 0.91 3.06

Money multiplier 0.09 0.36
Philippines

Demand deposits/M3 0.50 0.64

Time, savings, foreign currency deposits/M3 0.02 0.02

Money multiplier 0.16 0.21
Thailand

Demand deposits/M2 0.30 0.28

Time, savings, foreign currency deposits/M2 0.39 0.51

Money multiplier 0.34 0.58

Sources: IMF, International Financial Statistics; and national authorities.

On the other hand, borrowers lost creditworthiness,
which made banks reluctant to lend, even at higher

Figure 6. Indonesia: Daily Interbank Money interest ratesA self-reinforcing dynamic may de
Market Rates by Type of Bank velop where negative economic shocks may lead to
(In percent per year) a decline in the demand for credit. Such a situation

will also afect the financial system—Ieading to a
decline in the supply of credit, which, in turn, will
aggravate the distress in the real secforther

140 \ weakening the demand for credithe following
120 paragraphs discuss the supply-side factors in more
\\\\’”Vﬂ“—‘ exchange bank (nonforeign) detail. A full analysis of the demand-side factors is
100 >< beyond the scope of this paper
\\\ Even though, in aggregate, deposits did not fall,
80 v === many institutions had liquidity problems because of
Private exchange bank (foreign) a shift of deposits to higheyuality institutions. In
60 \W_A RS addition, the drying up of foreign credit lines forced
40 \\—’ o froasaast ba_nks to preserve liquidity by recovering assets as
, Joint venture banks quickly as possible and slowing new lending, thus
20 Foreign banks reducing growth in the supply of credit. For exam
N ple, foreign claims on banks in Indonesia declined
nd 3rd 4th 5th &th 9t 10th 1lch 12th by about 43 percent between the end of December
February 1998 1997 and the end of June 1998; the decline was
much slower (21 percent) during the second half of
Source: Bank of Indonesia. 1998. Corresponding declines for Korea are 27 per

Note: The market was closed on February 7 and 8.

cent and 15 percent for the same periods, and 31 per
cent and 27 percent fahailand.
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Figure 7. Growth Rate of Real Credit to the Private Sector
(In percent)
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Source: IMF, International Financial Statistics.
Note: The spikes in the growth rates between December 1997 and June 1998 in Indonesia, Korea, and Thailand
are due to the effect of the exchange rate depreciation on credit denominated in foreign currency.

The need to increase loan-loss provisions andputation of capital adequacy requirements, thus re
maintain capital adequacyfedted banksability to ducing the supply of credit To mitigate these ef
lend. Stricter capital adequacy requirements and/or
provisioning rules are likely to have further reduced
banks’v_vnllngness tO_ lend. I.nStead of Iendl_ng_banks " s2Growth in security holdings other than those acquired as part
would increase their holdings of more liquid and of recapitalization exceeded the growth in loans for Korea,
safer assets, which carry lower weights in the -com Malaysia, and'hailand during 1998.



Credit Crunch

Table 5. Measures to Alleviate the Credit Slowdown

Measures

Indonesia Credit facility to small- and medium-sized enterprises; allow negative interest rate
spreads; Indonesian Bank Restructuring Agency (IBRA) takeover of certain insolvent
banks; export credit guarantee scheme; recapitalization assistance.

Korea Discount facility at central bank for loans to small- and medium-sized enterprises;
credit guarantee scheme; moral suasion to lend to small- and medium-sized
enterprises; bridge banks and purchase and assumption operations for bank
closures; recapitalization assistance; purchases of nonperforming loans.

Malaysia Moral suasion on banks to lend; lower interest rates (or interest margins); lower
reserve and liquid asset requirements; mandated targets on lending to private
sector; purchases of nonperforming loans.

Philippines Suspended the general provisioning requirement for loans in excess of outstanding
stock at the end of March 1999; lower reserve requirements.

Thailand Special credit facility for small- and medium-sized enterprises and exporters; moral
suasion on lending rates; recapitalization support.

Source: IMF.

fects, in each country banks were given time to est magins low and gradualism in the application
phase in tighter prudential standards (see Se@)on of prudential rules and public resources to help
Banks also became extremely risk averse in a-situa banks meet their capital adequacy requirements
tion where the creditworthiness of potential borrow (Table 5)33
ers rapidly deteriorated. Among the measures taken to overcome the
The closure of financial institutions may also have banks’unwillingness to lend was the attempt by
affected the availability of credit. Customers of some governments to lower the risk of lending to
closed institutions had di€ulty building up a credit  certain categories of borrowers by taking over part
relationship with other financial intermediaries in the of the credit risk. Such measures, including guaran
middle of the crisis. For instance, in Korea dimi tees on export or import credits or on lending to
land, groups of borrowers served by merchant bankssmall- and medium-sized companies, may be useful
and finance companies lost access to credit as a rebut have to be designed so that guarantees do not
sult of closures. In addition, liquidation processes fully eliminate the bank<redit risk, or relieve them
can have varying &fcts on credit availabilityin that from performing a proper credit assessment, even if
they can accelerate repayment (as in Korea), -or re this meanshat guarantee schemes are not fully used.
quire customers to repay loans on maturity that Thus, in Indonesia antihailand, the partial nature
would otherwise have been rolled over, on the of the export guarantee schemes led banks to more
contrary remove pressure from repayment or servic carefully evaluate credit risks, but it has resulted in
ing the debt for some or all customérs.reduce the  undersubscription to these schemes because banks
negative dects on credit, regulators at first closed are unwilling to increase exposures to corporations
only those institutions that were most deeply insol that they judge to be insolverfio address the same
vent, applying other resolution procedures that concern, the Korean authorities intend to phase-in re
would allow customers to continue their credit ¥ela ductions in the coverage of the credit guarantees of
tionship (such as nationalization, intervention,gner fered by public guarantee funds, which in most cases
ers, purchase and assumption operations, or bridgédnad been 100 percent of the loan.
banks; see Box 5) to remaining institutions. Measures to alleviate the credit crunch that coerce
All countries used a variety of measures in an ef banks to lend, or that result in the compression or
fort to alleviate the credit slowdown in their elimination of positive interest mgins, can only
economiesThese include direct measures, such asfurther damage already weak banks. Such measures
special credit facilities for small- and medium-sized
enterprises, credit guarantees, and mandated credi
targets, as well as indirect ones, such as “moral sua ~some measures that existed before the crisis, such as credit or
sion” on banks to lend or keep interest rates or-nter guarantee facilities for exporters, were augmented.
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create perverse incentives in that they make bankscapital base and, therefore, undermine the entire re
more unwilling to lend. Negative spreads in Indone structuring process.he soundest way to alleviate a
sia made it profitable for clients to borrow and rede slowdown in credit is through a combination of mea
posit their proceeds (such “round-tripping” forces sures to stabilize the economy and enhance- prof
banks to ration credit). Low n@ins will discourage  itability and solvency of banks and their corporate
new lending and compromise bank profits and their customers.



V Bank Restructuring

he three crisis countries and Malaysia imple to preserve an essential economic infrastructure and
mented comprehensive bank restructuring entails major macroeconomic and wealth distribu
strategiesThis section discusses selected issues re tion effects, even if in essence it is a microeconomic
lated to the design and implementation of these process. Key steps include decisions on institutional
strategies. It reviews broad principles and policies arrangements to deal with the crisis; criteria for-eval
underlying such strategies and discusses operationaliating institutions; a strategy to deal with nonviable
issues related to the restructuring, such as institu institutions and to restructure the viable ones censis
tional arrangements, issues in valuing financialinsti tent with macroeconomic goals; the extent and
tutions, the speed of recapitalization, methods to modalities of public sector support for restructuring;
deal with troubled institutions, management of the arrangements for loan recovery and workouts
value-impaired assets, the cost of the restructuring,and asset management; arrangements to ensure oper
institutional constraints, and linkages with corporate ational restructuring; and the pace of restructuring
restructuring. and compliance with prudential norms (see Box 9).
Experience also indicates that clear information to
the public on the steps to be undertaken is a crucial
Broad Principles and Policies part of the strategy; a nontransparent restructuring
process may fail to restore the puldiconfidence in
A broad-based restructuring strategy should the government and the financial system.
achieve the following economic objectives: (1) re The strategies adopted by the crisis countries have
store the viability of the financial system as soon as been broadly similainin that they all have aimed at
possible so that it canfefiently mobilize and alle removing nonviable institutions and requiring strict
cate funds (a core banking system must be in placecompliance with international best practices for-cap
to preserve the integrity of payment systems, captureital adequacyloan classification, and loan-loss pro
financial savings, and ensure essential credit flowsvisioning by the end of the restructuring period
to the economy); (2) throughout the process, provide (Table 6).All countries aimed at maximizing (do
an appropriate incentive structure to ensufecef mestic and foreign) private sector involvement in the
tiveness and, as far as possible, avoid moral hazardecapitalization process. In the event, the extent of
for all market participants, including bank owners private sector involvement has depended on coun
and managers, borrowers, depositors and creditorsiry-specific circumstances, such as the depth of the
asset managers, and government agents involved ircrisis, the availability of domestic private funds
bank restructuring and supervision; and (3) mini amidst a deteriorating macroeconomic situation, and
mize the cost to the government by managing thethe legal framework for attracting foreign investors.
process dictiently and ensuring an appropriate bur Malaysia and the Philippines never experienced a
den sharing (by distributing losses to existing share full-blown crisis and applied diérent restructuring
holders).To achieve these objectives, governments strategies from those in the three crisis countries. In
had to ensure #&fctive governance of intervened Malaysia, the emgency measures assisted in-con
banks, application of appropriate resolution proce taining pressures on the system and were followed
dures, maximization of the value of nonperforming by a package of proposals that focused on recapital
assets, and optimal involvement of private investors. izing banks that were expected to become undercap
While all the crisis countries followed these broad italized in the course of 1998; strengthening the fi
objectives, strategies varied according to local cir nance company sector through consolidation
cumstances, government preferences, and the deptfmemgers); establishing a strong institutional frame
of the crisis. work to manage the restructuring; and strengthening
Systemic bank restructuring requires strong-gov of regulatory and supervisory frameworks. Faced
ernment leadership because the restructuring seeksvith the threat of a crisis, the Philippines adopted a
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Box 9. Principal Issues in Devising a Bank Restructuring Strategy

The following issues need due attention in develop * Role of government and private (domestic and fo

ing a strategy for restructuring banks. eign) sectors in contributing equity and suberd
e Institutional and legal frameworks for the restruc ngted qebt; ) )
turing, including the allocation of qualified human « Financing arrangements, includingdet level of
resources; recapitalization, types of instruments, terms and

L N L conditions for the governmentsupport of restruc
 Criteria for discriminating between those institu 9 bp

tions that are sound and need no public support, turing (guided by the principle of minimizing the

. . . governmens contribution);
those that are viable but require public support,
and those that should exit the system; e Arrangements for loan recovery and workouts and

- ] ) - ) management of problem assets;
* Modalities to assess the financial condition of in « Appropriate linkages with corporate restructurin
stitutions (deciding on who will do the valuation, Pprop 9 P 9

and on the valuation rules to be applied, including ¢ Operational restructuring of banks;

loan classification, loan-loss provisioning, and-col « Timeframe for the dférent steps in bank restructuring
lateral valuation); - Information campaign and transparency on the re
e Methods for dealing with troubled institutions structuring strategy to ensure credibility and public
(liquidation, megers, nationalization, use of confidence;
bridge banks, or purchase and assumption . Exit strategy from government ownership of
operations); banks; and
» Treatment of existing and new shareholders; « EXxit strategy from blanket guarantee.

financial sector reform program in early 1998 to Institutional Arrangements

strengthen the ability of the system to withstand

shocksThe main ingredients were a streamlining of ~ The allocation of responsibilities for handling the
the resolution procedures of troubled banks, encour restructuring was a crucial first step in the strategy
agement of meers, the privatization of the remain Taking into account not only technical considera
ing government equity stake in the Philippine-Na tions but also political circumstances and institu
tional Bank (the second lgest bank in the country), tional and legal frameworks already in place, gov
now planned for mid-2000, and an enhancement ofernments put in place a variety of institutional

the prudential and supervisory framewo#ks. structures: o _
The cost of restructuring the financial sector istyp ~ * In Indonesia, no institution was in charof re
ically high and lagely falls on the public sectdrhis structuring until the Indonesian Bank Restruc

reflects a severe lack of equity capital in the banking turing Agency (IBRA) was established in Janu
system and the corporate sector at the outset of a cri ~ ary 1998 under the auspices of the ministry of

sis. In the crisis countries, seekindi@ént ways to finance. Initial problems in providing adequate
restructure objectives at the least fiscal cost was a  legal and regulatory powers to the IBRI&-

key concern of the authorities poor fiscal situation layed the dective start of bank restructuring
could severely constrain the public settarapacity and asset management. Bank Indonesia re
to absorb the cost of the restructurkis was not the mained the principal supervisory authoyity
case in Indonesia, Korea, afidailand, which all had though its powers vis-a-vis state-owned banks
relatively sound fiscal positions at the onset of the ~ and IBRAhad not been clearly defined.

crisis35 However the immense scale of public sup ~ * In Korea, responsibility for restructuring was
port needed will most likely require specidicefs to given to the newly established Financial Super
preserve medium-term fiscal sustainahility visory CommissionThe Financial Supervisory

Commission also coordinated the work of the
other agencies involved in addressing the crisis,
including the Koreamsset Management Gor

34These policies were components of the StandABwnge poration (KAMCO), a bridge bank (Hanaerum
ment with the IMEFapproved in March 1998, and of the Banking Merchant Bank), and the Korean Deposit Irsur
fgegétgor Reform Loan with th&orld Bank, approved in December ance Company (KDIC).

33However the perceived sound fiscal positions concealed the * In Malaysia, a well-designed 'ns_tltu“_onal frame
costs of directed credits, liquidity support to banks, and other work supported by strong legislation was al
rapidly increasing government contingency liabilities. ready in placeThe restructuring has been coor



Issues in Valuing Bank Assets

Table 6. Summary of Measures to Address the Financial Sector Turmoil

Measure Indonesia Korea Malaysia Philippines  Thailand
Emergency measures
Liquidity support Yes Yes Yes Yes Yes
Introduction of a blanket guarantee Yes Yes Yes No Yes
Institutional measures
Establishment of an overarching restructuring authority Yes Yes Yes! No No
Establishment of a separate bank restructuring authority Yes No Yes No No
Establishment of a centralized asset management corporation Yes Yes? Yes No No3
Adoption of a special corporate debt restructuring framework Yes Yes Yes No Yes
Operational autonomy of restructuring agencies Limited Yes Yes n.a. n.a.
Restructuring measures
Intervention in financial institutions that were weak or insolvent. ~ Yes Yes Yes Yes Yes

This would include:

Mergers of weak institutions Yes* Yes Yes Yes Yes#
Closure of insolvent institutions Yes Yes No Yes Yes

Use of public funds to purchase nonperforming assets Yes Yes Yes No No
Use of public funds to recapitalize institutions, including: Yes Yes Yes No Yes

State intervention in banks Yes Yes Yes No Yes
Elimination or dilution of current shareholder stakes of

insolvent banks Yes Yes Yes Yes Yes
New direct foreign investment Yes Yes Limited> Yes Yes
Other measures
Measures to encourage corporate restructuring Yes Yes Yes Yes Yes
Steps to improve prudential supervision and regulation Yes Yes Yes Yes Yes

Source: IME
ISteering committee chaired by the central bank.

2The powers and resources of a preexisting asset management company were substantially increased.
3The Financial Sector Restructuring Agency (FRA) was established to liquidate 56 closed finance companies, and the asset management company to

deal with residual FRA assets.
“Between government-owned intervened institutions.
SForeign banks are allowed to purchase up to a 30 percent stake.

dinated by an overarching steering committee
chaired by Bank Negara Malaysia, which is also
the supervisory authoritand includes managers
of the three other agencies involved, that is,
Danaharta (the asset management company),
Danamodal (the bank recapitalization company),
and the Corporate Debt Restructuring Commit
tee (the corporate restructuring agency).

In Thailand, no new agency was set up with-spe
cific responsibilities for bank restructuringhe
Financial Institutions Development Fund, a
legal entity within the Bank ofhailand, which

is also the supervisory authorityas been in
chage of managing liquidity and solvency sup
port to intervened banks. Howeyenost deci
sion making has been left with the Ministry of
Finance.The Financial Institutions Develep

and to liquidate the assets of the 56 companies
that were closedA public asset management
company was established to purchase residual
assets from FRA. Moreovighe Corporate Debt
RestructuringAdvisory Committee was set up
to facilitate corporate debt restructuring.

In the Philippines, no new institutional arrange
ments were introducedhe central bank’ role

in bank restructuring has been based on its role
as regulator and supervis@he Philippines De
posit Insurance Corporation (established in
1963) has continued to be involved with the res
olution of insolvent banks; problems of weak
but solvent banks have been addressed by en
couraging megers.

ment Fund has been hampered by a lack of cleanssyes in Valuing Bank Assets

legal powersThe Financial Sector Restructur
ing Agency (FRA) was set up to assess the via

Realistic valuation of bankassets is an important

bility of the 58 suspended finance companies factor in establishing the viability of individual
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banks, but it is dffcult during a crisis. In fact, in  that the agency be able to issue regulations on how
these circumstances there is no precise method foibanks should assess the value of their assets, but be
valuing nonperforming loar#.There are no market prepared (and have the power) to overrule valuations
prices for nonperforming loan¥aluation based on by others where deemed appropridieis power to
appropriately discounted present values becomesoverrule needs to be used judicioyglgrticularly in
less reliable as estimates of cash flows, interest ratescases where the assessment has been done by inde
and underlying business conditions become volatile. pendent outsiders. Moreoveraluations should be
The valuation can be particularly filtult when the subject to revisions as economic conditions change.
viability and repayment capacity of borrowers is in In any event, most prospective private investors will
doubt.Also, it is hard to value collateral, not only undertake their own due diligence valuations prior to
because of uncertain prices and a limited market, butany investment in or acquisition of assets or finan
because of uncertainty as to whetlard when, the cial institutions38
bank can seize the collateral.

Differing approaches to valuation were used to
improve self-assessments by banks in the three Cri5i$peed of Recapitalization
countries.While banks continued to be responsible
for valuing their assets and making provisions for  In all countries, the bank restructuring strategy re
losses, they were also subject to intensified on-sitelied on a tightening of rules for loan-loss provisioning
examinations by supervisors and assessments-by exand the observance of minimum capital require
ternal auditorsThese on-site examinations and ex ments3® This gave banks a basis for recognizing their
ternal audits generally revealed situations that werelosses based on international best practices, identify
worse than those reported by the banks. In Indonesiang their capital shortfalls, and putting forward recap
and Korea, these assessments were further supplétalization plansThe tightening of regulations was
mented with audits by internationally recognized ac gradual, howevet® On the one hand, markets were
counting firms. InThailand, the authorities ques demanding more information about banfisancial
tioned the value of additional assessments by conditions and strengthened regulation and supervi
international auditors of banks meeting all prudential sion. Meeting those demands was viewed as neces
and regulatory requirements. Each approach has adsary for investors to restore the flow of funds to the
vantages and drawbacks. Self-assessments are ofteaffected countries and resume lending and provide
biased due to conflicts of interests; external audits by capital to domestic financial institutions. On the other
local firms and supervisory evaluations may not hand, insuicient resources (e.g., capital funds to
carry suficient credibility in the market; and foreign  meet minimum capital adequacy requirements or
assessors may have a limited understanding of-a borlong-term foreign financing to eliminate maturity
rowers repayment capacity and other local cireum mismatches) made it impossible for banks to meet
stances. In addition, international auditors might be strict prudential standards in the short run. Requiring
too cautious in their valuations, perhaps to limit their banks to meet international standards for capital ade
potential liability in case they overvalued assets. Re quacy requirements and loan-loss provisions in a very
sorting to international audits, howeyeeems es short timeframe would have forced them to shrink
sential for credibility purposes in cases of pervasive their balance sheets drasticallis would have fur
government interference or insider lending. ther reduced credit to the private sector and aggra

The information collected through either of these vated the recessioihus, a gradual approach was
valuation methods serves as a basic input for the re used. Moreoverit would have been impossible for
structuring authoritys decisions on the viability of  banks to d&ct a reduction in their outstanding loans
financial institutionsThus, regardless of the valua sufficient to meet the capital adequacy requirement.
tion methods used, the end result must allow the re  Gradualism for achieving compliance with inter
structuring agency to compare banks, based on uni national standards can apply to loan-loss provision
form and transparent criterfd.This implies that the  ing or capital adequacyhe former overstates capi
restructuring agency or the bank supervisor has total adequacy while the latter shows a capital
choose the valuation procedures, including the pos
sible use of external valuation boards. It also implies

38Such due diligence valuations typically take three to six
months and are preconditions for investors to buy assets or take
36Nonperforming or value-impaired loans or assets are those strategic ownership interests.
whose estimated value is below their original book or contractual  39These new regulations are discussed in Sedtion
value. 40Gradualism, as discussed herefadd from prudential for
37Valuations should, of course, be based on consistent assump bearance in that the latter refers to the authorigiesliding ad
tions regarding key economic variables and on best practice ac hoc exemptions and waivers from prudential norms for individual
counting and valuation standards. financial institutions in a nontransparent way
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adequacy requirement below the regulatory mini banks with capital adequacy requirements below 8
mum. Countries have used both approaches. IMFpercent self-improvement plans to reach that thresh
staff has emphasized that full transparency of the old, including contributions of new capital from-ex
policy considerations behind the decisions should beisting or new shareholder&pproval of those plans
assured to enable investors to make educated deciwas a requirement for banks to keep their license
sions#! In Indonesia and Korea, banks have beenand for them to receive public sector support
given time to meet their normal capital adequaey re through the sale of nonperforming loans to KAMCO
quirementsThe minimum capital adequacy require or in the form of equityThe precise content of indi
ment is currently at 4 percent in Indonesia, but is to vidual plans varied depending on the circumstances
increase to 8 percent by the end of 2001. In Korea,and the size and significance of the institution.
commercial banks were required to meet a capital Memoranda of understanding between the banks and
adequacy requirement of 6 percent by March 1999 supervisory agencies were used to document the ap
and 8 percent by March 2000 (afdient schedule  proval of the plans and the conditions attached to
was applied to merchant banks).Tlnailand, an 8.5  them.The conditions typically included operational
percent capital adequacy requirement for commer improvement benchmarks on matters such as cost
cial banks (8 percent for nonbank financial institu reduction, labor shedding, and rate of return en as
tions) applies in full while the loan-loss provisioning sets. Likewise, the Bank dtailand requested half-
requirements are increased each semester until theearly capitalization plans from all undercapitalized
end of year 20062 In Malaysia, valuation and pro  institutions, spelling out how they would bring ineq
visioning rules were strengthened, but some gradual uity (domestic and foreign) to meet their capital-ade
ism was allowed with respect to public disclosure of quacy requirement3.hese plans were agreed upon
nonperforming loans. In the Philippines, higher min under binding memoranda of understanding with the
imum capital requirements were phased in gradually Bank ofThailand.
aiming at full compliance by the end of 2000. The initial lack of private capital in the three-cri
sis countries forced the governments to promote
plans whereby new private capital contributions
Dealing with Troubled Institutions would be matched in varying proportions by the
government. Under Indonessajoint recapitaliza
Once nonviable banks were separated from viabletion program, for banks with a capital adequacy re
ones, governments in all crisis countries and quirement between +4 percent and —25 percent,
Malaysia devised strategies to rehabilitate those in owners have to submit a business plan demonstrat
stitutions deemed viabl&o minimize the fiscal cost ing medium-term viabilityin addition to passing a
for the government and to preserve private owner fit-and-proper test. Schedules to eliminate excess
ship of banks, each government encouraged banks t@onnected lending also had to be agreed upon-Own
rehabilitate themselves. In cases where market-ers had to provide 20 percent of the capital shortfall
based solutions were not forthcoming, governmentsand the government the remaining 80 perdént.
sought to assist in fging such solutions. In case of Korea followed a case-by-case approach, under
insolvency governments intervened@he degree of  which the government was prepared to arrange for
government involvement lgely related to the de KAMCO purchases of nonperforming loans, pur
gree of insolvency of the banks. chase subordinated debt, or subscribe new capital,
The main vehicle for seeking private-sedbased to assist private banksécapitalization dbrts. In
resolutions was for the respective governments-to re Thailand, the government will match any amount of
quest recapitalization and rehabilitation plans from capital injected by private investors, provided
existing shareholders. In all countries, owners of un (1) the bank has brought forward and fully imple
dercapitalized banks were requested to provide mented the end of year 2000 loan classification and
timetables to raise the banksipital adequacy re  provisioning rules; (2) the new capital (public and
quirements to prescribed levels and to show their vi private) is injected with preferred status; (3) the
ability.43 In Korea, the government requested from government and the new investor have the right to
change management; and (4) an acceptable -opera
tional restructuring plan has been presented to the
Tprinciple, showing the actual capital adequacy requirement authorities, including procedures for dealing with

is more transparent and is in line with international accounting nNonperforming loans and for improving internal
standards.
42However full up-front application of final provisioning rules
is required in cases where banks seek public funds to match new
private equity contributions. 44n these banks, owners will keep day-to-day control of their
43In Korea andrhailand, this was also done for institutions that had  banks and have first right of refusal to buy back the governsnent’
been suspended, to give them a last chance to prove their viability  stake at the end of three years.
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control and risk management systethsThis tries, although in some countries shareholders were
scheme has contributed to restoring confidence inleft with nominal stakes to take into account legal re
the Thai banking system, and hence, inducing pri strictions on a full write-down or to avoid costly
vate banks to find private investors with or without legal challenges by the old shareholders. In Indone
the public matching funds. sia, for example, the shareholders in thgdat bank

To facilitate foreign participation in the restruetur taken over irApril 1998 were diluted to 1 percent of
ing process, governments have liberalized regula total equity In Korea, until amended in mid-1998,
tions on foreign ownership of financial institutions. legislation prevented shareholder stakes from being
In addition to bringing in foreign capital, these mea written down below the minimum capital required
sures have also aimed at introducing international for a bank to operate. Fhailand, the shares of own
banking expertise into the domestic financial system ers in intervened banks have been written down to
to enhance competitiorll countries have allowed token valueg® Furthermore, in Indonesia, the-au
foreign investment in existing financial institutions. thorities are pursuing former shareholders of failed
In Indonesia, two sizeable private banks have re banks for personal indemnification for past central
cently been bought by foreign banks and further pur bank liquidity support in those cases where banks
chases are expected. In Korea, the banking law hadiave been in violation of prudential regulations, es
been changed to allow foreigners to acquire a con pecially for connected lending.
trolling interest in domestic banks, including full The contribution of new shareholders is of key
ownership, and the government is seeking to sell aimportance to help strengthen bank finances and
controlling interest to foreign investors in two of the governanceAll countries have revised the rules and
largest commercial banks. In addition, foreigna in regulations governing new shareholders. Existing
vestors have contributed capital to other major-com shareholders are required to meet fit-and-proper
mercial banks and have started negotiations to investiests to remain eligible, and rules regarding conflicts
in other segments of the financial secwmich as in  of interest for shareholders have been strengthened.
insurance companies. In Malaysia, foreign share A key issue is the maximum size of the equity share
holders are allowed to take a stake in domestic-bank of each individual shareholder: concentration of eq
ing institutions to up to 30 percent. Tinailand, for uity may facilitate governance and capital injections,
eign ownership in excess of 49 percent in existing but concentration may also lead to excessive con
banks has been allowed to help restructure the sysnected lending and lge exposure risks. New or
tem. Strategic foreign investors have taken a major amended banking laws in Indonesia and Korea ad
ity stake in two small private banks, and foreign dress this trade-bfin Korea, for instance, the law
ownership in some lge banks is approaching 50 limits the maximum shareholding stake of domestic
percent. Malaysia has indicated that foreign banksresidents in commercial banks unless that stake is
with operations in the country will be allowed to buy matched by a foreignes stake.
finance companie§he Philippines has not yet been In the three crisis countries, deep insolvency of
fully opened to new foreign ownership of existing private banks led to the nationalization of a signifi
banks, but further liberalization is planned. Recently cant part of the private bank secttr Indonesia,
drafted legislation has been submitted to allow 100 IBRA has acquired control of 12 banks, representing
percent ownership of distressed banks, but this is to20 percent of the banking sectdihe authorities
be reduced to 70 percent over 10 years. continue to distinguish between the “banks taken

When self-rehabilitation was beyond reach,-gov over” however and the seven state banks existing
ernments resorted to a variety of bank resolution before the crisis, because the aim is to resolve the
methods to deal with troubled institutions. Such former through privatization, mgers, or closures
methods included interventions, nationalizations, within a relatively short period. In Korea, public-eq
memers, purchase and assumption operations, andiity support was very extensive because the limits
the use of bridge banks. on single ownership of commercial banks meant that

A general principle in resolving troubled institu there were no significant strategic shareholders that
tions is that existing shareholders should bear lossesould be called upon to inject funds into the banks.
until their capital has been fully writtenfofThis Thus, five of the six major corporate lending banks
principle was generally applied in the crisis coun have ended up with government shareholdings-in ex

cess of 90 percent. Mhhailand, public equity sup
port has mainly been provided to the institutions that

45The new investor has the option to buy back the government
shares within three years at the governnsenttial cost plus car
rying costs. If after full provisioning, thEer 1 capital adequacy -
requirement falls below 2.5 percent, the government will recapi 46A |legal restriction has prevented the writing down of subordi
talize the bank up to this level before matching private funds. nated debt except in cases of legal closure and liquidation.



Dealing with Impaired Assets

were state-owned at the outset of the crisis, to the sixstandard solution can be prescribed within the broad
commercial banks and 12 finance companies thatoverall restructuring strateggovernments had to

have been intervened, and to match private equitydeal with troubled institutions on a case-by-case
contributions in a few private bank&All the gow basis.The final solution for each institution had to

ernments have expressed their commitment to priva take into account the interest of the parties involved
tize their state-owned banks as soon as feasible(existing shareholders, potential domestic or foreign
Korea andThailand have already made some investors, the government, and creditors) as well as
progress in this direction. the legal and regulatory framework, and, often, the

Closures, meayers, purchase and assumption eper political situation.As a result, the outcome for the
ations, and bridge banks were useful techniques tosector as a whole necessarily varied from country to
consolidate the financial sectors in most countries, country (Table 7).
and governments adopted them flexibly under the
circumstancesAs mentioned before, closures were
an important measure in all three crisis countries, aspealing with Impaired Assets
indicated by the proportion of the closed entities in
the sectarGovernment-assisted ngers were used Proper management and disposition of noaper
in all countries to consolidate the banking system. In forming assets is one of the most critical and com
Korea and Malaysia, mgers involved private sector plex aspects of successful and speedy bank restruc
banks, but in Indonesia arithailand such opera  turing. The governmen$ overarching objective
tions were limited mostly to the state-owned sector should be to maximize the value of the impaired as
In Indonesia, four of the seven state banks are in thesets in the system, minimize fiscal costs, and prevent
process of being mged into a single bank. Mhakr credit discipline of borrowers from deteriorating.
land, the authorities are ngéng the intervened Various approaches can be adopted to achieve those
banks and finance companies into three new banksobjectives. Impaired assets may either be held and
The 56 closed finance companies are being diqui dealt with by the financial institutions themselves or
dated by FRAhrough public auctions; the liquida sold to special companies or agencies created to han
tion continued through the end of 1999. Mers, dle bad asset3he likelihood that the borrower will
purchase and assumption operations, and bridgebe able to honor his loan contract should determine
banks have been used in Koréda he strategy in  whether the asset should be handled as a loan subject
Malaysia was dferent for commercial banks and fi  to collection or as a case for liquidation, including
nance companies. For the commercial banks; a re collateral. The more likely that the borrower will
capitalization strategy was set up for 14 banks thathonor the loan contract, possibly after renegotiation,
were identified as undercapitalized, or projected to the more reason there is to keep it in a bank. If the
become undercapitalized in the course of 1998; in borrower is bankrupt, or otherwise unlikely to repay
addition, four banks would be nged into two. One  and the bank has to seek recovery of collateral—
such operation, involving two banks, has been-com which often takes the form of real estate or other
pleted. For the finance companies, the governmentphysical assets—a separate institution with special
initially aimed at consolidating the 39 companies to knowledge in asset resolution techniques most likely
less than half that number through gens.As of should undertake the recovery
August 15, 1999, 15 had been absorbed ogetf The optimal strategy for managing and disposing
In the Philippines, private-sectte@d megers were of impaired assets has many variations, depending
encouraged through easing of accounting and pru on factors such as the nature of the problem assets,
dential regulations. their overall size and distribution, the structure of the

In the event, governments used a wide variety of banking system, the legal framework, and available
resolution strategies. In a deep systemic crisis, nomanagement capacity in the banks and in the public

sector There is no single optimal solution but rather
a combination of solutions for each country that may
vary over time and for each barkhe strategy will
47The intervened institutions were insolvent and not in a-posi need to consider the speed of disposition of the as
tion to raise capitgl. _Financial InstitL_Jtions ngelopment Func_i sets and whether to use a centralized or decentral
tl(;c:ilzgggrt]r-ol, recapitalized them, and is preparing them for-repri ized process and institutional frameworleigie 8).

4810 Korea, the bridge bank, a subsidiary of the KDIC, was ~ Speed of disposition is determined by the quantity
given a life span of three years and was used only for the good as quality, and type of assets; market demand for such
Se}gACgcg?;ﬁd T;etfﬁzar?]ggfl?'éiéml anmounced merexercice | 2SSES and whether the assets belong to a bank that
(July 29, 199%), the domestic com?/nercial banks%ance compa has .been closed or .to one in operatifhile eco
nies, and merchant banks will be consolidated into sgeldir nomic recovery requires some asset sales or liguida
nancial groups. tions to help markets find new price levels, the-mar
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Table 7. Mergers, Closures, and State Interventions of Financial Institutions
(June 1997 to June 1999)

Mergers Closures State Interventions

Indonesia Four of the seven state commercial 64 commercial banks (18 percent). 12 commercial banks
banks to be merged into a single (20 percent).
commercial bank (54 percent).

Korea Nine commercial banks and two Five commercial banks, |7 merchant Four commercial banks
merchant banks to create four new banks, more than 100 other nonbank (14 percent).!
commercial banks (15 percent). financial institutions (15 percent).

Malaysia 15 mergers (6 percent)(finance None. One merchant bank and three
companies and commercial bank). finance companies under

central bank control (3 percent).

Philippines Four commercial bank mergers One commercial bank (I percent).2 None.

(2 percent).

Thailand3 Three mergers involving five 56 finance companies (1| percent) Six commercial banks and 12
commercial banks and 12 finance and one commercial bank (2 percent). finance companies (12 percent).
companies (16 percent).

Source: IMF.

Note: Figures in parentheses refer to percentage of total banking system assets held by the corresponding group of institutions.

IBanks with over 90 percent government ownership. The government owns varying amounts of shares in seven other commercial banks.
2Closures of a number of rural banks and small thrifts are not included. Such closures are routine operations in the Philippines.

3In Thailand, most of the intervened institutions were later merged. Thus, columns one and three include the same institutions.

kets may be extremely thin and care needs to be Each country considered the advantages and dis
taken not to destroy values for the entire banking advantages of dealing with impaired assets in a cen
system through “fire-sale” liquidation¥his is of tralized or decentralized asset management company
particular concern in a systemic crisis when the structure and related ownership issues in its own cir
amount of problem assets typically is verngkaimhe cumstances @ble 9). Centralized asset management
value of impaired assets may be better preservedcompanies, which typically need to be state-owned,
through careful management and gradual sales byhave been used in Korea and Malaysia, and mere re
specialized institutions (in this paper all such units cently in IndonesiaAdvantages and disadvantages
located outside banks are referred to as asset manof state-owned, centralized asset management com
agement companies)t the same time, it is imper  panies are shown in Box 18.key objective of a
tant not to “park” severely impaired assets for years state-owned centralized asset management company
in asset management companies while waiting for anis to buy nonperforming loans from banks and thus
economic upturn. Such an approach may result-in ac help banks clean up their balance sheets as fast as
crual of carrying costs and ultimately bigger losses. possible. It is also useful in cases of gegs or bank
Moreover poor management of the assets may-dete sales when the mging or purchasing party may not
riorate their value. In the case of failed banks, it is wish to get a laye amount of nonperforming loans
important to move the better quality loans to other as part of the dealhailand has chosen a decentral
operating institutions as fast as possible to preserveized process, encouraging each commercial bank to
value. In Korea this was done through bridge banks, establish its own separate asset managemert com
while in Thailand most of the assets of the 56 closed pany However a public asset management company
finance companies have been sold to the private secwas established to purchase residual assets from
tor through public auctions carried out by the FRA. FRA. In Indonesia private asset management-com
panies to deal with failed banks were ruled out due
to governance concerbsThe sale of banksissets

50So far more than half of the assets of the 56 finance cempa
nies have been sold to the private sector and most of the remain
der will be sold to the public asset management company that was
set up as the residual buyer of all FRAnaged assets that could
not be sold in the auctions.

51This was done to prevent associates of some of the failed banks
from setting up private asset management companies, which could
have circumvented rules for pricing and prudent governance.



Cost of Restructuring

Table 8. Framework for Managing Impaired Assets

Speed of Disposition Decentralized Centralized
Rapid (sale or liquidation) Direct asset sales by banks; Rapid resolution vehicles
Liquidation of a bank. (Thai Financial Sector
Restructuring Agency, or FRA).
Long-term (asset Individual asset management Long-term disposition
management) companies (Thailand); bank (asset management).

workout units (all countries).

to an asset management company forces immediatenarket value. Five private banks are in the process
recognition of the value of the loahhis may deter  of setting up asset management companies and other
such sales in cases where banks have been carryinganks (including state-owned ones) are expected to
these loans at inflated values. follow. Until recently however this process has
Pricing is the most ditult issue for a public asset been held up due to capital scarcity
management company purchasing assets from pri  The final results of the various strategies will only
vate banksThe issue is less severe for a public assetbe known when the process of recovering impaired
management company buying assets from a stateassets has been complet&tis process will take
owned bank or a private asset management companyime. As noted earlierit would be unwise to under
buying assets from a private baKThis is due to take massive sales of assets in the midst of the crisis.
the valuation dificulties for impaired assets dis  Also, practical problems—such as the need to ac
cussed earlierPurchases of a barskassets at in quire proper legal title to collateral and to prepare an
flated values by an asset management companyinventory of the assets—require time to be solved.
amount to a back-door recapitalization of the bank Nonetheless, sales of impaired assets have begun in
and a bailout of the bark’shareholders® The im Korea, Malaysia, andhailand.
possibility of determining an unambiguously fair
market price for nonperforming loans has so far de
terred theThai authorities from setting up a public, Cost of Restructuring
centralized asset management company and they
have instead opted for a decentralized approach. Estimating the cost of financial restructuring is
Proper transfer pricing is also of key importance for one of the more challenging issugéfere are costs
the incentive structures for both the asset manage both in the private and public sectors to cover losses
ment company and the banks—there is a need to seand contribute new capitalhe private sector out
up a system that provides the right balance. Exces lays will not be considered heréhe governmeng’
sive prices for nonperforming loans may also induce gross costgor the restructuring arise from paying
banks to reduce their recovenyats, which could out guaranteed bank liabilities; providing liquidity
lead to a general deterioration of credit discipline support; assisting in meeting capital adequaey re
and loan values throughout the banking system. quirements; and purchasing nonperforming loans.
A decentralized approach that encourages eachlhe net costswill only be known after proceeds
bank to set up its own asset management companyrom (re)privatization of banks and recoveries of
allows arrangements to suit each banédnditions loans accruing to the government have been taken
(seeTable 10).Thailand followed such a route,-en into account* A more complete picture of the cost
couraging banks to set up their own asset managewould also include the indirectfetts of the crisis
ment companies to which they can transfer assets aand subsequent reform§he magnitude of these
costs and the need for political support for the
process require transparent accounting rules and dis

— . . _ closure of information.
52Consolidated accounting needs to ensure that transfers to pri closure o ormatio

vate asset management companies are not used as an artificial
way of cleaning up the banks.

53n Korea, the asset management company had to change its 54n Indonesia, a significant fset to the cost of restructuring is
criteria for determining the purchasing price, since the purchase also likely to come from the disposal of assets pledged by-share
prices determined initially appeared to be too high; even after the holders of failed banks in violation of legal lending limits. IBRA
adjustment the asset management company had fiuldyf in also hopes to secure significant recoveries based on forensic ex
getting banks willing to sell assets. aminations of illegal transactions of some of the failed banks.
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Table 9. Public Asset Management Companies in the Asian Crisis Countries

Centralized/Public Asset

Amount Purchased by the
End of April 1999 (face

Management Companies value as a percent of GDP) Eligible Loans Pricing Policy

Indonesia Became fully operational in 20 Loss loans from state banks, ~ Zero value.

April 1998 within Indonesian and private banks eligible
Bank Restructuring under the government’s joint
Agency (IBRA). recapitalization scheme.

Korea Korean Asset Management 10 All financial institutions. 45 percent of face value for
Corporation (KAMCO) was secured loans; 3 percent for
reconstituted as an asset unsecured loans.
management company in
late 1997.!

Malaysia ~ Danaharta was established in 172 All financial institutions, Average discount has been
mid-1998. including Labuan Subsidiaries 37 percent (excluding one

of Malaysian banks and large loan, it has been 60
development financial percent).
institutions.

Philippines No asset management
company.

Thailand  Financial Sector 17.5 Assets of the closed financed  Auctions. In a first round
Restructuring Agency (FRA) companies. only private bidders and, if
established on October 24, not sold, to the asset
1997, to deal with suspended management companies.
finance companies.

An asset management company 4 Finance companies or In the second round, the

was set up to act as bidder of intervened banks (so far only asset management companies

“last resort” for assets of finance companies). purchased at 20 percent of

closed finance companies. book value on average.
Source: IME.

IKAMCO existed before the crisis.
2End of June 1999.
3This 4 percent is included in the 17.5 percent.

Gross costs in the three crisis countries and IMF staf has continuously made estimates based on
Malaysia are likely to range from 15 percent to different scenarios to discuss policy options with the
45 percent of GDRTable 11). Estimating the cost of  authorities, it has refrained from including any esti
restructuring is an evolving exercise because lossmates in dicial documents because of their sensitive
recognition is still taking place as part of the corporate and crude nature.
restructuring process.The cost of restructuring will The need for immediate liquidity support at the
depend on several factors, including domestic and ex onset of the crisis meant that the central banks in the
ternal macroeconomic conditions, théeefiveness of  crisis countries were the main providers of funds. In
corporate restructuring, and théi@éncy of bank re Indonesia and hailand, formal arrangements te al
structuring dorts. As a result, estimates for the cost locate costs between the central bank and the gov
of restructuring vary wide)ywith government num ernment were weak or did not exist. Meanwhile, in
bers generally lower than market estimated/hile Indonesia, the government has issued 150 trillion

rupiah (13 percent of GDP) of indexed bonds to the
~ s5Banks’accounts may continue to show additional losses for central ban,k to compensate it for past I|qU|d|Fy-Sup
some time even if economic conditions improve because the pos POrt. InThailand, the government was authorized to
itive effect of recovery on the loan portfolio may béset by issue bonds for 500 billion baht (10 percent of GDP)
Iossg::egrfg(r:rs;ll:tlnMge:%ﬁrLsHCh estimated recapitalization require to cover losses in the Financial Institutions Develop
ments for commércial banks—just one component of gross costs—_ment _Fund’ and the gov.emment has ‘f"””our.‘c"?‘d Its
at 42 percent for Indonesia, 10 percent for Kordapdrcent for intention to cover additional losses in a similar
Malaysia, and 26 percent fohailand (Merrill Lynch, 1999). way.



Institutional Constraints

Box 10. Advantages and Disadvantages of a Centralized Public Asset Management Company

The crisis countries considered the following when Disadvantages
deciding whether to adopt a centralized, public asset, Management is often weaker than in private strut
management company tures, reducing the figiency and efctiveness of its
Advantages operations.

» Serves as a vehicle for getting nonperforming loans ¢ Such agencies are often subject to political pressurg.
out of troubled banks, based on uniform valuation . vjajyes of acquired assets erode faster when they jare
criteria. outside a banking structure.

» Allows government to attach conditions to purchases , Nonperforming loans and collaterals are often
of nonperforming loans in terms of bank restructuring. “parked” long-term in an asset management com

Centralizes scarce human resources (domestic and pany not liquidated.

foreign). - If not actively managed, the existence of a public

» Centralizes ownership of collateral, thus providing more  asset management company could lead to a gengral
leverage over debtors and morteefive management. deterioration of credit discipline in financial

 Serves as a third party for insider loans (Indonesia). system.

« Can better force operational restructuring of troubled * Cost involved in operating an asset management
banks. company may be higher than a private arrangemernt.

« Can be given special legal powers to expedite loan ¢ If dealing with private banks, determining transfer
recovery and bank restructuring. prices is dificult.

Bonds issued or guaranteed by the governments ofthe issuance of 64 trillion won of bonds to finance
Indonesia, Korea, anthailand are the main instru  KAMCO and KDIC (15 percent of GDP).
ments for financing the governmentontribution to A full and transparent recording of the cost of
the restructuring costs &ble 12). Market interest bank restructuring is importanthile the initial
rates and regular coupon payments are needed, besupport by the central banks was not very transpar
cause, as opposed to zero coupon bonds, they helent, bringing the outlays into the budget would
banks’cash flowsTradable bonds help banks man imply more transparencyll of the crisis countries
age their liquidity as they can sell the bonds K li  have incorporated into their budgets the interest pay
quidity is needed’ Given the lage amount of bonds ments on the government&capitalization bonds.
to be issued, making them tradable also assists théHowever the cost of earlier liquidity support and the
development of a government bond market and re capital cost of government bonds have not yet been
duces the cost for the government; thus, the develop accounted for in the budgets. Incorporating the total
ment of an dfcient microstructure for government restructuring costs into the budget is crucial, not
securities markets becomes critically importént. only to have a clear overview of the total cost, but
Only Korea and Malaysia used a combination of also to be in a position to better assess the countries’
cash and bonds to provide capital, although cash in medium-term fiscal sustainabilityThis can be
jections in both cases were so minimal that they did achieved through the use of an augmented fiscal bal
not interfere with monetary policfhe government  ance that would explicitly incorporate all major
of Indonesia has recently approved the issuance ofguantifiable fiscal costs of bank assistance opera
another 100 trillion rupiah of bonds (9 percent of tions (Box 1). For financial programming purposes,
GDP) to the banks to finance the first wave of bank howevery the carrying costs of financial sector re
recapitalizationThe interest cost of all the bonds is structuring is a more appropriate concept.
borne by the budget. In Korea, parliament approved

Institutional Constraints

57Under special circumstances, governments could decide to i i .
issue non-negotiable bonds, for instance to prevent insolvent ~Restructuring a banking system following a-sys
banks from selling those bonds and investing the proceeds intemic crisis of the magnitude experiencedAsian
”3;3":355925_ (asin '”dofnﬁls'a&- | of & microstucture | countries is a complex process that goes far beyond
or a discussion of the development of a microstructure for ; : . ;
government securities, see Dattels (199he importance of purely technlc_al operations. ReStrUCt.urmg strate_gles
smooth functioning money markets for the development of cen Nave to take into account local business practices,

tral bank open market operations is discussed in Quintyn (1997). the availability of human resources, the deficiencies
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Table 10. Pros and Cons of Decentralized Asset Management

Advantages Disadvantages
Within banks Knowledge of the borrower may Lack of skills for restructuring of
facilitate debt restructuring. troubled debt, operations of
Access to borrower through companies, debt-equity swaps, etc.
branch network. Hampers “normal” banking functions

(lending activities), particularly if the
nonperforming loan portfolio is large.
Less loss recognition up front. Does
not clean up the bank’s books.

In private asset ~ Specialized skill mix. Focus on Lack of knowledge of the borrower.
management  restructuring function. Bank may not have sufficient capital to
companies Creation of an asset management recognize losses up front.

industry and secondary market for
distressed assets.

Loss recognition up-front.

Cleans up the bank’s books.

in the legal and judiciary framework, and depend suits of oficials in the exercise of their duties is still
largely on the degree of political support. In the a major problem in the Philippines amtiailand);
three crisis countries, the changeover in the political the inadequacy of foreclosure procedures and-bank
regime had a clear positive impact on the pace-of re ruptcy laws and an appropriate judicial infrastruc
structuring. Full recognition by the new govern ture to deal with the massive corporate debt restruc
ments of the magnitude of the crisis not only in turing problem; a legal framework that often favored
creased their resolve to implement the restructuringdebtors over creditors; and the slowness and irexpe
strategy but also made it easier to gather broad- rience of the courts. Once deficiencies were recog
based support for the restructurfig. nized, it took a considerable amount of time before
Bank restructuring requires a ¢gr number of  laws could be changed, and parliaments sometimes
people with a wide variety of skills. Countries-sel introduced counterproductive amendments, further
dom have such resources readily available becauselelaying the process.
crises are only sporadic occurrences. Governments
often had to rely on outside expertise to help develop
their strategy and carry out specialized tasks. in ad
dition, the number of people needed was consider . .
able. For instance, approximately 5,000 people (for = Table I'l. Authorities’ Estimates for the
eign and local experts, fidials from different Gross Cost of Financial Sector
agencies, and security forces) were involved in the Restructuring
final closing of the 56 finance companiesTihai
land. Similar numbers were involved in such opera
tions in Indonesia.
Deficiencies in national legal and judicial frame

In Percent of GDP

! . Indonesia 45
works have been major obstacles to the restructuring Korea I5
process in the crisis countries. Key issues include the Malaysia 12
initial lack of proper and tested exit policies for _"r:"{fP'ges na.

allan n.a.

banks (especially insfi¢ient authority to take early

action against weak banks and to eliminate share Source: National authorities.

hOIderS); the lack of Iegal prOteCt|0n ofiofals (the Note: Gross costs do not include recoveries. The cost will de-

absence of immunity from prosecution and civil pend on a number of factors, including macroeconomic condi-
tions, effectiveness of corporate restructuring, and the efficiency
of the bank restructuring effort. Estimates of these costs are
based on different assumptions and methodologies and may

59Public recognition of the size of the crisis was delayed be therefore not be comparable across countries.
cause these economies had for long been viewed as highly suc
cessful, and therefore unlikely to face a major crisis.




Linkages to Corporate Sector Restructuring

Table 12. Instruments Used to Recapitalize and Purchase Nonperforming Loans

Instrument Received Description
Indonesia Bonds. Equity. Variable and fixed coupon bonds. Owners under
the private bank scheme may purchase back
shares after three years; tradable.
Bonds. Nonperforming loans. Variable coupon bonds; tradable.
Debt to equity conversions. Equity. Index-linked bonds; tradable.
Korea Bonds or cash. Equity or preferred shares. Variable coupon bonds issued by KAMCO and
KDIC and guaranteed by the government; tradable.
Shares. Equity or preferred shares. Governments share in public enterprises.
Bonds. Nonperforming loans. Fixed (initially) and variable coupon bonds; traded.
Malaysia Bonds or cash. Convertible preferred shares Zero coupon bonds; not easily traded.
or subordinated debt.
Bonds. Nonperforming loans. Zero coupon bonds; not easily traded.
Philippines Not applicable.
Thailand Debt to equity conversions. Equity. FIDF loans converted to equity.
Bonds. Equity. Fixed-coupon bonds; tradable.
Bonds. Subordinated debt. Fixed-coupon bonds; nontradable.
Source: IMF.

Linkages to Corporate
Sector Restructuring

The severity of the corporate sector crisis in the
three crisis countries hadedted bank restructuring
more than in most other bank crises. In most crisis
countries, corporate sector restructuring began
slowly and is lagging behind bank restructuring.
This stems from the fact that the loss recognition
process took longetegal frameworks for address
ing the issues were not or only partially in place, ad
ditional skills were needed that were not readily
available, and the sector itself is more complex and
diversified than the banking sectdiost important,
unlike the banking sectothe private, corporate sec
tor is not under the control of one single regulatory
and supervisory agenciyloreover corporate debt
restructuring (the part that has a direct bearing on
bank restructuring) lgely depends on a broader
business restructuring, which is usually a slow
processTo the extent that corporate restructuring
continues to lag behind, bank restructuring might be
delayed. Generallythe two processes should pro
ceed as simultaneously as possible, although bank
restructuring should take the ledkhis is so, not
only because it is more feasible because banks ar¢
fewer and are already subject to an established su

have functioning financial institutions as counterpar
ties to facilitate the corporate restructuring. Several
initiatives have been taken to expedite corporate sec
tor restructuring (Box 12).

Box I l. The Augmented Fiscal Balance

The concept of augmented fiscal balance would
explicitly incorporate the major quantifiable fisca
costs of bank assistance operations that are not|in
cluded in the current definitions of the overall-bal
ancel The augmented balance is not intended to
place the overall balance, but to present an
additional measure of the fiscal stance for countries
where bank assistance operations are important. Use
of the augmented balance would allow a transpar
ent, comprehensive, and reasonably comparable
presentation of government financial assistance for
bank restructuring across countries. If not using an
augmented balance framework, complete details |of
the capital cost of bank restructuring operations
should be recorded separatebgardless of whether
they are budgetary or quasi-fiscal costs.

1See Daniel, Davis, arlolfe (1997).

pervisory regime, but also because it is necessary td
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Box 12. Linkage to Corporate Restructuring

Corporate restructuring is lagging behind bank re Countries have given a variety of incentives to banks
structuring, and has been hampered by a lack of-lever to address and expedite corporate debt restructiitieg.
age of most banks vis-a-vis their borrowérse coun “London Approach,” which provides a framework
tries generally lacked frameworks for restructuring whereby creditors would jointly approach the debtor and
failing borrowers, such as coordinating credit commit work out a mutually beneficial (out-of-court) arrang{
tees under the guidance of a lead bank. Moredmer  ment, has so far been used most aggressively for govern
many countries, the courts have tended to be lenientment-led restructuring in Korea, where a number of
and provided little support for creditors, at least in the medium-sized corporate groups have been dealt with| in
initial stages. Companies have been able to continue tothis way (debt rescheduling with some interest rate e
operate under the cowstprotection, allowing interest  duction, or issuance of convertible bonds and debt/eq
to be deferredThis has undermined credit discipline. uity swaps). Infhailand, the Corporate Debt Restruetur
In some countries, measures have been taken-to ading Advisory Committee (CDRAC) was formed by the
dress this problem: first, through strengthened bank Bank of Thailand and representatives from debtor ar
ruptcy and foreclosure procedures to lessen the bal creditor groups, which agreed upon a framework for ca
ance in favor of the borrowers, and second, by porate debt restructuring based on the Lorfjgproach
providing incentives and mechanisms for banks and (the “BangkokApproach”).The CDRAC initially taf
corporate clients to restructure before reaching the geted lage debt restructuring cases but has recently ex
courts. Initiatives also have been taken to improve panded its coverage to small- and medium-size cAses.
court procedures. scheme that would combine government support for

The speed at which corporate restructuring takes capitalization with corporate debt settlemerie(R op
place depends on a variety of factors, including the tions) has also been in place to encourage corporate debt
legal and regulatory framework at the onset of the cri restructuring. In Indonesia, the government has adopted
sis, the vigor of its enforcement, the structure of the a fourway classification of delinquent borrowers, based
corporate sectpand the nationality of the creditors. on their degree of cooperation with the workout process
Corporate restructuring in Indonesia has so far beenand business prospect®he state institutions and-In
slow because new bankruptcy and foreclosure laws donesian Bank Restructuridgiency (IBRA) are adopt
have not been enforced, in particular by the state- ing a coordinated approach vis-a-vis each major del
owned institutions. Korea is more advanced than the quent borrowerbeginning with the larest, broadly
others because it adopted new laws fairly rapitihs a along the lines of the Londokpproach (the “Jakarta
corporate sector concentrated around the chaebols, andnitiative”). In Malaysia, the asset management eom
has clearly specified its restructuring objectives and pany (Danaharta) has been given very extensive powers
provided strong leadershifhe legal framework is in dealing with the borrowers of any loans it bupsese
strongest in Malaysid&hailand sufered from delays in powers seem to have had a significafectfon borrow
adopting a new legal framework for bankruptcy and ers, because banks threatened to sell to Danaharta if| the
disclosure. borrower failed to resume servicing the debt.

- Q

[v]

>

The banking system provides a key lever for sources of finance or shrink their balance sheets.
corporate restructuring, in particular as regards Also, Korean banks—following strong government
corporate debt.Tightening and stronger en leadership—have been instrumental in approving
forcement of prudential regulations can make a and monitoring corporate restructuring plans. mnter
major contribution. For instance, in Korea, tighter national financial institutions, particularly the
regulations on maximum exposure limits, eon World Bank, have strongly supported this process,
nected lending, liquidity mismatches, and cross including the banksheavy involvement as key
guarantees have required corporations to seek othecounterparts.



V1 Institutional Reform

Early in the crisis, all countries took initiatives to more power over entry of banks, supported by new
strengthen prudential regulation and supervi fit-and-proper rules (in all countries, the policy
sion, bank governance, and market discipliffee generally is not to allow new entrants until the
nature and direction of these initiatives was similar restructuring is over). Most of the countries have
in all countries: to bring domestic standards closer to introduced procedures that will remove some earlier
internationally accepted practices. Preparations havesupervisory discretion that allowed them to waive
also started for the eventual removal of the blanketcompliance with regulations on a case-by-case basis,
guarantees. Initiatives have also been taken to im for example regarding loan concentratioho
prove prudential regulation and supervision of inter strengthen supervisorBands in dealing with preb
national creditors in their home countries. lem institutions, mandatory “prompt corrective- ac
tion” procedures have been or are being introduced
for situations where capital adequacy falls below

Prudential Supervision certain trigger points.

In the crisis countries, the autonomy of the super
visory authority has been strengthened. In Indonesia,pyudential Regulation
a new central bank lgypassed in May 1999, estab
lished independence for Bank Indonesia. Under the Regulations concerning loan classification, provi
law, responsibility for supervision moves from Bank sioning, and income recognition have been brought
Indonesia to a new agency in 2002. In Korea, beforecloser to compliance with international best prac
the crisis, a proposal for a new autonomous supervi tices (seeTables 13 and 14). Loan classification
sory authority met with considerable resistance, but rules were strengthened in all countri€ke period
after the crisis broke the legislature swiftly passed overdue for interest suspension was shortened to
new legislation establishing such an autonomousthree months in Indonesia afthailand (this rule
body More recentlyadditional powers for licensing had already been tightened in the Philippinédl).
and supervision have been transferred to the new authe countries tightened their specific loan-loss provi
thority. In Thailand, supervision has been strength sioning requirements and introduced or tightened
ened and become more autonomduse new Bank  their general provisioning requirementll the
of Thailand and Financial Institutiodsts are being  countries, with the exception of the Philippines,
drafted to give the Bank dtailand greater supervi  have made required loan-loss provisions tax de
sory authority These laws are expected by early ductible.The definitions of capital have been-im
2000. proved and, in some countries, the absolute mini

All countries have made fefrts to upgrade their mum levels of capital have been increasAd.
supervisory capacity and strengthen the powers ofdiscussed earliebanks were given time to comply
supervisors. Supervisory reporting by banks haswith these new regulations, according to specific
been much improved, and countries are relying moretimetables.
on on-site examinations. Moreoysupervisors can Several other key prudential regulations are being
now demand additional loan-loss provisioning from improved.These include foreign exchange exposure
banks, corrective actions when problems are de limits in all countries; liquidity management rules in

tected, and more support from bank&sternal audi Indonesia, Korea, and Malaysia; connected lending
tors. The use of memoranda of understanding to regulations in Indonesia and Korea; single borrower
enhance the supervisory authoritiability to mont and group exposure limits in Korea and Malaysia;

tor and enforce compliance with prudential ratios and cross guarantees within chaebols in Korea. Fit-
and performance benchmarks of financial institu and-proper rules for owners and managers were in
tions has become common. Supervisors now havetroduced or strengthened in all countries. In addi
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Table 13. Time Period for Overdue Criteria for Interest Suspension and Loan Classification

Period Overdue for

Country Interest Suspension Substandard Doubtful Loss
Indonesia
Old! 1-12 months I-12 months? 2| months3
New 3 months 3 months 6 months 9 months
Korea
Existing Immediately when past due Normally not classified until 3 months
past due unless declared bankrupt
Proposed  No changes currently proposed 3 months 3—-12 months 12 months
Malaysia
Old 6 months 6 months 9 months 12 months
New* 6 months 3 months 6 months 9 months
Philippines> 3 months 3 months (unsecured) .8 6 months (unsecured)
Thailand
Old 6 months? 6 months (unsecured) Over 6 months Over 6 months
(unsecured)
12 months (secured) Over 12 months  Over |12 months
(secured)
New 3 months 3—-6 months 6—12 months Over 12 months

Source: IMF; national authorities.

!Varies by type of credit and installment period.

2Credit exceeds overdue criteria for substandard but is considered collectible and the value of collateral is not less than 75 percent or credit cannot
be collected, but value of collateral not less than 100 percent.

3Refers to 21 months after a credit has been classified as doubtful and there is no repayment.

“Effective March 1999.

5New rules issued October 1997, which tightened overdue criteria for classifying loans depending on number and amount of arrearages, refer only to
installment loans.

6A loan previously classified as substandard in the last examination is reclassified as doubtful if principal has not been reduced by atleast 20 percent
during the preceeding 12 months.

7Effective January 1998 irrespective of collateral; previous limit (since July 1995) was 12 months for secured loan.

tion, other imprudent banking practices, such as changed?® New bank laws (under preparation in
government directed lending, where applicable, are Thailand) or regulations (in Korea and Indonesia)
being phased outhe speed with which new regula  also require banks to report to the public their fi
tions could be phased in had to take into account notnancial statements more frequently (mostly quar
only bank and supervisory agency constraints 4in in terly) or make their requirements more explicit.
troducing any new regulation, but also crisis-specific Consolidated financial reporting and disclosure by
elements, such as the ability of their clients to -com groups will also enhance transparency; in Korea
ply with such rules. this is promoted by the consolidation and concen
Most countries have taken measures to improvetration of supervisory functions. In the Philippines,
transparency and disclosure, as well as the qualitybanks listed on the stock exchange are now re
of data disclosed. Quality of data has been im quired to disclose to the public on a quarterly basis
proved by new loan classification, provisioning, key indicators on their soundness.
and income recognition rules and by extensive in  The countries with blanket guarantees intend to
volvement of onsite examiners and international remove them as soon as feasil#i#.countries in
auditors and analysts to support bamegapita
ization eforts. This is expected to enhance gover
nance and market discipline over time. In
Malaysia, following an initial tightening, autheri 60Banking institutions were given an option of reporting-non

: ; : : performing loans using either the standard of three months or six
ties in 1998 relaxed disclosure requirements, allow months past due. Of the 78 financial institutions, 21 (representing

ing disclosure to be less frequent. (semi-annual); 46 percent of the systesloans) have retained the three-month
however the regulatory reporting was not nonperforming loan classification criteria.
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Table 14. Loan Provisioning Requirements: Comparative Information
(In percent)

Country Unclassified Standard Special Mentioned Substandard Doubtful Loss
Indonesia
Old! 5 na. 102 502 1003
New | 5 I5 50 100
Korea
Existing 5 23 20 754 100*
ProposedNo changes currently proposed
Malaysia
Olds 0 0 206 50¢ 1006
New5 0 0 206 506 1008
Philippines
Old 0 0 07 50 100
New?8 0 5 259 50 100°
Thailand
Old 0 0 |510,11 10010 10010
New!2 | 2 2010 500 10010
Source: IME

IBased on uncollateralized portion.

2Effective at the end of 1996 for Substandard and 1993 for Doubtful and Loss.

3Classified as precautionary loans.

“4That portion of a loan classified doubtful or loss that is fully secured will normally be classified substandard to the extent of the market value of the
collateral.

SEffective 1998 general provision increased from | percent to 1.5 percent of total outstanding loans (including interest), net of interest in suspect and
specific provisions.

6Provision computed against uncollateralized portion.

7For collateralized; 25 for uncollateralized.

8Effective October 1997 a general provision of 2 percent on gross loan portfolio to be phased in through October 1999.

adopted.

9For both collateralized and uncollateralized.

19Provision computed against uncollateralized portion.

11Since June 1997.

12Stricter criteria for secured loans.

tend to move from a blanket guarantee to a limited lifting of the blanket guarantee, when it occurs,

coverage of all depositof$.There are major dan  should be a nonevent.

gers, such as deposit runs, in removing the guarantee

before the financial system is sound, howefrer a

limited scheme to work, a number of preconditions Regulations Governing Creditors

have to be met, including the banking systeng

turn to solvency and profitabilifythe adoption of Efforts are being undertaken to address weak

mechanisms to deal with the exit of individual nesses in the operation and supervision of interna

banks, and the restoration of public confiderde tional lenders, as they have been identified during

public should be provided ample notice of the re theAsian crisis. Initiatives include work on a new

moval of the guarantee and detailed information on international financial architecture, the Financial

the limited guarantee scheme that replaceshe Stability Forum, enhanced financial sector surveil
lance by international financial institutions, and
work by the Basel Committee on Banking Supervi

- sion, whose Gpewisory Lessons to be Drawnofn

o e i s s ece e fon i ren (NE/ASIEN Crisisproposes 2 review of various ele

tee as of the énd of the year ZOUgaiIand did not have a depgosit ments _Of the exlstlng capital rules "?md of the Basel

insurance scheme and is now working on the design of such aCommittees guidance on country risk. (See Basel

scheme to be introduced by special legislation. Committee on Banking Supervision, 1999.)



VIl Financial Sector Reforms in IMF-
Supported Programs

inancial sector reforms have been at the core of The reform strategy for each country was incerpo
the IMF-supported programs for tAsian crisis rated in letters of intent and memoranda of economic
countries.The focus was on the financial sector and financial policies, both of which spell out the de
because (1) distress and weaknesses in the sectdrils of the IMF-supported prograniBhese strate
were widely perceived as a major cause of the crisis;gies included measures to ensure the exit of Ronvi
(2) reestablishing banking system soundness wasable institutions, the strengthening of those that
crucial to restoring macroeconomic stability; remained in operation, the restructuring of the cor
(3) restoring confidence in banks was essential for porate sectgrand the adoption of institutional-re
the return of funding into the financial system; and forms to help prevent future crises. Box 13 summa
(4) the crisis generated demands for the authoritiesrizes the measures included in letters of intent and
to address the causes of the crisis by carrying outmemoranda of economic and financial policies of
major reforms, thus providing impetus for imple the countries that received IMF financial support.
menting reform that in some cases had been plannedrrom the onset, these documents included both im
for years. In the Philippines, the structural compo mediate actions and broad outlines of the medium-
nent in the program was smalldrecause major term strategy for restructuring and its sequencing.
shortcomings of the financial system had been ad Given that the precise nature and timing of future ac
dressed earlieMalaysias strategyalthough difer- tions could not be determined at the outset, the pro
ent in some respects from the IMF-supported pro grams left sufcient flexibility in implementation.
grams in the crisis countries, also had a major focusSubsequentlythey were refined in the course of re
on financial sector reforms. views as new information became available and as
While the magnitude of the financial sector crises required by the evolving circumstances in each
was lager than anything experienced before, IMF country The market sensitivity of certain actions re
staff was able to draw on its experience in recent quired in the initial stages of the program ruled out
years both from actual crisis involvement and analyt the inclusion of such actions in the letters of intent.
ical work$62 Although many of the events in the-un Several issues arose in adapting complex
folding crisis were familigrdifferences in key ele medium-term bank restructuring strategies to the
ments added new dimensions to the crisis requiringformat and conditionality of IMF-supported pro
particular care in choosing the restructuring ap grams. IMF conditionality has usually been quantita
proach. Such elements were the structure of the-banktive and strictly time-bound, involving actions under
ing and corporate sectors, business practices, limita the control of the authorities. In the case of bark re
tions in the legal systems, and the authorisésing structuring, howeverconditionality has to be set
preferences for certain institutional arrangements. cautiously as the process involves steps that are sel
The magnitude of the crisis and the speed at which itdom amenable to measurement, often take longer
developed required immediate respondémus, the than planned, are not directly under the control of
development of strategies and policies involved ex the authorities, require legal steps to be adhered to,
tensive discussions among the authorities and IMFand involve negotiations betweenfdient parties in
staf, and new approaches and procedures needed tohe public and private sectdvloreover since re
be developed, taking into account the characteristicsstructuring actions have a significant impact on pri
and constraints of each country at that particular vate property and wealth, they must be undertaken in
point in time, while maintaining a certain amount of a manner consistent with each countrlegal and
uniformity of policies among the countries. judicial framework.
The timing and pace of reforms requires a-deli
" 62See, for example, Sundararajan and Balifio (1991), Lindgren, cate balance.between short-term .IMF c_ondltlonallty
Garcia, and Saal (199@lexander and others (1997), Enoch and @nd the medium-term nature of financial secter re
Green (1997), and Folkerts-Landau and Lindgren (1998). structuring.To maintain momentum and credibility
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Box I13. Financial Sector Restructuring Measures in IMF-Supported Programs

Financial sector measures included in IMF- < Establish a transparent timetable for banks to meet

supported programs in Indonesia, Kor&aailand, capital adequacy requirements (Indonesia and Korea)
and the Philippines included: or provisioning requirements (Thailand).
Measures to stabilize the system * Intervene in insolvent banks (all countries).

Agree on memoranda of understanding between un
dercapitalized banks and the authorities to specifyl a
. timetable for raising capital to meet capital adequacy
* Introduce a blanket guarantee (Indonesia and (equirements and attain performance benchmarks

Thailand). (Indonesia, Korea, the Philippines, aFttailand).

* Cap deposit rates to reduce the ability of weak banks ., |ssye guidelines on the modalities for the use of pub
to capture deposits and further weaken the system |ic funds to recapitalize banks (Thailand) and to-puf
(Indonesia andhailand). chase nonperforming loans from private institution
Identify and close fundamentally unsound financial  (Indonesia and Korea).

institutions.These included commercial banks-(In , |gsye guidelines for stricter bank licensing
donesia), commercial and merchant banks (Korea), (Thailand).

and finance companies (Thailand). R . . i
. . ( o ) . . * Take steps to privatize nationalized banks (Indonesja,
» Require owners of closed institutions to lose their  kgrea andrhailand).

stakes in these institutions (Indonesia, Korea, and o
Thailand). Measures to reform the institutional framework

« Share losses of closed finance companies withcredi * Enact legislation to enhance the operational indepg
tors; restructure some depositor claims to longer ma  dence of the supervisory authority (Korea) and-ce
turities (Thailand). tral bank (Indonesia).

» Take steps to strengthen bank supervision (Indones
and the Philippines).

e Improve accounting, disclosure, and auditing sta

) : ’ ) A dards (Korea, the Philippines, andailand).

. Completg diagnostic reviews of financial institutions Issue strengthened regulations regarding connected
(Indonesia and Korea). lending, liquidity management, foreign currency ex

» Tighten loan classification and loan-loss provision posure, and lge exposures (Indonesia and Korea);

- Provide liquidity support at penal rates and subject to *
conditionality (Indonesia, Korea, afthailand).

n

55

. . a
Measures to estructure the financial sector

» Establish a restructuring agency (Indonesian Bank
RestructurincAgency IBRA, in Indonesia).

=)

ing rules (Indonesia, Korealhailand, and the cross guarantees were also to be eliminated for the
Philippines). top 30 chaebols in Korea.

 Allow for full tax deductibility on income for loan- < Introduce a new bankruptcy law (Indonesia and
loss provisioning (Indonesia, Korea, afghiland). Thailand).

reforms must proceed rapidliput the complexity = measures like privatization, which involves com

of the process and country-specific constraints haveplex negotiations with private parties, is even more
to be taken into account. For instance, rapid recapi challenging.

talization of financial institutions was a desirable  Detailed information on the financial condition of
goal in principle, but in realitytoo rapid a pace individual banks was necessary in order to assess the
would have meant that necessary concomitant mea situation of the system, design a restructuring strat
sures, such as operational restructuring and banks’egy, and monitor compliance with the program.
search for private capital, would not have been fea Generally it is impossible to deal with a systemic
sible and that banks would have had to cut creditsbanking crisis diciently without access to bank-by-
even more drasticallythus aggravating the crises. bank data. IMF sththad access to detailed supervi
Thus, the recapitalization was phased and strictly sory data for individual banks in the three crisis
monitored under the IMF-supported programs. countries. Such access was necessary to evaluate the
Similarly, in Korea, policies to address the exces quality of the restructuring policies and to monitor
sive maturity mismatches between foreign- ex their implementation. In Malaysia and the Philip
change assets and liabilities had to be phased inpines, access to such data was more restricted. Han
taking into account the ditulty in converting dling of bank information had to be done according
short-term to longeterm foreign financing at the to agreed-upon procedures and in accordance with
time. To introduce meaningful benchmarks for bank secrecy laws in each country
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While theAsian crisis showed that the IMF would though they included components for which the
need to play a central role in assisting the authoritiesWorld Bank was expected to take the lead in imple
in the management of the initial crisis and in the de mentationThis led to coordination problems initiglly
sign of the overall restructuring strategty also further complicated by the Ige¢ nhumber of depart
demonstrated the need for close cooperation withments involved in both institutions. In response, the
other multilateral agencies, particularly théerld World Bank created its Special Financial Operations
Bank. Cooperation with thé/orld Bank was close  Unit to bolster its capacity to quickly field stahat
from the beginning in all countries, although the di can participate in the initial rounds of program nego
vision of labor difered. In particularthe ugent na tiations in crisis countried\s a result of their &brts,
ture of many of the tasks and the heavy demand onearly problems in coordination have been solved.
IMF staff resources required very close collabora In addition to financial support, the IMF had te as
tion between the stisf of both institutions and flexi sign a lage number of stéto the five countries dis
bility in their approach to the division of labor cussed in this papefhis was particularly the case

The IMF assumed the lead role in the three crisis for the three crisis countries. During fiscal years
countries and th&Vorld Bank made important con 1998 and 1999, stafrom the IMF's Monetary and
tributions in specific aspects of program formulation Exchangeffairs (MAE) Department and headquar
and implementationThe IMF relied on its capacity ters-based consultants spent some 10 géadrs in
to develop programs quickly and develop the-ink the field on missions to Indonesia, Korea, dihéi
ages between macroeconomic stability and financialland.These visits were often made in parallel with or
sector soundnes¥he World Bank provided exper as part of Use of Fund Resources Artitle IV mis-
tise, and financing, to assist the authorities in- pro sions. They were also done in conjunction with
gram implementation and institution building; in  World Bank missions. Moreovethe IMF placed
creasing its role in the crisis countries over time. In resident banking supervisors in Indonesia @ahdr
all crisis countries, the sfafof the IMF andwWorld land and oganized several expert visits to Korea.
Bank have cooperated closely from the early stagesParticipation of financial sector experts in missions
taking into account each otherviews in the pro to Malaysia and the Philippines has been less intense
gram discussions with the authorities—which often but has also required substantial IMF fsta¥olve-
included stdfof both institutions attending meetings ment, more recently as part of the IMRsia and
with the authorities on financial restructuring issues. Pacific Department and/orld Bank missions. In ad
Also, World Bank stdftook the lead in the area of dition to mission-related work iWashington, MAE
corporate restructuring and nonbank financial insti staf andWashington-based consultants have spent a
tutions.Work on strengthening legal and regulatory considerable part of their time at IMF headquarters
frameworks has been done jointly following events in all the countries, providing-fol

An important source of ditulties was related to  low-up comments and assistance in implementation,
the design and implementation of the immediate stepsand coordinating with other institutionshis is, of
required to stabilize and restructure the financial sys course, in addition to IMF stafesources that other
tem. In all three crisis countries, letters of intent were IMF departments (notably th&sia and Pacific De
negotiated quickly and incorporated immediate stepspartment, 0APD) had to commit to financial sector
to stabilize the financial systeffhese measures were matters in the context of the IM=tay-to-day activ
negotiated without fulWorld Bank involvement, al ities and surveillance work.
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he Asian experience with bank restructuring and market participant3he fact that all these fac
has already produced valuable lessons, manytors were lagely overlooked by most private sector

of which will evolve as the process continues. In and published ditial analyses—both at home and
particular many “conclusions” at this time are actu abroad—was probably related to the long-running
ally interim assessments, as it will take several success of those economies. In any event, greater
years before the restructuring of the financial and disclosure of macroprudential and microinstitutional
corporate sectors will be completed and the full indicators and greater transparency of monetary and
economic implications of diérent measures be financial policies could have strengthened market
come apparent. discipline and policy ééctiveness and could have

More than any other recent financial crisis, the helped to expose some vulnerabilities much earlier
one inAsia has highlighted the linkages between fi Compared with the three crisis countries,
nancial sector soundness and macroeconomic-stabilMalaysia and the Philippines had been pursuing
ity. Highly leveraged corporate sectors withgar  policies before the crisis that clearly lessened the
amounts of unhedged foreign currency debt, much ofdamage. Both countries, which had undertaken bank
which is short-term, and domestic bank borrowing, restructuring and structural reforms in the 1980s,
fed by lage capital inflows during years of exeep avoided a full-blown crisis. Malaysg'traditional
tional economic growth and exchange rate stapility policies of limiting short-term foreign borrowing,
created major vulnerabilitie3he crisis highlights ~ encouraging foreign direct investment inflows, and
the danger that formally or informally pegged ex relying on equity capital prevented the corporate
change rates may lull investors into ignoring-cur sector from building up the lge unhedged foreign
rency risks (see Figure 8). Following the shocks to exchange exposures and very high debt equity ratios
market expectations caused by exchange rate-devalthat were so damaging in the crisis countridsese
uations and widespread doubts about private sectoipolicies notwithstanding, Malaysia also faced-sub
solvency the size and speed of the impact on the fi stantial financial sector distress. In general, the crisis
nancial systems was unprecedented. Foreign bankighlights the benefits of having developed mgoney
cut their credit, asset prices collapsed, leading tobond, and equity markets. Developed capital-mar
major wealth losses, and real demand contractedkets would reduce corporate leverage and improve
sharply The close integration of theAsian corporate governance; the reduced reliance on bank
economies in world financial markets helped to financing would make the system more resilient to
spread the crisis to other countries in the region andshocks.The development of bond markets—espe
to the rest of the world. Close attention should be cially for government bonds—would also facilitate
paid to prudential supervision of foreign currency financial sector restructuring.
exposures and risks, especially when exchange rate The first priorities in the crisis countries were to
regimes are inflexible. stop excessive central bank credit expansion+o in

Why did the financial sector crises take everyone solvent institutions, stabilize the financial system,
by surpriseThere were clear signals of overheating, and prevent capital flighTo achieve this and to pre
such as prolonged rapid credit expansions, assewvent bank runs, the governments needed ferof
price inflation, and overcapacity in key sectors, al blanket guarantees for depositors and most creditors,
though the underlying deterioration in banksn close the worst institutions, and introduce credible
values and capital adequacy ratios were not yet re macroeconomic stabilization and bank restructuring
flected in their balance sheets. Meanwhile, the plans.These measures were successful in stopping
buildup of corporate indebtedness, unsustainablethe domestic deposit withdrawals, particularly after
banking practices (such as directed, connected, andhe credibility of the guarantees had been tested, but
insider lending) and weaknesses in prudentialregu were less déctive in securing rollover of foreign-li
lation and supervision were known to policymakers abilities. To achieve the rolloveother measures,
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Figure 8. Nominal Exchange Rate
(National currency per U.S. dollar, end of period)
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Source: IMF, International Financial Statistics.

such as the debt renegotiation in Korea, were worthiness and solvency of domestic counterparties
neededThe experience of the crisis countries-sug and to uncertainties about policy implementation.
gests that in a systemic crisis, a blanket guarantee, A slowdown in real credit growth to the private
rather than a limited deposit guarantee, is needed tosector should not have come as a surprise. In addi
restore confidence in the financial system. tion to a sharp fall in credit demand, owing to ever

While closing the most insolvent institutions was capacity in the real sector and bleak short-term eco
considered necessaly also became clear that any nomic prospects, bankers became more cautious, as
closing of financial institutions and sharing of losses borrowers’creditworthiness deteriorated, reflecting
with private sector creditors is an extremelyidifit in particular the lage foreign exchange component
task to manage. Closing deeply insolvent institutions of their debt.This slowdown seems to be more ex
provides a way to cease central bank support, allowsplained by structural factors than by an excessively
loss sharing with creditors, removes excess interme tight monetary policyAny policies to stimulate bank
diation capacityand frees resources to deal with re lending should be used cautiously so as not to
maining institutions. Decisions to close may have to worsen bankstonditions; for example, excessively
rely on liquidity “triggers” until banksloan-losses low interest rate magins will be deterrents to new
are recognized in their accoundsy closing of fi lending and further undermine bankslvency and
nancial institutions must be accompanied by a well- recapitalization. Lending cannot be expected te nor
managed information campaign to support the pol malize until the corporate sector has regained its
icy, explain the reasons for bank closings, and profitability and repayment capacity and bardeg
reassure the public. ital bases have been restored.

In all countries, except initially in Indonesia, the In broad terms, the strategies for systemic restruc
central banks were able to sterilize their liquidity turing have sought to restore the financial systems to
support to individual banks, since deposits with soundness as soon as possible process involves
drawn from weak banks were ¢y deposited in  the introduction of the necessary legal, institutional
other domestic banks perceived as being s@ter and policy frameworks for dealing with nonviable
absorb excess liquidity of the latter and stem capital financial institutions, strengthening viable ones, and
outflows, interest rate increases for short-term- cen resolving value impaired assets in the system: Sys
tral bank instruments were necessatyis recycling temic bank restructuring is a complex multiyear mi
was successful in all countries, except in Indonesia,croeconomic process, which in the aggregate has
where economic and political turmoil made the-situ major macroeconomic fefcts. No two situations are
ation unmanageable during the first six months. the same, and specific measures, pace, dectiet
Nonetheless, in all countries, exchange rates initially ness of implementation have varied between the dif
depreciated sharply due to concerns about credit ferent countries depending on the specifics of the
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problem, laws and institutions in place at the outset, the end of the restructuring process. In doing so,
and the sometimes strong preferences of the authoribanks have been given time, according to transpar
ties for certain solutions. For example, there have ent rules, to gradually restore their severely eroded
been major dferences in the ability of each govern capital bases. Recent developments suggest that
ment to endow dicial agencies involved in the+e  transparency in loss recognition practices has helped

structuring with sufcient operational authorifyfi- in the issuance of new private bank equity
nancial independence, protection from lawsuits, and Management of nonperforming loans and other
means to attract necessary expertise. value-impaired bank assets is one of the most critical

Key principles for the restructuring process in the and complex aspects of bank restructurifigere is
three crisis countries have included strict criteria to no single optimal strategy for all circumstances but
identify viable and nonviable institutions and te re rather a combination of options that may vary over
move existing owners from insolvent institutions. time and for each bank, depending on factors such as
Private capital injections have been encouraged orthe nature of the problem assets, their overall size
required under binding memoranda of understandingand distribution, and legal and governance-con
schemes that also foster operational restructufimg.  straints.The strategy will need to consider the speed
complement domestic equity investment in banks of disposition of the assets, whether or not to use a
and to bring in international expertise, the three cri centralized process, which also involves ownership
sis countries liberalized their foreign ownership choices.

rules for the financial sectofo encourage new pri Countries have taken ¢gfrent views on the role
vate equity investment, public solvency support also of asset management companies. Indonesia, Korea,
has been dééred under strict conditions. and Malaysia have opted for centralized public asset

Successful implementation of systemic bank re management companies that buy assets from private
structuring demands that national authorities take banks to help banks clear their balance sh&éts:
full responsibility of all the aspects of the program. land has aggressively liquidated the impaired assets
Given the microeconomic nature of financiat re of closed institutions through a central agency but
structuring and the need for well-coordinated imter does not permit public sector purchases of impaired
play between so many &ifent government institu assets from private banks; tfibai authorities are
tions, the process can be successful only if theinstead encouraging each bank to establish its own
authorities themselves take full control of the imple asset management compamie key issue in asset
mentation process. Howevyebecausesystemic purchases by an asset management company s real
banking crises occur very infrequently and require istic valuation, so as to ensure that it does net be
skills not readily available in most countries, access come a tool for the indirect bailout of existing share
to international expertise can be particularly helpful. holders, thus undermining the incentives for private
Thus, the IMEtheWorld Bank, and other interna  sector recapitalization and proper governance of
tional and bilateral agencies have provided advice asset management companies and bdriessale of
and shared experiences from other countries thatbanks’ assets to an asset management company
have dealt with similar problem3he institutions forces immediate recognition of the value of the
have also helped countries obtain the necessary exloan.This may deter such sales in cases where banks
pertise from the public and private sectors to assisthave been carrying these loans at inflated values.
in the restructuring. The use of vast amounts of public resources has

A realistic valuation of financial institutiong’s been necessary to help restructure the financial sys
sets is essential to measure net worth, yet extremeljtem. This afects medium-term fiscal sustainability
difficult in cases of severe corporate and financial in the three crisis countrie&n estimate of the exact
distress.The valuation of nonperforming loans is cost of the crisis is not possible, as the costs are still
particularly hampered by the lack of clear market emeging and the corporate debt restructuring
values and continuously changing economic condi process is far from complete@ihe outlays initially
tions. To better support the valuation process, all took the form of central bank liquidity support, but
countries tightened their rules for loan classification, have been gradually identified as solvency support
loss provisioning, income recognition, and collateral and been refinanced by public or publicly guaran
valuation, and have substantially strengthened theirteed debt. Only the carrying costs of the latter have
supervisory scrutiny of compliance with such rules been brought into the government budgets so far
by bankers and auditolssset valuation is a key ele  The ultimate public sector costs will be reduced by
ment in computing banksapital adequacy require  proceeds from asset sales and bank privatizations.
ments, which have been the basis for their recapital Moreover more rapid and sustained economic
ization plans. In this connection, all the countries growth as a result of a restructured, moffecient,
seek to bring their capital adequacy requirementsand profitable financial system will yield additional
into full compliance with international standards by tax revenue.



VIIIT CONCLUSIONS AND LESSONS

The problems in the financial sector also reflected macroeconomic environment as a source of financial
profound problems in the corporate sectors. Solving sector vulnerability and the relationship between the
the banking and the corporate sector crises therefordinancial and real sectors.

must go hand in hand. Resolving banking problems

requires not only bank recapitalization, but also
broad-based corporate debt restructuriAg.the

Could the crisis have been prevented? In each
country alternative courses of policy that would
have been preferable can be identified—Dbut this is to

same time, resolving corporate sector turmoil, in turn give hindsight too much of a role. In the financial
requires properly functioning banks as a counterpart.sector itself, more transparency of macro- and mi
Widespread corporate weaknesses and insolvenciesroeconomic data and policies clearly would have

are much more ditult and time-consuming to deal

helped in bringing matters to a head earhehich

with than bank restructuring. Bankruptcy and other could have lessened the depth of the crisis. Policies
laws, which were either not in place at the onset of to foster corporate governance and lower corporate
the crisis or inadequate, as well as judicial systems,leverage would also have helped. Better regulatory
are now being reformed to speed up corporate debtand supervisory frameworks would have helped, for
restructuring. Nevertheless, lags in corporate reform example, in detecting and correcting problems such

are slowing progress in bank restructuring.

Bank restructuring provides a key lever for cerpo
rate restructuringTighter and better enforced pru
dential regulations can induce the financial restruc

as excessive real estate lending and the proliferation
of financial institutions. Howevegeven if the Basel
Core Principles (oApril 1998) had been in place,
bank supervisors probably would have been unable

turing of corporations, especially those that are to take restrictive action, since the underlying prob

highly leveraged. Moreovegbanks can play a lead
role in inducing corporate restructuring, particularly

lems were masked by the economic boom. For-simi
lar reasons, there was no way for fiscal policies to

if they have strong government support to do so, asanticipate the size of the fiscal contingent liabilities

is the case in Korea.
The IMF programs designed to deal with the prob
lems of crisis countries iAsia have centered on

building up in the financial systems. In particular
foreseeing the sudden and massive erosion of loan
and asset values that took place once market senti

structural reforms of the financial sectors since it was ment changed and the exchange rates collapsed
clear that macroeconomic measures alone would bewould have been very difult.

insufficient. This represented a major departure from
a traditional IMF-supported adjustment program.
Program design and implementation allowed IMF

Comprehensive reforms of legal, institutional, and
administrative frameworks have been initiated with
the aim of introducing international standards and

staf to share with the authorities broad experiences best practices. Such reforms encompass moderniza
from systemic crisis management in other countries. tion of financial sector laws and prudential regula
At the same time, the magnitude, depth, and localtions, including operational procedures for exit of

circumstances of each country required quick and in

problem banks. Reforms also include a strengthen

novative responses and a major deployment of IMF ing of supervisory powers, procedures, and capabili

staf and experts in close cooperation with YNerld
Bank. The structural components and conditionality
of IMF- andWorld Bank-supported programs were
clearly instrumental in implementing the authorities’
restructuring programs.

The different country experiences have provided
IMF staff with important lessons in actual crisis
managemenilhe crisis experiences have confirmed
that all major elements of the IMé&Toward a
Framework for Financial Stabilityprepared in 1997

and published in 1998, remain valid (see Folkerts-

Landau and Lindgren, 1998)he crisis has again
highlighted the main vulnerabilities identified in that

ties with the aim of bringing about better risk man
agement in bank#&nother key area of reform is new
laws and procedures for corporate bankruptcy and
governance.

The above reforms are facilitated by the broad-
based international fefrts under way to implement
new standards, codes, core principles, and best prac
tices. International initiatives have been undertaken
to improve financial sector architecture, surveillance
over national and international financial markets,
dissemination of data, macroeconomic vulnerability
indicators, and prudential regulations and supervi
sion of international lender3his last initiative, led

paper: problems of valuing bank loans (identified as by the Basel Committee on Banking Supervision,

“the Achilles’ heel” of efective corporate gover
nance, market discipline, andfiofal oversight) and
therefore banks\et worth; design of lendef-last-

aims at revising, among others, solvency reguire
ments and country risks.
National authorities may also draw other lessons

resort facilities; deposit guarantee schemes and exitfrom the crisis in terms of countercyclical prudential
procedures; and importance of supervisory authority policies and more supportive macroeconomic-poli

and capacityAreas in which that paper could be ex

cies. Banks’ net worth, including capital and -re

panded would be more in-depth analysis of the serves, should be built up in times of economic
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booms so that a cushion is available to deal with in pervision and in the form of more transparency
evitable downturns. Such prudential policies are would have improved bank governance and market
often referred to as countercyclical, and could in discipline and helped prevent weaknesses from
clude a strengthening of requirements regarding liq building up. Early action also could have reduced
uid assets, collateral ngans, capital adequacy ratios, the magnitude of the portfolio losses and the need
and general loan-loss provisioning in good times— for liquidity and solvency support. Converseince
when the future bad loans are extended. It shouldcredible programs were put in place with broad do
also be stressed that prudential policies are net submestic and international support, the crisis became
stitutes for a proper mix of macroeconomic policies. manageable and provided a foundation for economic

The experience of the crisis countries illustrates recovery: the scale and complexity of the problems
once more the importance of prompt and decisive would have made it ditult to address them without
action to deal with banking problems, including-pre such supportThis also suggests the importance of
emptive bank restructuring actions, and the dangerscountries obtaining international assistance early in
of waiting for the situation to reverse itsdfreven the process, in which the IMF and t#rld Bank
tive action, notably in prudential regulation and su play key roles.
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In the decade prior to the emgence of theAsian
crisis, Indonesia had undpmne rapid develep
ment, with per capita income doubling from 1990 to
199763 This resulted from a significant diversifica

The crisis in Indonesia was essentially triggered
by contagion fronirhailand, especially aftéerhar
land floated its curreng¢yhe baht, in July 1997. Cen
tagion occurred despite the fact that Indonesia had

tion of the economy away from a dependence on oil stronger macroeconomic fundamentals thaai

and gas to a wider export basket consisting of pri
mary products, textiles, and light manufactures.-Eco

land, particularly as they pertained to exports and the
fiscal balance. Following a widening of the rupgah’

nomic growth was supported by a stable macroeco band in July the currency was floated hugust
nomic environment, characterized by balanced 1997.After a temporary reprieve, exchange market

budgets and low inflation policies geared to main
taining a stable real exchange rate.

Indonesia has a tradition of a liberal capital
regime. Restrictions on both inflows and outflows
were lagely relaxed in the mid-1970s. Nevertheless,
until the early 1990s capital inflows played only a
minor role, given a relatively undeveloped financial
system, while the stable macroeconomic environ
ment avoided any lge capital outflows.

Background

In the 1990s, Indonesia significantly liberalized its
domestic economy but direct and indirect state influ
ence still remained very important. In the financial
area, less government control led to a significant in

crease in the number of banks, often associated with

specific industrial groupsA stock exchange and
other financial institutions complemented the-sys

pressures heightened in September and Ogtbler
which time the rupiah had fallen by more than 30
percent since Julythe fastest depreciation among
the crisis countries. On November 5, 1997, the IMF
approved a three-year Stand-Bgrangement with
Indonesia, equivalent to $10 billion; additional fi
nancing was committed by other international finan
cial institutions and contingent credit lines from
other countriesThe initial response to the program
was positive, but it proved short-lived, and the ex
change rate fell again precipitously in December
1997.A strengthened program was announced in
January 1998 but political di€ulties in the run-up
to, and afterthe presidential election led to severe
economic disruption in the econontyy June, the ru
piah hit an end-of-the-day low of 16,650 rupiah
against the U.S. dollar

In the aftermath of the May 1998 riots and the re
placement of the President, the macroeconomie pro
gram was modified and a limited degree of macro

tem. These developments notwithstanding, state economic stability was restoret@ihe exchange rate

banks continued to play a major role in the system.

Macroeconomic Setting

recovered to 1,075 rupiah against the U.S. dollar by
the end ofAugust 1998, and has stabilized at about
8,000 rupiah per U.S. dollar since late 1998.

Prior to the crisis, Indonesia had been struggling Characteristics of the Financial Sector

with significant capital inflows. Bank Indonesia had,

on several occasions, widened the exchange rate Rapid economic growth, a liberal capital account
band, each time leading to a maximum appreciationregime, and regulatory changes have all contributed
of the rupiah within the band. In response to the realto substantial development in Indonesi&anking

appreciation of the currencgxports in late 1996
and early 1997 showed rapid signs of decline.

63This appendix draws on a draft by Charles Enoch and
Olivier Frécaut.

sector The main characteristics of the system at the
outset of the crisis can be summarized as follows:
e Size and concentratiomAfter relaxing bank
entry, the number of banks increased frofd 1

in 1988 to 240 in 1994. (The financial system in

Indonesia remains dominated by commercial



banks; see Box 1449A 1994 increase of mini
mum capital requirements from 10 billion-ru
piah to 50 billion rupiah reduced the number of
potential entrants, leaving the number of institu
tions almost constant until the crisis brokbae

seven state banks had combined assets account

ing for about 40 percent of the entire system, al
though their share of total bank lending declined
markedly after liberalizatioff

Ownership and enyt Liberalization increased
the attraction of the financial sector to commer
cial and industrial concerns, and many of In
donesias laige business conglomerates founded
one or more bankshe 10 foreign banks that
operated in Indonesia obtained licenses in the
late 1960s. Since then and until 1999, the entry
of foreign banks was limited through the re
quirement to form either joint ventures (with a
maximum of 85 percent foreign ownership) or
buy shares of domestic banks on the Stock Ex
change where the maximum foreign holding
was set at 49 percent.

Areas of business activitie®omestic banks
were required to direct 20 percent of credit to
small-scale business projects, and foreign banks
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a sharp increase in real estate and property-
related lending, which increased to about 20
percent of total outstanding loans in early 1997.
In Indonesia, the dangers of loan concentration
were heightened by di€ulties in seizing and
realizing collateral.

Exposue of banks to market riskErom 1988,
Bank Indonesia regulated banlegitivities in
other financial areas and limited bank&ect
involvement in leasing, venture capital, securi
ties trading, and investment management.
Banks were, howevgpermitted to pursue such
activities through the formation of subsidiaries
operating as nonbank financial institutions, and
they made frequent use of this option.

Prudential Regulation and Supervision

In the late 1980s and the first half of the 1990s, In
donesia improved banking regulation and supervi
sion.A comprehensive set of well-drafted and up-to-
date prudential regulations was prepared and issued.

An advanced version of the U.S.-inspired capital,

asset, management, equignd liquidity (CAMEL)
rating system was put in pladdl these regulations

were required to lend 50 percent to export- were frequently updated and improvéekt short

oriented businesses, although these require
ments were often not met.

Weaknesses in the Financial Sector

comings in the legal and regulatory framework re
mained, particularly in the areas of loan classifica
tion and establishment of an feftive exit
mechanism for failed banks. Even more important,
enforcement of the regulations was a major problem,
often owing to political interference.

Several issues related to ownership and business

practice made the Indonesian financial sector vul
nerable to the shocks that were experienced in
1997.

Structural Vulnerabilities

* Nontranspaent ownership and ptolio prob-
lems Quantification of the extent of problem
loans in Indonesia was #@dult, given the lage
number of banks and the complex pattern of
cross holdings of equity and loans, which im
paired the transparency of reports.

* Loan concentration in theenl estate sector
While difficult to detect in the data collected by
Bank Indonesia before the crisis, there had been

64This discussion excludes 9,200 rural banks, which are limited
in the geographical area of operations, may only accept time and
saving deposits and extend loans, and hold 1-2 percent of total
banking assets. Minimum capital for rural banks is 50 millien ru
piah.

65Five state banks were included ivarld Bank rehabilitation
project, which at the time imposed limits on their asset growth.

Prudential regulation

e Loan classification and jpwisioning Even
when problem loans were identified, loan elas
sification standards in Indonesia remained inad
equate because it was easy to restructure loans
to reduce the size of reported portfolio prob
lems. Moreoverindonesian standards allowed a
bank to reclassify loans back to performing sta
tus as soon as one payment was made, irrespec
tive of the anticipated future payment stream on
the loan. Banking supervisors, while recogniz
ing the drawbacks of these practices, had not fo
cused thoroughly on the extent of loan restruc
turing as an additional indicator of banking
sector soundness.

Bank exit No efective bank closure and exit
regulation was in place. Instead, failed private
banks were generally absorbed by Bank Indone
sia. In late 1996, a bankruptcy law for banks
was passed, but it was deficient because it
granted important rights to shareholders in the
liquidation process and foresaw a liquidation
process lasting several years.
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Box 14. Indonesia: Outline of Steps Toward Bank Resolution

The process of resolving the banking crisis can be of their capital, and had a capital adequacy ratio below

broken into nine steps. 5 percent on adjusted end of December 1997 figures:
Step 1.As of the end of June 1997, before the crisis,

the Indonesian banking system consisted of the fellow Number Share of Assets

ing categories: i (In percent,

Banks June 1997)

Number Share of Assets

of (In percent, Private domestic banks 37 1.2

Banks  June 1997) Forex 22 10.8

Nonforex 15 0.4

Evate demesite brls 160 49.4 Publicly-owned domestic banks 15 25.0

With foreign exchange State-owned banks 4 24.7

(forex) license 80 439 Regional development banks I 0.3

Whilheui: Fare [eense 80 5.5 Joint ventures and foreign banks 2 0.5

Publicly owned banks 34 423 Joint ventures 2 0.5

State-owned banks 7 39.8 Branches of forelgn banks 0 —_—

Regional development banks 27 2.5 Total-BRA Banks 54 36.7

Joint ventures and foreign Total'-Non-IBRA Banks 168 63.3

el 44 83 Banking system 222 100
Joint ventures 34 4.7
Branches of foreign banks 10 3.6
Banking system 238 100

Steps 4-Aand 4-B.OnApril 4, 1998, IBRAtook ac
tion against the 14 worst banks placed under its surveil
lance since February

Step 2.As part of the commitments included in the The seven layest borrowers from Bank Indonesia
October 31, 1997, letter of intent, 50 banks identified had borrowed more than 2 trillion rupiah each and ac
as weak were subjected by Bank Indonesia to specific counted together for over 75 percent of the total Bank
resolution measures, which included the closure of 16 Indonesia liquidity support to the banking system.
private domestic banks: IBRA took control through suspending shareholders’
rights and (apart from in the state bank) changing the
management of the following bank¥hese were
known as banks-taken-over (BJ.

Number Share of Assets
of (In percent,
Banks June 1997)

Share of liabilities

Private domestic banks 41 24.1 (In percent
Closed (5 forex and Name Category  June 1997)
I'l nonforex) 16 25
Other resolution measures .
(13 forex and 12 nonforex) 25 21.6 g::t ng:: ’;‘\I?SI?;:JI(BUN) Forex I
Publicly-owned domestic banks 8 10 gang
Indonesia (BDNI) Forex 34
State-owned banks 2 9.6
; Bank Modern Forex 0.3
Regional development banks 6 0.4
. . Bank Danamon Forex 22
Joint-ventures and foreign banks | 0.2 " ;

. | 02 Bank Tiara Asia Forex 0.5
et iemanes ) : PDFCI Joint Venture 0.4
Branches of foreign banks 0 =

Bank Ekspor Impor
Total 50 343 )
: Indonesia (EXIM) State 77
Banking system (before the Total 156
16 closures) 238 100 ’

Seven small banks in a particularly critical condition
Step 3 On February 14, 1998, the Indonesian Bank had borrowed from Bank Indonesia more than 500 per
RestructuringAgency (IBRA) took over the surveil cent of their equity and 75 percent of their asSédtsse
lance of 54 banks, including 4 state banks subject to abanks were frozen, equivalent to a closure, and their
restructuring plan undeéWorld Bank auspices, and deposits transferred to designated state banks (BBO
50 private and regional development banks that had banks, or Bank Reku Operati, i.e., banks whose epera
borrowed from Bank Indonesia more than 200 percent tions are frozen):




Share of Liabilities

(In percent,
Name Category June 1997)
Bank Surya Forex 0.15
Bank Pelita Forex 0.11
Bank Subentra Forex 0.08
Bank Hokindo Nonforex 0.0l
Bank Istismarat Nonforex 0.02
Deka Bank Nonforex 0.0l
Centris International Bank  Nonforex 0.02
Total 0.40

As a result, the total number of active banks in In
donesia was reduced from 222 to 215, of which 47
were under IBRAs, and 168 under Bank Indonesia’
surveillance.

Step 5 On May 29, 1998, following relentless runs
that led Bank Indonesia to provide it with 32 trillior ru
piah of liquidity support, Bank Centrakia, the lagest
domestic private bank (12.0 percent of the liabilities of
the banking sector) was taken over by IBRA, the-own
ers’rights were suspended, and the management re
placed, and Bank CentrAkia became the eighBirO
bank.

The number of IBRAanks went from 54 to 55 (40
active, 8 B, and 7 frozen), but was shortly thereafter
reduced to 53 when 2 nonforex IBR#anks were
memged with another IBRAdank.

During the same period, two non-IBRxivate de
mestic banks (one forex and one nonforex) were
meiged with other non-IBRAanks.At that stage, the
distribution of banks was therefore as follows:

Number Share of Assets
of (In percent,
Banks June 1997)

Private domestic banks 127 23.1
Forex 68 21.7
Nonforex 59 1.5

Publicly-owned domestic banks 41 67.5
State-owned banks 7 44.6
Regional development banks 27 1.9
IBRA banks (BTO) 7 21.0

Joint ventures and foreign banks 43 9.4
Joint ventures 33 4.7
Branches of foreign banks 10 4.7

Total active banks 211 100

Step 6.0nAugust 21, 1998, based on the results of
portfolio reviews, the authorities announced that three
of the banks taken over by IBR#xApril 4 (Step 4-A),
namely Bank Umum Nasional, Bank Dagang Nasional
Indonesia, and Bank Modern would be frozen, and

their deposits transferred to designated state bahks.
number of active banks was to be reduced to 20
Danamon was to be recapitalized by the government
serve as a bridge bank, PDFCI and BdikraAsia
were to be given a final opportunity for recapitalizatio
by their owners, and negotiations began with the-ow
ers of Bank Centrasia to reacquire their bank.

Step 7.0n September 30, the authorities announced
the intent to meye four banks (Bumi Daya, Bank Pem
bangunan Indonesia, or BAPINDO, BRI, and EXIM
into the newly formed Bank MandirThey also an
nounced a plan for the recapitalization of the state
banks.

Step 8 In the October 19, 1998 Supplementar
Memorandum of Economic and Financial Politye
authorities announced their intention to commence the
liquidation of the 10 IBRArozen banks (Steps 4-B and
6). The distribution of surveillance responsibilities fo
the 208 active banks changed again, as only th@ BT
and frozen banks remained under IB&#esponsibil
ity, while 11 other banks were returned to Bank Indong
sia for supervisory purposes (in advance of the
prospective restructuring of the state banks).

Step 2 On March 13, 1999, the government an
nounced the results of the private recapitalization prp
gram; 74 banks, comprising 6 percent of total banking
sector assets, had over 4 percent capital adequacy|re
quirement and were categorized as “A” banks. Nirle
banks, comprising 12 percent of liabilities, had capital
adequacy requirements between 4 percent and 25
percent, and were deemed eligible for recapitalization;
seven banks, comprising 4 percent of liabilities, were
taken over by IBRA; and 38 banks, comprising 5 pef
cent of liabilities, were closed, including 17 banks
with capital adequacy requirements worse than —2
percent (the “C” category banksfter these mea
sures, the breakdown of the banking sector was [as
follows:

g ®

53

<

Number Share of Assets
of (In percent,
Banks June 1997)

Private domestic banks 83 17.9
Forex 30 4.8
Nonforex 44 1.1
Eligible for recapitalization 9 12.0

Publicly-owned domestic banks 45 71.8
State-owned banks 7 50.3
Regional development banks 27 2.1
IBRA banks (BTO) I 19.3

Joint ventures and foreign banks 40 10.3
Joint ventures 30 5.1
Branches of foreign banks 10 52

Total active banks 168 100
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Prudential supervision .

Despite the improvements in the supervisory
framework, serious implementation shortcomings
remainedThese included:

» Substantial forbearanceViolations of pruden
tial rules were not appropriately sanctioned and
noncompliance was widespread.

« Ineffective on-site supeision Onsite inspec
tions in Indonesia yielded limited additionat in
sight into the actual number of problem loans,
in contrast with the experience in other coun
tries, where these inspections usually found a
much higher number of nonperforming loans
than reported by banks.

 Insolvent banksemained in the systeriven
the problems with bank closure, several known
insolvent banks remained opé&fihile the com
bined overall negative net worth of insolvent
banks remained relatively small (about 0.5-per
cent of GDPin 1996), the situation created
moral hazard problems.

Impact of the Crisis on Bank
Performance and Initial
Resolution Measures

The following provides a chronology of the devel
opments in the Indonesian banking crisis and-sum .
marizes the initial reactions.

intensified supervision, including frequent and
detailed reviews, in addition to daily mon#or
ing of key elements like liquidity and foreign
exchange exposure for six of the courdry’
largest private banks (market share: 18.0- per
cent) in which some critical weaknesses had
been identified;

rehabilitation plans, based on memoranda ef un
derstanding or cease-and-desist orders for seven
small private banks (market share: 0.7 percent)
in which serious weaknesses, including under
capitalization, had also been identified;

¢ conservatorship for three small, severely under

capitalized private banks (market share: 0.1 per
cent), and for six insolvent regional develop
ment banks (market share: 0.4 percent), pending
the results of discussions with the regional-gov
ernment owners;

« transfer of the performing assets for two iRsol

vent state-owned banks (market share: 9.6 per
cent) to a third state-owned bank; gwr of the
two insolvent banks, and transformation of the
resulting entity into an asset recovery agency;
definition and implementation of rehabilitation
plans for 10 insolvent private banks (market
share: 3.0 percent) that had benefited from a
Bank Indonesia-sponsored and legally binding
rescue package prior to the crisis, accelerating
their return to solvency; and

immediate closure of 16 small and deeply insol
vent private banks (market share: 2.5 percent),
with protection limited to small depositors.

From a Limited to a Systemic Banking Crisis: In.to.tal’ the resolution package announced to the
October-December 1997 public mclud_ed 50 banksz representing 34.3 percent
of the banking systenThis package included the
When Indonesia requested IMF assistance in earlyclosure of the 16 small private banks. Since the re
October 1997, teams from the IMReWorld Bank, maining 34 banks were not identified, howevhis
and theAsian Development Bank worked jointly to created uncertainty among the public regarding the
review the condition of the banking sector to provide fate of all other banks. In the announcement, Bank
support on financial sector issues. Based on dataindonesia indicated its readiness to provide protec
made available by Bank Indonesia, the financial tion against runs through liquidity support for all
condition of 92 of the 238 banks, representing 85 banks that remained open, while a comprehensive
percent of the assets of the banking system, wasaction plan to improve the institutional, legal, and
evaluatedThe depreciation of the rupiah, combined regulatory framework was set in motion.
with a sharp shift in market sentiment, had already After a short-lived positive reaction to the recov
made a serious impact on the banking seAtahat ery program, and an appreciation of the rupiah, the
stage, howevethe banking sector did not show the environment rapidly began to deteriorate again. By
characteristics of a systemic banking crisis despiteearly Decembera number of elements had com
deposit withdrawals from some small banks. State- bined to reduce public confidence in the banking
owned banksiveaknesses appeared manageable assector:
part of the fiscal adjustment, and most major private « the depreciation of the rupiah, high interest

banks still posted comfortable cushions of positive
equity.

In the framework of the overall program, aiming
at a swift macroeconomic recovetlie IMF and the .
Indonesian authorities agreed on a comprehensive
bank resolution package consisting of:

rates, and a slowdown in the economy took an
increasing toll on bank profitability and
soundness;

rumors about the Presidentiealth and his last
minute cancellation of a high-profile trip abroad
created an atmosphere of political instability;
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« the fast deterioration of the macroeconomie sit positors and creditors of all domestic banks were,
uation in Korea added to the uncertainty; and  henceforth, to be completely protec&dsecond,

e the developments regardingffa Bank were IBRA was established for a period of five years,
viewed as a sign that the authorities were not under the auspices of the ministry of finance, to take
genuinely determined to implement the program over and rehabilitate weak banks and manage the
as agreed with the IM¥® nonperforming assets of intervened barksrd, a

The deposit runs multiplied amid rumors that a framework for handling corporate restructuring was

new wave of bank closures was under preparation,proposedThe impact of the announcement was im
and the segmentation of the interbank market inten mediate, with the exchange rate recovering to
sified. By mid-December 1997, 154 banks repre 12,000 rupiah per U.S. dollar and appreciating fur
senting half of the total assets of the system hadther in subsequent dayAttempts were made to
faced, to varying degrees, some erosion of their de place restrictions on bankattivities to mitigate the
posit base. During December 1997, Bank Indone moral hazard étcts of the blanket guarantee; for in
sia’s liquidity support increased from 13 trillion-ru  stance, deposit rates were capped at a specific pre
piah to 31 trillion rupiah, equivalent to 5 percent of mium above the levels beingfefed by the best-run
GDRP Insofar as the liquidity support, paid in rupiah, banks.

was needed by banks to meet reductions in dolkar de  In the following two months, &rts were made to
posits, in efect it served to fuel capital flight and, reestablish monetary control by rationalizing Bank
thus, the continuing depreciation of the exchange Indonesia liquidity facilities and by developing ef
rate. In contrast to other crisis countriespef at fective penalties to deter banks from seeking access
sterilization were not successful, reflecting a loss of to these facilitiesTo better assert the authorities’
monetary control by Bank Indonesia. control, surveillance over 54 banks (comprising 36.7
percent of the banking sector; see Box 14, Step 3)
that had borrowed heavily from Bank Indonesia was
transferred to IBRAon February 14This included
four state-owned banks (BAPINDO, Bank Bumi

During January 1998, a sudden and deep deterio Daya, BDNI, and Bank Exim), accounting for 24.7

ration in the economic environment took place, with percent of the liabilities of the banking seci&RA

the rupiah heading into a free falhe rate fell from examiners were placed in those banks, and the banks
4,600 rupiah per U.S. dollar at the end of Decemberwere required to sign memoranda of understanding
1997 to 15,000 rupiah per U.S. dollar in late January setting out the strengthened supervision under which
1998, with some trades even at 17,000 rupidte they would operate.

Indonesian authorities signed a letter of intent with  While this initial operation was carried out rela
the IMF on January 15, 1998, but continued evident tively smoothly its impact was much reduced by the
failure to live up to commitments by the Indonesian refusal of the President to publicize it lest it trigger a
authorities led to further exchange rate depreciation,renewal of runsAs a result, the initial workings of
notwithstanding renewed discussions to bolster theIBRA were not apparent to the public, there was
commitments made in the January 1998 letter -of in confusion as to the authoritieésitentions, and the
tent. When it became impossible for Indonesia to momentum generated by the January 27 anneunce
present a credible recovery program to the,|khe ments was layely lost. Even worse followed when,
banking sector problems turned into a full-fledged in late Februarythe President dismissed the head of
systemic crisis, with liquidity support from Bank-In  IBRA, at that time a highly respected finance min
donesia exceeding over 60 trillion rupiah (about 6 istry official, and some of the sfageconded into
percent of 1998 GDP), risk of hyperinflation, and IBRA were returned to Bank Indoneside govern
complete financial sector “meltdown.” ment itself drifted through the period up to the presi

On January 27, 1998, a new financial sector-strat dential election of 1998 and a prolonged debate en

egy was introduced, with the authoriti@®@mediate sued over the possible introduction of a currency
priority being to avoid a financial collapse and to board arrangement. Liquidity support to the banking
stabilize the banking sectorhe government an system continued to increase glally to meet contin
nounced a three-point engency plan. First, all de uing deposit withdrawals but also in the face of
withdrawals of credit lines to domestic banks, as

Stabilizing the Banking Sector:
January-February 1998

66The Presidens son, whose Bankndromeda had been
closed on November 1, was allowed to take over the gxifall
Bank, which was immediately granted a foreign exchange license  67The blanket guarantee was to last a minimum of two years,
by Bank Indonesia, and to transfer into it most of his former ac and at least six monthsotice would be given before its termina
tivities, efectively reopening his former bank under a new tion. Subsequentlyhe guarantee was retroactively applied to the
name. 16 closed banks and thereafter to the 9,200 rural banks.
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well as emaging losses in derivatives businesses in management was put in place through “twinning”
a few banks, including one state bank with more arrangements with designated state b&pkd.the
than 20 trillion rupiah (2 percent of GDP) of such same time, seven smaller banks (Box 14, Step 4, part
lossesAltogether by that time, liquidity support to  B), comprising 0.4 percent of the banking system,
banks stood at more than 60 trillion rupiah (6-per which had each borrowed more than 500 percent of
cent of GDP). their capital, were closed; all deposits were trans
ferred over that weekend into a designated state
First Resolution Initiatives and New Shock: bank, Bank Negar.a Indones.'a' .Grea‘bﬂfs were
March-May 1998 ma_dg to ensure uniform application of objective cri
teria in the choice of both sets of banks, and there

The ensuing three months saw the authorities tak was an intensive and professional public relations
ing their first initiatives to resolve ailing banks and campaign over the weekend to explain the moves to
then facing a major new shodk/ith monetary con the public.As a result, the moves were received fa
ditions progressively being brought under control, vorably in the markets; there were sporadic runs on a
the main focus turned to establishing the necessaryfew of the acquired banks, but these diminished.
infrastructure for handling the banking crisis: mak These actions were a major step to demonstrate the
ing IBRA operational, preparing the legal frame authorities'‘commitment toward bank resolution and
work, obtaining better information on the financial to bring a revised IMF-supported program to the
condition of the banks, and beginning to take IMF's Executive Board for consideration in late
action. April.

In early March 1998, Bank Indonesia announced The riots in mid-May of 1998 led to a depreciation
the redesign of its liquidity support facilities. Until of the recently stabilized rupiah and a further loss of
then, support had been provided through severalconfidence by both domestic and foreign investors.
windows—uwith the deterrent to usage, in theory In the aftermath of the riots, there were massive runs
being highly punitive interest rate¥irtually no on Bank CentralAsia, the lagest private bank,
banks, howeverwere actually paying interest, which accounted for 12 percent of total banking sec
which was therefore routinely capitalized, causing a tor liabilities. Given the circumstances, support was
rapid further expansion in outstanding liquidity sup effected relatively smoothl\Bank Indonesia, in cen
port. The new system involved a single liquidity fa  junction with two of the state banks, supplied over
cility with interest rates, generally only a small mar 30 trillion rupiah in cash to Bank Centrasia over
gin above market rate§.he new focus was on the week following May 16 as deposits were with
nonmarket sanctions; any bank with borrowings out drawn. On May 29, Bank CentrAkia was brought
standing for more than a week would have a specialunder the auspices of IBRA, the owneaights were
Bank Indonesia inspection, which would produce a suspended, and an outside management team intro
report within a further week, increase restrictions on duced. By the end of the month, runs on Bank-Cen
the banks activities, and culminate in possible trans tral Asia had decreased.
fer to IBRA. The specific nature of the attacks against Bank

By late March 1998, the new IBRManagement CentralAsia was especially devastating to cenfi
team was ready for more substantive intervention dence in the banking sectovith many viewing the
into the most critical of IBRAanks. OrApril 4, in run on the bank as politically inspiré¥ln this envi
its first major public action, IBRAook over the ronment, other bankers sought to maximize their im
seven banks (Box 14, Step 4, pajtthat had each  mediate liquidity to protect themselves in the event
borrowed more than 2 trillion rupiah (all but two of of runs.The stock of vault cash increased, interme
these had borrowed more than 5 trillion rupiah each, diation declined even furtheand interbank markets
and two of them over 20 trillion rupiah); together became more segment®Uith interest rates rising in
they accounted for about 72 percent of total Bark In the face of uncertaintypanks bid up deposit rates to
donesia liquidity support to the banking syst@&ime levels substantially above those that they were able
focus at this stage was on liquiditather than sel to chage their borrowersThe sizable negative inter
vency to determine which banks should be inter est spread across much of the banking sector caused
vened.This was partly because, in the absence-of re
liable data on the solvency condition of the banks,
liquidity criteria could serve as a proxgnd partly " esin the seventh bank, the state-owned Bank Exim, part of the
because of the gent need to tackle the provision of management team was replacéde bank now has become part

Bank Indonesia liquidity support itself in order to Ofetglse ”eWtBa”k Ma’;diffi-B « Contrs -
Iy 2 eventy percent of Bank Centrasia was owned by the

stabilize mo.netar.y conditions. Salim Group, the lgest conglomerate in the countaynd assoei

For the six private banks among them, owners teq with the Suharto governmeTihirty percent of the bank was

were suspended and managements removed; nevowned by two children of the then President.
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a continuing erosion of the capital base of the af (Box 14, Step 4, pai) showed that they had non
fected banks. Nevertheless, liquidity support from performing loans equivalent to at least 55 percent of
Bank Indonesia—apart from that to Bank Central total loans (over 90 percent in onegarbank), and
Asia—remained limited, and Bank Indonesia was all the banks were proven to be deeply insolvént.
increasingly successful in stabilizing monetary-con For most of these banks the loan portfolios were
ditions in line with commitments under the IMF- dominated by connected lending. In July 1998, four
supported program. By mid-July 1998, Bank In of the six banks were formally declared insolvent.
donesia also reintroduced market-based monetaryOn August 21, a resolution strategy was announced
management—with the start of auctions of one- for these six banksThree were “frozen” (Box 14,
month central bank bills—to enhance monetary-con Step 6), while a rehabilitation program was defined
trol, and thus helping to redistribute liquidity in the for the other three. One bank, Danamon, the second
segmented interbank market (three-month auctionslargest private bank in terms of number of depositors
of central bank bills were started in October 1998). before the crisis, was to be recapitalized and used as
Meanwhile, the bank restructuring process was a “bridge” bank to receive deposits and assets from
given a fresh impetus third head of IBRAhad some of the closed banks. For the two remaining
been appointed, a finance ministryical with pre- banks, the former owners would be given a last op
vious experience in the banking sectontinuity in portunity to clear their insolvencies; otherwise they
the restructuring process was assured with the ap would be meged into Danamon or closedhe
pointment of the first head of IBR&s finance min process served also to highlight deficiencies in the
ister in the new governmenthe new team needed legal framework under which IBRAad been oper
to ascertain the true condition of the banks in order ating, with recalcitrant shareholders in the remaining
to undertake appropriate remedial actibime banks’ two banks able to hold up the insolvency declara
own reported figures were deeply unreliable, with tions in those banks. Ensuring proper powers for
many banks still posting profits in early 1998 on the IBRA to assume control of insolvent banks was one
basis of unrealized foreign exchange valuation gainsof the most important objectives of the amendments
and lack of recognition of deterioration in their loan to the banking law prepared at the time.
portfolios. In March 1998, Bank Indonesia had an By earlyAugust 1998, the results of the portfolio
nounced new provisioning and classification guide reviews for a group of 16 lge banks, all of them
lines, broadly in line with international standards, non-IBRA except for Bank Centraisia, were be
but application was very patchin part because of coming available These showed that the banks
lack of expertise both at Bank Indonesia and in the were, in general, clearly d@rent from IBRAbanks,

banks. in terms of quality of risk controls, compliance with
International auditors were contracted—financed prudential norms, and overall quality of manage
by theWorld Bank in the case of the 55 IBR®anks, ment. Nevertheless, the financial condition of these

and by theAsian Development Bank in the case of banks, too, was shown to be very weak, with many
the major non-IBRAanks—to conduct portfoliore  of the banks insolvent. Given that many of these
views on international accounting standards by banks would have been expected to be among the
using the new classification and provisioning strongestin the countrthese reviews confirmed the
rules79As these were completed, they confirmed the deep insolvency of the banking system as a whole.
picture of deep and pervasive problems.

Legal and Supervisory Preparations

Toward a Comprehensive In October 1998, the parliament passed amend
Resolution Strategy ments to the banklr}g law that modified previous re
quirements regarding bank secrecy and ended re
Portfolio Review strictions on foreign ownership of bankBhese
] ) . amendments also enabled IBR& operate déc-
Action toward the resolution of ailing banks re  tjyely—for instance to be able to transfer assets and
sumed when audit results became available. In Jungq fgreclose against a nonperforming debtor
1998, the results of the portfolio reviews of the  cgonsistent with program commitments, substan

seven lagest borrowers of Bank Indonesia resources

R 7IResults of these initial reviews were quickly leaked to the
“OPortfolio reviews on a similar basis were conducted by Bank press, causing consternation among the public. Security-proce

Indonesia supervisors themselves in the case of the snmalter dures, and other aspects of conducting the reviews, were tight

foreign exchange banks. ened substantially in the light of experience with this first “wave.”
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and strengthening the prudential and regulatory ity support Bank Indonesia had provided, or be
framework on a number of critically important is subject to further penalties. By late September
sues, as follows: about 200 trillion rupiah of assets, at the owners’

e Loan classification, loan visioning, and the  valuation, had been pledged from several of these

treatment of debtestucturing operations owners as well as about 1 trillion rupiah in cash.
These three new regulations becanfecatifve as IBRA's advisors valued the assets at 92.8 trillion
of the end of December 1998. Five loan eate rupiah, and IBRAentatively announced full settle
gories are defined, namelgass, special men  ment with owners of three of the banks, including
tion, substandard, doubtful, and loss, with re Bank CentralAsia. These agreements, howeyer
spective provisioning of 1 percent, 5 percent, 15 were not accepted by the government, which
percent, 50 percent, and 100 percent. sought a greater up front contribution of casstier
 Liquidity managemenBanks are now required protracted negotiations, the owners agreed to settle
to submit a liquidity report twice monthly for their obligations within four years, but that assets
their global consolidated operatiodse report representing these obligations would be transferred
comprises a foreign currency liquidity profile, to IBRA to be placed into a holding company; it
and a combined rupiah and foreign currency was intended that 27 percent of the obligations
profile. The liquidity report collects data in would be realized in the first yedWith Bank Cen
weekly maturity bands for four weeks and for tral Asia arriving at the first such agreement, other
the next two-month period.he report includes  former owners reached similar agreements quickly
a section outlining the ferts the bank intends  In mid-1999, howeverowners of three banks were
to take to cover any liquidity shortfall or absorb deemed not to be negotiating seriouslyd in fact,
any liquidity surplus. IBRA was preparing to take legal action against

» Foreign exchange exposuiThe regulation has  them.

been broadly satisfactory but there are certain
shortcomings regarding implementation of the
regulation. For example, Bank Indonesia may
(rather than must) impose administrative sanc  In lateAugust 1998 the authorities announced that
tions on banks that do not comply with the-lim the four state banks (including Bank Exim) under
its for foreign exchange exposure. IBRA’s auspices would be nged into a single new

» Connected lendinglhe newly published regu  bank, Bank Mandiri, under a management and-oper

lations tighten the rules in this field where the ational restructuring contract with a major interna

most widespread and damaging abuses tooktional bank.The corporate business of a fifth, non-

place in the period leading to the crisis, by and IBRA state bank, Bank Rakyat Indonesia (BRI), was
large in line with international best practices. also considered to be nged into this bank. Bank

« Capital adequacyThe required capital ade  Mandiri would start with 30 percent of the assets of

quacy level has been temporarily lowered to 4 the banking sectoAlthough this share might de
percent.The new regulation also ensures that cline as part of the restructuring, Mandiri would still
banks can compute as supplementary capitalbe, by some magin, the lagest bank in the country
(Tier 2) only general reserves for possible earn  On September 30, 1998, Mandiri was established
ing asset losses up to a maximum of 1.25 per as holder of 100 percent of the shares of the four
cent of total risk-weighted assets, whereas the component banks. On February 12, 1999, a volun
previous regulation allowed banks to count as tary severance scheme wageoéd to the headquar
Tier 2 both general and specific loan-loss provi ters staffof the four component banks as a prelude to
sion.The regulation will be reviewed by the end integrating their functions, and plans were finalized
of 1999 to evaluate setting the date for banks to for centralizing two critical functions—treasury and
comply again with a minimum capital adequacy credit assessmenthe bad loans from the comypo
requirement of 8 percent. nent banks were transferred to the asset management

» Disclosue of financial statement8anks are unit at the end of March 1999, and performing loans

now required to publish their financial state were progressively transferred from the component
ments quarterlybeginningApril 1999. banks into Bank Mandiri.

IBRA conducted forensic type audits to identify Meanwhile, the portfolio reviews confirmed that
possible irregularities and to examine the compli the three remaining state banks—Bank Negara In
ance with legal requirements of the 14 banks thendonesia, BRI, and BTN—were also deeply insol
under its control. OAugust 21, 1998, the govern vent.The government announced plans to recapital
ment announced that former owners of 10 of the ize them, and iApril 1999 presented a blueprint for
banks that had been out of compliance with legal the restructurings. Bank Negara Indonesia is likely
requirements had one month to pay back the liquid to be the second lgest bank in the countrwith

Strategy for State Banks
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about 15 percent of the sectbteanwhile, the gov
ernment had also announced plans to recapitalize the
27 regional development banks, which together
made up 2 percent of the banking sector

Bank Mandiri has made solid progress in imple
menting its restructuring plan, and is preparing to al
most halve its sthfand close branches. Plans te en
hance loan recoveries have been prep#@&edeger
of its four component banks is scheduled; capitaliza
tion of the bank is envisaged to be completed by the
end of the yearPrivatization is scheduled to begin
within two years.

Meanwhile, the other state banks are in the process
of finalizing blueprints for their restructuring. Re
capitalization is envisaged to take place between
September 1999 and March 2000. Privatization of
the lagest of these banks, Bank Negara Indonesia, is

would be convertible into ordinary shares in ei
ther of two situations—if the bank failed to
comply with the tagets of its own business
plan, or after a period of three years. During the
three-year period, the owners would be able to
reacquire their shares in the bank by repaying
the governmeng contribution (in déct, the
contribution would have been a loan), either for
their own account or for an outside investdr
the end of the three years, the government
would seek an independent valuation of the
bank, and the owners would have the first op
tion to buy back the governmesitshares. Oth
erwise, the government would sell its shares
within a specified periodlo encourage owners
to put in new capital, the government pledged to
allow owners to retain day-to-day control of

expected in 2002. IBRAnnounced the resolution
strategy for the banks it has taken ov@ne small
bank will be meged into Bank Centrasia, and
eight banks into Danamon. Bank Centhsia and

the “B” bank whose owners were unable to provide
their share of the recapitalization needs are expected

to be sold by the end of 1998t that stage, there
fore, there will be only one IBRAank (Danamon),
which will serve as a “bridge bank” to wind down
the activities of the banks brought under its control.

Strategy for Private Banks
On September 30, 1998, on behalf of the govern

ment, Bank Indonesia announced a plan for the

joint recapitalization of those remaining private
banks that met certain specified conditiofise ob

banks.

In addition, once the joint recapitalization was
agreed upon, all category 5 loans (i.e., those
loans classified as “loss”) were to be transferred
at a zero price to the asset management unit,
which would enter into a contract for the recov
ery of the loans with the originating bankt
their discretion, the banks could also transfer
category 4 loans (those classified as “doubtful”)
at zero price to the asset management unit, for
handling on the same basis as the category 5
loans.Any recoveries from such loans would be
used immediately to buy back the government’
preference shares, thus giving the government
the prospect of an early return of its financial in
fusion, and reducing the amount to be paid by
the owners to reacquire full control of their

jective of this plan was to retain a residual private bank.

banking sector from among the “best” private In December 1998, the plan was threatened to be
banks, recognizing that given the economic turmoil reversed when the President announced instead a
that has dected Indonesia, even well-run banks strategy of forced mgers.With the uncertainty in
would likely have run into serious didulties. the markets, as well as the worst rioting since May
Moreover the plan was designed to foster burden 1998, leading to renewed depreciation of the rupiah
sharing between the private sector and the gevern (from about 7,500 rupiah to the U.S. dollar to 9,000
ment regarding the cost of resolving these banks.rupiah per U.S. dollar), the private bank recapitaliza
The details are as follows: tion plan was finally reéifmed. In February 1999,

» For those banks that had capital adequacy ratiosParliament passed a budget that included 34 trillion
between negative 25 percent and 4 percent,rupiah for bank restructuring (17 trillion rupiah net
business plans that demonstrated medium-termof expected recoveries).
viability, and owners deemed to be “fit and By that time, work on assessing business plans—
proper” the government indicated its willing  the fitness and propriety of owners and managers
ness to contribute up to four rupiah for every ru and availability of capital infusions—had been
piah contributed by those owners to restore a completed, and bank closures were widely regarded
bank to having a capital adequacy ratio of 4 per as imminent. Indeed, ministers had made it clear
cent—the minimum capital adequacy require that banks that failed the tests for the recapitaliza
ment for the end of December 1998. Owners’ tion plan would be closed on February 26, 1999.
contributions would generally be in cash, while However intense lobbying from owners of banks
those of the government would be in bonds. that realized that they were in danger of being

* The government announced that it would obtain closed succeeded in postponing the government-
its equity stake through preference shares thatscheduled interventions at the last miniitiee pub
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Figure 9. Indonesia: Progress in Financial Sector Restructuring

Commercial banks at the end of June 1997 Commercial banks at the end of July 1999
(share of liabilities) (share of liabilities)
44 Joint ventures and 40 Joint ventures and

foreign banks (8%) 160 Private domestic foreign banks (10%)

banks (50%)

82 Private domestic
banks (17%)

43 Public domestic
banks (73%)

34 Public domestic
banks (42%)

Source: National authorities; and IMF staff estimates.

Note: As of the end of July, 60 private and three public domestic banks and three joint venture and foreign banks had been closed. The state had in-
tervened in 14 private and |5 public domestic banks and in one joint venture/foreign bank. Four private domestic banks had exited through merger.
Categories are not mutually exclusive.

lic recognized the cause of the postponement, andthat severed sthhould negotiate with the former
amid clear indications of government disarray the owners for anything morélthough over the fol
rupiah fell another 10 percent, to almost 10,000 perlowing weeks there were public disturbances by em
the U.S.dollar. ployees of the closed banks, Bank Indonesia/IBRA
On March 13, 1999, the government announced gradually achieved access to the remaining branches
the closure of 38 banks (comprising 5 percent of the of the banks.
banking sector) and the takeover by IBBAseven The March 13, 1999 announcements indicated
others (comprising 2 percent of the sector). Nine also that the “A” category banks would be subject to
banks (or 10 percent of the banking sector) werereview regarding the fithess and propriety of their
deemed eligible for recapitalization under approved owners and managers and, for some of them, the
business contract§he banks subsequently pro sources of their capital infusion¥he sources of
vided their share of capital B®pril 21. At the time, capital were verified bypril 21. Howevey one-
73 banks (5 percent of the banking sector) had-capi third of the owners, managers, and commissioners
tal adequacy ratios of at least 4 percent and, hencefailed the “fit and proper” test.hese commissioners
did not need government suppoftithough the and managers were required to be replaced immedi
terms of the original recapitalization plan were thus ately and failed owners themselves were given up to
broadly redfirmed, the government did not explic 90 days to divest their holdings.
itly restate its earlier commitment to leave the day- Of the nine banks eligible for recapitalization
to-day running of the banks in the hands of the under the governmestplan, owners of seven banks
owners. supplied their share of the necessary additional capi
The closures and takeovers were handldéd ef tal in advance of thépril 20 deadline. IBRAbe-
ciently by Bank Indonesia and IBRA, although the came involved in intense discussions as the deadline
agencies had ditulty transferring the deposits to approached to resolve the situation of the remaining
designated recipient banks over the weekend oftwo banks. Ultimatelyone of these banks (holding
March 13, since sthfn a number of banks denied about 1 percent of total bank assets) was acquired by
them access in order to increase theigharing a major foreign bank, the lgest such acquisition
power for higher severance payments. |B&RAler since the banking crisis began; for the other—dis
took to pay twice the legal minimum, and indicated cussions on which were hampered by the absence of
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Table 15. Indonesia: Public Cost for Financial Sector Restructuring
(as of mid-1999)

Percent of GDP In Billions of U.S. dollars!

Central bank liquidity support assumed

by the budget 12 20
Recapitalization including outlays for

deposit guarantee 23 40
Purchases of nonperforming loans or capital

for asset management company 12 20
Interest cost (on budget) 3 5
Total 51 85

Source: National authorities; and IMF staff estimates.
IConverted at 7,500 rupiah per U.S. dollar.

a controlling shareholder—no sources of capital ernment will sell its shares over the following year
could be found in time, and the bank was taken overIn the meantime, the government can only dilute its
by IBRA. shareholding with the concurrence of the owners.

Over the following month, IBRAwegotiated per The governmensg share will also decline during the
formance contracts and memoranda of understand three years, representing the loan losses realized
ing with the managements of the eight remaining that will be subsequently transferred to IBRA. Bur
banks.The government had decided that it wished to ing this period, the owners may themselves buy
hold its shares in these banks as ordinary stock,back the governmerst’'shares, at the price the gov
rather than convertible preference shares, but theseernment paid plus intereddith the prices of these
memoranda of understanding provided essentially banks shares now rising stronglyappears that the
the same protection to the owners of the banks—thatowners of at least one of the banks are already
is, the owners retained the day-to-day control of the seeking to buy back the governmergharesThus,
banks, and various areas of the government retainedhe recapitalization program has saved these banks,
the right to become involved if necessaMean and the government seems likely to get back at
while, updated audits provided revised figures for least a share of its investment sooner than origi
the banksinsolvency indicating capital needs-al  nally envisaged.
most double the amount earlier estimated.

At the end of May 1999, the owners of the banks
provided their share of the extra capital require
ment, and the government issued bonds to provide The Indonesian banking sector has been consoli
its share of the necessary recapitalizatom the dated significantly in the last two years (Figure 9).
case of the listed banks, a rights issue underwrittenSince mid-1997, the number of private domestic
of up to 80 percent by the government served-o re banks has been nearly halved through closures or
duce need for public funds; for thedast recapital state takeovers. Reflecting this consolidation, banks
ized bank, this issue was particularly successful in under state control now hold about 70 percent of lia
attracting new private investmefihe government  bilities, compared to 40 percent before the crisis.
now owns between 60 and 80 percent of the stock
of these banks; at the end of three years indepen
dent valuations of these banks will be conducted,
and the owners will be given the right of first re As of mid-1999, the public contribution to finan
fusal to buy back the governmentshares. If the cial sector restructuring has been equal to 51 percent
owners decide not to purchase the shares, the govof GDP(Table 15).The lagest share of this has been

used to recapitalize banks and provide liquidity-sup

port. The expected budgetary cost of bank restructur
o . . ing (i.e., the interest cost on the government bonds)
where the. capital infusion will ollow once the foreign bank nas N the 1999/2000 fiscal year is 34 trillion rupiah or
completed its due diligence. 3 percent of GDP; half of this is to come from recov

State of Restructuring Efforts

Public Cost of Financial Sector Restructuring
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eries, mainly from shareholder settlements. IBRA  Meanwhile the state and IBRave intensified
has been investigating all failed banks (those closedtheir loan recovery &rts. Each institution has pub
and those taken over) to see if there were violationslished the names of their ga@st debtors and invited

of insider lending limits, and, if so, will pursue the them to begin negotiations. IBR#med at classify
former owners of these banks to provide assets asng all debtors into four categories by the endwf
compensation for these violatiodsggreements have  gust 1999, depending on their degree of cooperation
already been reached with the former shareholders ofand business viabilityBRA hoped to adopt a strat
eight such banks, and negotiations with several moreegy for each debtor based upon its classification.
are in progresslwo of these agreements have so far Noncooperating debtors will be widely publicized.
resulted in assets being transferred from two of theseAn interdepartmental committee has been estab
banks to holding companies under the joint control lished to coordinate the preparation of a database on
of IBRA and the former owners. Sales from these as the debtors, and to facilitate the establishment of a
sets are likely to begin in the coming months, with joint-creditor negotiating position, with the debtors
over 12 trillion rupiah expected by March 2000. under a lead creditor institution.
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orea, a lagely industrialized country and mem agreement with private foreign bank creditors on a
ber of the Oganization for Economic Coopera voluntary rescheduling of short-term debt (eon
tion and Development (OECD), was initially cluded by the end of January 1998) and a rephasing
thought immune from the financial sector problems of the IMF arrangement to allow an advancement of
in its less developed neighboring countrieklever drawings succeeded in alleviating short-term foreign
theless, by late 1997, structural similarities and the exchange pressures and permitted stabilization to
forces of contagion contributed to the extension of begin. Progress in stabilization allowed a gradual re
the crisis to the Korean economy duction in interest rates, now standing at below pre
crisis levels.The won, which had depreciated close
to 2,000 won per U.S. dollahas stabilized in the
Background range of 1,200 won per U.S. dollatseable reserves
have increased to $52 billion as of mid-1999.
Korea's exchange rate remained broadly stable Growth is now expected to be about 9 percent in
through October 1997. Howevehe high level of 1999.
short-term debt and the low level of usable interna
tional reserves made the economy increasingly vul
nerable to shifts in market sentimevithile macre
economic fundamentals continued to be favorable, Prior to the crisis, Korea’macroeconomic perfor
the growing awareness of problems in the financial mance was generally praised, with G@#wing at
sector and in industrial groups (chaebols) increas an average rate of 8 percent in 1994-AYincrease
ingly led to the dificulties for the banks in rolling in investment and exports fueled the growth. Unem
over their short-term borrowing. Declining rollover ployment remained lowaveraging slightly above 2
rates brought this ratio down to less than half at the percent during the period, and inflation was stable at
end of 1997. International reserves decreased fromabout 5 percentThe fiscal position appeared to be
the equivalent of 2.6 months of imports in 1993 to strong, and public debt was below percent of
two months in 1996, and—uwith the onset of the cri GDR, of which only about one-fifth was foreign
sis—dropped to 0.6 months in 1997. Korea widened debt. Developments in the external sector followed
the exchange rate band on November 17, 1997; theclosely the evolution of the yen, which in 1995-96
won fell sharply and the Bank of Korea had to pro led to a widening of the current account deficit to the
vide lage amounts of foreign exchange for Korean equivalent of almost 5 percent of GDP1996 and
banks to honor their overseas commitments. which declined the next year to 2 percelttis ex
On December 4, 1997, Korea entered into a three-ternal deficit was financed by private capitat in
year Stand-ByArrangement with the IMFamount flows. The ratio of total external debt to GDxr
ing to $21 billion, augmented by arrangements with creased significantly from 20 percent of GDP
the World Bank and thé\sian Development Bank. 1993 to 33 percent in 1996 and to 35 percent in
Several countries pledged additional $22 billion as a 1997.At the same time, the proportion of short-term
second line of defensagreement on the program—  debt to total debt increased, amounting to about two-
which also included fareaching steps toward finran  thirds of total debt in 1996.
cial sector rehabilitation—initially failed to increase
rollover rates of short-term foreign debt, and the
won fell further However the combination of an

Macroeconomic Setting

Characteristics of the Financial Sector

The Korean financial system was unusual among

emeging markets for its diversityt comprised pri
73This appendix draws on Balifio and Ubide (1999) and on con Vate commercial banks, a number of government-
tributions from Peter Hayward and LesTieo. owned specialized and development banks, and a
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wide variety of very sizable nonbank financial insti nancing fixed investment (including infrastructure
tutions. These institutions were closely interlinked. projects).These banks were traditionally not subject
In particular commercial banks had significanf-of  to the same prudential standards and supervision as
balance sheet exposures to nonbank financial institu commercial banks, and were overseen by the min
tions through their holdings or guarantees of €om istry of finance and economy
mercial paper and corporate bonds underwritten by Meanwhile, nonbank financial institutions com
merchant banks. prised 30 percent of financial system assets at the
Commercial banks accounted for just over half the end of 1997 and consisted of three types of institu
assets of the financial systes of September tions: investment companies, savings institutions,
1997, the sector comprised 16 nationwide banks, 10and insurance companies. Of these, investment in
regional banks, and 52 foreign bankke top eight stitutions, which consisted of merchant banks, in
banks accounted for about two-thirds of commercial vestment trust companies, and securities cempa
bank assets (excluding trust accounts). Regionalnies, were the lgest in terms of assets, followed
banks were established to develop specific regions,closely by savings institutions. Many nonbank fi
particularly to foster the growth of small- and nancial institutions were predominantly owned, di
medium-sized enterprises. Foreign banks have beenectly or indirectly by chaebols and other tg@
allowed to open branches since 1967, although theirshareholdersThey were used to finance activities
market share remained very small. Commercial within the chaebol group, and became an increas
banks were supervised by thefigg of Banking Su ingly important source for intermediating chaebol
pervision at the Bank of KorédCommercial banks  notes and other papadonbank financial institu
also operated trust accounts that were separately actions and trust accounts at commercial banks pro
counted for but were managed like the rest of their vided a means to circumvent restrictions on €om
banking busines® Trust accounts had grown mercial bank intermediation.
rapidly in recent years (they accounted for close to
40 percent of total commercial bank assets as of the
end of 1997), layely because they had been lessreg pPrecrisis Weaknesses in the
ulated and had been able ttbetnﬂqlgh_er interestrates  g;.-ncial System
than regular commercial bank business.
Specialized and development banks were estab s¢ructural Vulnerabilities
lished in the 1950s and 1960s to provide funds to .
specific strategic sectof§.They accounted for During the 1960s and 1970s, Korea embarked on
about 17 percent of financial system assAls. an outward-oriented mdustrlal'lzatlon strategy spear
though specialized banks could borrow from the headed by the chaebols, which were supported by
government, deposits constituted their main sourcePreferential access to subsidized credit (so-called
of funding. Funding for development banks, which Policy loans)® Interest rates were administered, fi
are wholly government-owned, came mainly from nancial innovation was restricted, and competition in
bonds issued domestically and abréatihe Korean  the banking system was limite@ihese government
Development Bank, the igest development bank, pollc]e_s resulted_ ina 'glghtly controlled, government-
was established in 1954 to supply long-term credit to @dministered financial system characterized by
major industries. Its assets were heavily concen chronic excess demand for credit.

trated in lending to lae corporations, mainlyfi ~_ Since the mid-1970s the government took steps—
including the granting of tax preferences—tc de

velop capital markets and thus to reduce corporate
reliance on bank borrowiné program of gradual
74The bankstrust account business and leasinfijiafies were domestic financial sector reform was introduced in
not under the supervision of thefioé of Banking Supervision. the early 1980s, including bank privatization and
73In 1970, the trust business was assigned exclusively to Korea deregulation of banksictivities, abolition of credit

Trust Bank, which meed with Seoul Bank in 1976. By the end - - . L
of 1995, all deposit money banks and development institutions, controls, introduction of new financial instruments,

with the exception of the Korea Export-Import Bank (KEXIM) ~ granting of greater business opportunities to the non

and foreign banks, were allowed to engage in trust businesses. bank financial institutions, and partial interest rate
76There are four specialized banks—the Industrial Bank of

Korea and three other banks centered on agricultural, fisheries,

and livestock cooperatives. Development banks comprise the Ko

rean Development Bank, KEXIM, and the Longrin Credit

Bank. 78The National Investment Fund was created in 1974 for this
77Although those bonds did not carry a formal government purpose, and was funded by the compulsory deposit of savings

guarantee, the government was legally obliged to ensure that thefrom pensions, savings and postal savings accounts, and by

banks were always in a position to meet their liabilities when they other purchasers of National Investment Fund bonds, such as life

fell due. insurers.
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brancheg$! Several factors explain the reliance on

mained, particularly on commercial bank lending short-term capital inflows:

and interest rates. In anfat to reduce the reliance
of thechaebols on bank borrowing, the government
tightened the credit control system by setting a ceil
ing on the share of bank credit to chaebols. In-addi
tion, banks were required to meet minimum credit
targets (initially set at one-third of new lending) for
small- and medium-sized enterprises.

Beginning in the early 1980s, governmeni in
volvement in bank lending decisions was gradually
reduced, but banks developed few skills in credit
analysis or risk management. Lending decisions
were still lagely based on the availability of colat

eral rather than on an assessment of risk and future

repayment capacityBecause of their lge expe
sures and inadequate capitalization, banks were gen
erally in a weak position relative to their chaebol
clients. Reflecting the history of directed lending,
banks did not insist on, or receive, full financial in
formation from chaebols. In addition, basic acceunt
ing, auditing, and disclosure practices were signifi
cantly below international best practice (for
example, consolidated accounting or marking to
market were mostly absent in Korea). Furthermore,
the strong role of banks in the bond market, along
with the bondstelative illiquidity and the lack of
transparency in the equity market (due to lax disclo
sure standards), impeded the capital markets’in
ensuring sound corporate governance. Meanwhile,
the banks were rapidly expanding their foreign eper
ations and becoming subject to significant liquidity
risk; failure to manage this risk was a probable cause
of the crisis.

The high leverage ratios of tishaebols and their
low profitability made them very vulnerable to any
shock to their cash flow? The health of the banking
system, in turn, was extremely dependent on the via

¢ The capital account had been only partially lib
eralized, with intermediation through domestic
banks favored over foreign direct investment
and direct corporate borrowir¥g.Restrictions
against short-term foreign borrowing by finan
cial institutions were relaxed, while limits on
long-term borrowing and foreign participation
in domestic equity and bond markets were re
tained, encouraging the development oféar
maturity mismatches in bankisalance sheets.
At the end of December 1997 short-term assets
covered only about half of short-term liabilities
in commercial banks, and 25 percent in mer
chant banks, despite the introduction of a re
quired minimum ratio of 70 percent.

Increased access to trade credits and deregula
tion permitted the use of trade credits for work
ing capital.There was a seven-fold increase in
trade credits during 1994-96, only partly- ac
counted for by the rapid growth in trade
volume.

The substantial nominal interestfdifential in
favor of dollar and yen borrowing was rein
forced by the expectation of a stable exchange
rate resulting from the wos’'managed peg to
the dollar In addition, the short-term risk pre
mium was lower than for longer maturities, and
short-term funds could be raised relatively-eas
ily in international money marke#3.Thus, de
mestic banks relied on external short-term funds
to finance long-term domestic investments.

Weaknesses in Prudential Regulation
and Supervision

Prudential regulations and, especiafiypervision

bility of the chaebols. Banks were highly exposed to were not strengthened when the banks were granted
them, both directly through loans and discounts, andgreater independence in lending decisions and when
indirectly through the guarantee of corporate bonds domestic financial markets and the capital account

and commercial papé?

A large portion of the foreign borrowing by
banks, particularly by merchant banks, was under
taken through overseas subsidiaries and foreign

79The debt ratio of most chaebols exceeded 400 percent during
the 1990s, compared with an average of 210 percent in Japan, 15(
percent in the United States, and 90 perceifaiwan, Province
of China. Low profits decreased their ability to service this debt;
operating cashflow as a percentage of interest payments was only
80 percent in 1996.

80At the end of 1997, the 30 st chaebols accounted for
half, and the five layest chaebols for one-third, of the corporate
debt outstandingl’he top 30 chaebols were responsible for about
30 percent and the top five chaebols for about 18 percent of com
mercial bank loans at the end of 1997.

8lForeign liabilities of domestic financial institutions, includ
ing those of overseas subsidiaries and foreign branches, increased
from $40 billion at the end of 1993 to $160 billion by the end of
September 1997.

82There were restrictions on issuance of securities abroad—
only corporations that had obtained an international credit rating
of BBB and above could undertake such issuance—and on con
tracting loans at spreads higher than 100 basis points over
LIBOR. These regulations strengthened the role of the majer Ko
rean banks (whose ratings benefited from implicit government
support) as the conduits of external finance to domestic cerpora
tions.

83nternational interbank lending to Korea of about $15 billion
in 1994 and about $25 billion in 1995-96, to reach a total of
$108.5 billion at the end of 1996. Of this amount, about 70 per
cent had a maturity of less than a year
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were liberalizedA reform plan included several pro  cent of total loans, and any excess provisioning over
posals to bring prudential regulations closer to inter 2 percent was not tax deductibdes a result of these
national standards. Commercial banks were requiredregulations, aggregate provisions were still under 2
to reach a minimum of 8 percent capital adequacy percent at the end of 1997.
ratio by the end of 1995. In 1995, thefioé of Provisioning ules and accounting standts for
Banking Supervision introduced a reporting system securities holdings also fell shoof international
based on the CAMEIlframework, designed to give best practiceBanks’books recorded securities at
early warning of problems. In addition, the govern cost: mark-to-market accounting was not fully ap
ment introduced, &ctive January 1997, a deposit plied. Meanwhile, the banks had darunrecorded
insurance scheme funded by the financial institu losses arising from their equity holdings during a pe
tions. The scheme provided full coverage for al in riod of declining market prices. Furthermore, there
sured deposits, up to 20 million won per individual was no consolidation of statements encompassing a
depositor Despite these reforms, several aspects ofparent bank and its subsidiaries.
the Korean supervisory and regulatory framework The lax limitations on risk concentration faeili
diminished the déct of these improvements. tated the highly leveraged corporate financeustr
Supevwision was fragmented€Commercial banks  ture of Koean conglomerate#\ 1991 revision of
were under the direct authority of the monetary board the General Bankingct set the limit for single ber
(the governing body of the Bank of Korea) and the rowers at 20 percent of a basicapital for loans and
Office of Banking Supervision. Howevepecialized 40 percent for guarantees, with a very generous
banks and nonbank financial institutions were under grandfathering clause and a phase-in period of three
the authority of the ministry of finance and econpmy years.The grandfathering arrangements were ex
although the ministry delegated on-site examination tended in 1994 and 1997. Limits on lending to big
of some nonbank financial institutions to thefi€af conglomerates were set bank-by-bank under the
of Banking SupervisionThis lack of a unified sys “basket control system,” under which the shares of
tem of supervision and regulation, together with the loans to the top 5 and 30 business groups relative to
weak supervision performed by the ministry on-non total loans of the bank should not exceed the ratios
bank financial institutions, created conditions favor set by the Ofce of Banking Supervisiom.hese lim
able to regulatory arbitrage and high-risk practices, its were tightened iAugust 1997; they limited lend
especially among commercial banksgist business  ing to a single chaebol (including guarantees) to 45
and merchant banks. In addition, the supervisory au percent of banktapital for commercial banks and
thority had the power to waive requirements, which 150 percent for merchant banks. Not only were these
not only facilitated forbearance but also made en tighter regulations still lax in comparison to those in
forcement nontransparettt. other OECD countries but many banks continued to
Standads for loan classification and loan-loss breach them.
provisioning wee rather lax.Nonperforming loans
were defined as loans that had been in arrears for six
months or more. Published data on bad loans 0”|YRestoring the Soundness of the
included those nonpgr_formmg loans not covered by Financial Sector
collateralds The classification system was based on
the loans servicing record and the availability of
collateral without regard to the borrowefuture ca
pacity to repayProvisions were based on credit elas From the late summer of 1997, international ered
sification and consisted of 0.5 percent of “normal” itors began to reduce their exposure to Korean finan
credits, 1 percent of “precautionary” credits, 20-per cial institutions and to withdraw their short-term
cent of “substandard” credits, and 100 percent of credit lines.The devaluation of th€hai baht in July
“doubtful” and estimated “loss” credits. Howeyer 1997, the subsequent contagion to other regional
the minimum provisioning requirements were to be currencies, and the crash of the Hong Kong stock
phased in over a number of years ending at the endnarket in late October 1997 sent shock waves to the
of 1998. Losses were not expected to exceed 2 perKorean financial system. Market confidence
dropped sharply and rating agencies downgraded
Korea’s sovereign status.
" 84Supervisors sometimes allowed only partial application of In August 1997, the Korean authorities announced
regulations, such as provisioning requirements, to avoid weaken that they would ensure that Korean financial institu
ingssﬁl%”nk;:r?gr‘m%geﬁgi as & percentage of total loans, were tions would meet their foreign liabilities. Nonethe
only 0.8 percent in 1996;,howevéf “substandard” loans wére I_ess,_the Wlthdra_wal of forelgn credit .Ime.s mten.SI
inciuded, the figure, even using Korean definitions, would have fi€d in the ensuing weeks. Faced with increasing
been 4.1 percent. difficulties in meeting their short-term foreign oblig

Emergency Measures
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ations, banks turned to the Bank of Korea for foreign howeveyr and during the last week of November the
exchange liquidity support. depletion of international reserves intensified to

Meanwhile, the government had deliberately some $1 billion to $2 billion a dagriving usable re
stepped back from direct intervention and did not serves to only $5 billion by the end of the month.
bail out failing chaebolsFrom the beginning of To maintain public confidence in the banking-sys
1997, an unprecedented number of the highly fever tem, in mid-November 1997, the government guar
aged chaebols went into bankruptdyagged down  anteed all deposits of financial institutions until the
by excessive investment, declining profits, and a end of 2000, and announced that it would provide
substantial debt burden. By the end of November temporary liquidity support to banks when needed.
six of the top 30 chaebols had filed for court pretec Strengthening the financial sector was a key compo
tion; a seventh went into bankruptcy in December nent of the IMF-supported program adopted in De
These lage bankruptcies, together with rising bank cember 1997.
ruptcies among small- and medium-sized enter
prises, further damaged the asset quality of financial
institutions.

By the fall of 1997, the balance sheets of Korean The government also completed important re
financial institutions had deteriorated severélye forms of the institutional arrangements, which had
share of nonperforming loans in total assets of-com been recommended by the Presidential Commission
mercial banks had increased by about 70 percent beon Financial Reform earlier in 1997. Many of these
tween December 1996 and September 1997 andeforms became part of the IMF-supported program.

Institutional Changes

amounted to about 80 percent of bardegitalst As These reforms included:
a result, the net worth of many financial institutions ¢ Laws passed in December 1997 significantly
fell perilously low and a significant shortfall in cap strengthened the independence of the Bank of
ital adequacy emged8? Of the 26 commercial Korea; consolidated all financial sector supervi
banks, 14 had capital adequacy requirements below  sion (for commercial banks, merchant banks, in
8 percent, of which two were deemed to be techni surance companies, securities firms, and other
cally insolvent (with zero or negative capital). In ad nonbank financial institutions) in a single-Fi
dition, 28 of the 30 merchant banks had capitat ade nancial Supervisory Commission separate from
quacy requirements below 8 percent and 12 were the government; and nged all deposit insur
deemed technically insolvent. ance protection agencies into the Korea Deposit
During November and December 1997, the Bank Insurance Corporation (KDIC), a new agency
of Korea placed some $23 billion offiafal reserves The new supervisory agency was established in
in deposit at foreign branches and subsidiaries of do two stages to give time for the necessary prepa
mestic financial institutions, which the banks used to ration and not to detract unnecessarily from the
repay their short-term debt that they could not management of the crisithe Commission it
rollover. The Bank of Kore& usable dfcial re- self was established #Aypril 1998, and the vari
serves were thus quickly depleted. On November 19, ous supervisory bodies fell under its control as
the government attempted to calm markets by an of that date. Howevethe full unification of su

nouncing a reform package that included a widening pervisors, as the Financial Supervisory Service
of the daily exchange rate band to +/— 10 percent (FSS), with concomitant and extensive manage
(from +/— 2/4 percent) and measures to purchase ment and structural changes, took place only as
nonperforming loans. Market concerns remained, of January 1, 1999. IApril 1999, the opera
tional autonomy of the Financial Supervisory
Commission was strengthened with the passage
of legislation to grant it the power to license and

86Nonperforming loans are a lagging indicator of the soundness de-license financial institutions. as well as te su

of the banking sectpespecially when loans are only classified as

nonperforming after having been in arrears six months, rather pervise specialized and deve|0pment_bank5- _
than the usual three monttsmore valid measure is the ratio of ¢ In early 1998, the government established-a Fi
dishonored bills and checks, which more than doubled during the nancial Restructuring Unit within the Financial
same period and i“?'galsed ﬁ"‘;fo'd :j” the last quarter of ﬁ99f7-” _ Supervisory Commission to oversee and coeordi
ne measure of balance sheet deterioration is the shortfall in . . ;
capital adequacy represented by the amount of funding needed to n_ate_ the r‘?StrUCturmg of the financial sector
bring a banlg ratio of capital to risk-weighted assets to the mini similar unit was also set up to spearhead the
mum of 8 percent recommended by the Basel Committee for governmens eforts to restructure the financial

Banking Supervision. Estimates based on the end of September position of the weaker chaebolhe KDIC was

1997 balance sheet data showed, under Korean provisioning and : :
loan classification rules, a shortfall of sonie3ltrillion won (3.0 prOVIded with powers and funds to pay back de

percent of 1997 GDP) for commercial banks, merchant banks, de posits in Tailed ins’;itu_tion; and, if necessary
velopment, and specialized banks. also provide recapitalization funds to banks.
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Box 15. Korea: KAMCO Operations

The Korean Asset Management Corporation loans, the price is set at 3 percéiite prices for the er
(KAMCO) was established in 1962 to collect norper dinary nonperforming loans are final. Howeverost
forming loans for banks. In November 1997, legislation of the loans purchased so far have been special loans
was passed to create a new fund under KAMCO; sup and for these types of loans, KAMCO pays 45 percent
ported by contributions from financial institutions and of the face value of the loans; but once a court ordered
government guaranteed bond issiéss KAMCO-ad repayment schedule is implemented, the price of the
ministered fund was given the mandate to purchase im purchase is readjusted to reflect the present value of the
paired loans from all financial institutions covered by a settlement.
deposit guarantee. KAMCO's sale strategy is to dispose of nonperform

On August 10, 1998, a major reganization of ing loans in the fastest way possible, but in a manner
KAMCO as a “bad bank” was completed with a view that maximizes recovery value. KAMCO has used four
to strengthening its asset management and dispositionmethods to collect on its assets: it has sold nonpefrform
capabilities. KAMCO adopted a structure similar to the ing loans to international investors, foreclosed and saold

U.S. ResolutionTrust Companyproviding additional underlying collateral; sold nonperforming loans in a
business functions such as workout programs for non public auction; and collected on loaAs. of June 1999,
performing loans and morefiefent asset disposaro KAMCO had recovered—through sales and colle¢
enhance the transparency and tligiehcy of its oper tions—about 9 trillion won from loans with a face
ations, KAMCO has its accounts audited semiannually value of 17 trillion won. Details on these operations afe
and publishes the results. provided in the table below

As of mid-June 1999, KAMCO has purchased assets
with a face value of 46 trillion won {percent of
GDP). Its purchases comprise two categories of assets:
(1) “general” assets of companies currently operating
and (2) “special” assets, which correspond to cases that
are currently in court receivership and account for 70
percent of the total portfolio. Only 20 percent of these
special assets have been finally resolved by the courts. Price.  Amount
Until recently KAMCO only purchased won-denomi o Face  Paid by Recovered
nated assets, owing to lack of funding capacity in for Disposition/Sale  Amount KAMCO by KAMCO
eign exchangelo overcome this deficienc)KAMCO

Disposition and Sale of KAMCO'’s Assets
(In trillions of won, as of June 1999)

for the first time issued U.S. dollar denominated bonds ::"temlat'mal sale %? :(I) :(2)

in late December 1998 for $513 million to purchase Pﬁ[jicczzfge auction 02 01 01

foreign currency denominated assets from commercial Collection 1.3 59 65

banks. Total 16.5 8.1 8.8
For the purchase of nonperforming loans, KAMCO

pays 45 percent of the book value of the underlying Source: KAMCO

collateral, which is the average price obtained in- auc
tions of similar collateral in the market. For unsecured

e A bridge bank (Hanaerum Merchant Bank) was to submit rehabilitation plans that had to be ap
created at the end of December 1997 to takeproved by evaluation committees set up by the Fi
over the assets and liabilities of closed merchantnancial Supervisory Commissiorhese plans speci
banks.The role of the KoreaAsset Manage fied how the dkected institutions would raise capital
ment Corporation (KAMCO) was expanded to and operationally restructure to improve profitabil
enable it to purchase impaired assets from-all fi ity. Institutions whose plans were approved signed
nancial institutions (Box 15). memoranda of understanding with the Financial Su

pervisory Commission promising to meefgats set

forth in their rehabilitation plans. For institutions
whose plans were not approved, the Financial Super

As part of the financial sector restructuring pro visory Commission developed and implemented
gram, the authorities examined financial institutions several exit strategies.

to determine their solvency; several groups of4insti  The government undertook to commit publie re

tutions were also subject to external diagnostic re sources for bank recapitalization only under limited

views. Based on these examinations, the FinancialcircumstancesAfter June 30, 1998, public +e

Supervisory Commission required weak institutions sources—through subscription of capital instru

A Bank Restructuring Plan
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ments and nonperforming loan purchases—couldtheir small size and the fact that many are owned by
only be committed in the context of approved recap chaebols. Rathethese remaining merchant banks
italization plans, and on the condition that adequate have raised significant amounts of capital from-cur
contributions be made by shareholders and otherrent owners between the end of December 1997 and
stakeholders (exceptions would be made only underthe end of June 1999, with capital increasing from
well-specified conditions). 0.4 trillion won to 2.5 trillion won.

The program was implemented in stages, starting
with the most serious problems—the clearly insol
vent merchant banks. Simultaneoudlye govern
ment announced a timetable for merchant banks and In December 1997, the government took over two
commercial banks to be evaluated, and to attain-mini large commercial banks, Korea First Bank and Seoul
mum capital adequacy requirements. From mid-1998, Bank, which were technically insolvent. Given their
steps were taken to restructure the remaining non systemic importance, the government recapitalized
bank financial institutions, in particulanvestment them, and following the approval of requisite legis
trust companies and life insurance companies.-Mea lation, wrote down the equity of existing sharehold
sures were adopted to strengthen prudential regulaers by a factor of about 8:1 and removed managers
tions and supervision, particularly in the areas of loan responsible for the losseBhe government and the
classification and provisioning, foreign exchange lig KDIC injected capital, acquiring a stake of about 94
uidity, large exposures, and connected lending. percent in each bank. Since March 1998 the banks
have been prepared for privatization with the help of
foreign advisors; memoranda of understanding to
sell them have been signed with Newbridge Capital

In mid-December 1997, at the height of the crisis, and HSBC (in late 1998 and early 1999), but the
the government announced the suspension of l4deals have yet to be finalized (Box 16).
merchant banks, of which 10 were closed the follow  In early 1998, 12 commercial banks that did not
ing JanuaryThe bridge bank, Hanaerum Merchant meet the minimum capital adequacy requirement of
Bank, took over and liquidated their as$étshe re 8 percent at the end of 1997 were required to submit
maining 20 merchant banks were required to submitrecapitalization plans, which the Financial Supervi
rehabilitation plans that demonstrated the ability to sory Commission evaluated with the help of interna
gradually strengthen their capital adequacy require tionally recognized accounting firms. On June 29,
ments. On the basis of these plans, four merchantt998 the Financial Supervisory Commission an
banks were closed by the endAqiril, 1998.The re nounced the decisions on the recapitalization plans.
maining 16 merchant banks were required to meetFive small- to medium-sized banks were closed,
capital adequacy requirements of 6 percent by thewith their assets and liabilities transferred to five
end of June 1998 and 8 percent by the end of Junestronger banks in purchase and assumption epera
1999. In July andugust 1998, the Financial Super tions8° Four lage banks and three small banks re
visory Commission conducted examinations te en ceived conditional approval for their rehabilitation
sure that merchant banks were complying with their plans and were requested to submit revised plans by
plans.As a result of these examinations, two more the end of July 199% The three small banks will
banks were closed. Subsequentiwyo merchant not be allowed to engage in foreign exchange-busi
banks announced ngars with commercial banks ness. In any event, the resubmitted plans were ap
and one more was closed in June 1999, leaving aproved at the end of 1998: five of these banks have
total of 11 merchant banks. meiged (with public financial support) to create two

The government has not directly committed re new banks, one has been recapitalized with funds
sources to recapitalize merchant banks in view of from the Bank of Korea and a foreign bank, and the

remaining small bank has raised capital from current
owners (this capital was matched with public funds).

Commercial banks

Merchant banks

88The bridge bank was financed by the KDIC. In Januiry
took over the deposits of the suspended merchant banks along
with most of their performing asset&fter a due diligence
process, the value of assets and liabilities transferred was set al  89The five closed banks had capital adequacy requirements be
8.7 trillion won and 12.1 trillion won, respectivelghortly after tween —4 percent and :percent at the end of March and a rega
intervention, depositors werefefed cash reimbursement, with tive net worth totaling 920 billion won (representing 7 percent of
households being compensated first, followed by enterprises and total assets of the banking sector).
financial institutionsAs of the end of June 1999, 99 percent of 900ne small bank was given conditional approval despite re
private and institutional depositors had been repaid, as well as all ceiving a negative evaluation from the Evaluation Committee be
financial institutions’call money deposits, for a total amount of  cause the Korean legislation did not allow for the closure of a
9.7 trillion won.A further 4.4 trillion won remains to be repaid, bank with positive net worthlhis legislation was amended in
mainly deposits of financial institutions. August 1998.
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Box 16. Korea: Mergers and Foreign Investment in the Financial Sector

Mergers of financial institutions and foreign invest
ment have been important elements in the changing fi
nancial structure in KoreA. number of megers among

the stronger banks have taken place, supported by pur vested $152 million in Hana Bank and $25 million in

chases of impaired assets by KAMCIhese include
the meger between Kookmin Bank and Long+m
Credit Bank, and between Hana Bank and Boram
Bank, both announced in September 1998. Eachaener
was supported by about 300 billion won in nonper
forming loan sales to KAMCO.

Weaker banks were also encouraged togmevith
government support in the form of nonperforming loan
purchases and capital injectiomhese include the
Commercial Bank of Korea and Hanil Bank, which
meged in September 1998 to form Hanvit Bank; Cho
Hung Bank, Kangwon Bank, Hyundai Merchant Bank,

and Chungbuk Bank, which announced their plans to Kookmin Bank. In the same month, Shinhan raise

memge into one bank in early 199Bhe government has

Foreign investment is also an important element
the recapitalization of the Korean banking sechor
June 1998, the International Finance Corporation i

KLTCB. Germanys Commerzbank invested $249 mil
lion in Korea Exchange Bank, acquiring a stake of 3
percent, mainly by converting existing credits to thi
bank into equityln December 1998 a U.S. consortiun
agreed, subject to due diligence, to purchase a 51 ¢
cent stake in Korea First Bank. In February 199
HSBC Holdings similarly agreed to purchase a 70 pe
cent stake in Seoul Bank. Conclusion of the deals
pending, with ongoing negotiations focusing on th
evaluation and treatment of the nonperforming loan
In April 1999, Goldman Sachs announced that it wou
invest $500 million to acquire a 17 percent stake

$400 million through global depository receipts. Mog

n

n
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become the lgiest shareholder in both banks, although recently ING Group acquired a 10 percent stake i
it intends to reduce its shareholdings by 2002, possibly Housing and Commercial Bank for about $280 million
by selling stakes to strategic foreign investors. In both while New York Life and the International Finance
meigers, memoranda of understanding were signed by Corporation signed memoranda of understanding [to
management, specifying tgats on profitability man purchase a two-thirds stake in Kookmin Life Insurange
agement, and operational restructuring. for $105 million.

All of these banks have signed memoranda of under In the summer of 1998, banks not undercapital
standing with the Financial Supervisory Comimis ized at the end of 1997 were also subject to diagnos
sion undertaking to meet recapitalization and re tic reviews.As a result of these reviews and the Fi
structuring tagets, such as branch closures. nancial Supervisory Commissienbwn appraisals,
The government has provided about 30 trillion three small banks were subject to prompt corrective
won (7 percent of GDP) to support commercial action procedures and were required to raise-addi
banks.About 50 percent of this amount has been tional capital.
used by KAMCO to purchase nonperforming loans,
while the other half has facilitated rgers and the o
purchase and assumption operations. Government
recapitalization of banks has been conditional on a The government has also recapitalized the special
writedown of current owners and management ized and development banks, whose portfolios had
changesAs a result of the restructuring, the govern deteriorated significantjyand made them subject to
ment now owns shares id but of the 17 remaining regulations in line with those applied to commercial
banks; its ownership exceeds 90 percent in delar banks. In the case of the Industrial Bank of Korea,
banks (Bble 16). these moves #dctively reversed the process of-pri
Financial consolidation was helped by gens and vatization that had begun before the crisis. Recapi
foreign investment. In September 1998 four tela talization was done by buying equity in the banks
tively strong banks mged into two new entities, and paying for it with government shares in public
each undertaking facilitated by some KAMCO pur enterprisesA total of more than 9 trillion won has
chases of nonperforming loans. In the case of twobeen injected into these banks.
rounds of megers among much weaker partners, an ~ Once the strategy for commercial and merchant
nounced in September 1998 and early 1999, gevern bank restructuring was in place, the authorities tar
ment involvement in loan purchases and capital in geted the restructuring of other financial institutions
jection amounted to a total of more than 8 trillion whose soundness had deteriorated significantly be
won and led to the ffctive nationalization of the two  cause of the severity of the crisis and inadequate su
new banks. Foreign investment of about $1 billion pervision.At the end of March 1998, the Financial
has been announced, and several other significant unSupervisory Commission estimated that this sector
dertakings are in advanced stages of preparation. had about 30 trillion won in nonperforming loans,

ther financial institutions



Table 16. Korea: Government Ownership
of Commercial Banks

Percent of Shares at the
End of May 1999

Hanvit 94.8
Cho Hung 91.8
Seoul 93.8
Korea First 93.8
Korea Exchange 29.5
Peace! 423
Kookmin! 14.5
Korea Housing & Commercial! 399
Shinhan! 20.1
KorAm! 347
Hana! 46.2

Source: Financial Supervisory Commission (FSC).
|Preferred shares.

about 7 percent of those institutiohstal assets (and

almost equal to nonperforming loans in commercial
banks). In June 1998 the Financial Supervisory
Commission announced a restructuring plan for life

insurance companies, investment trust companies

leasing companies, and securities companies.

The restructuring program for life insurance eom
panies began with diagnostic reviews of 18 “weak”
life insurance companies by the Financial Supervi
sory CommissionAs a result, four companies were

closed through purchase and assumption-type opera

tions, seven were required to submit rehabilitation

plans, while the remaining seven were required to

sign memoranda of understanding with the Financial
Supervisory Commission undertaking to meet ex
plicit restructuring objectives. In 1999, six of these
companies (having failed to implement their plans)
were put up for sale by the Financial Supervisory
CommissionTo strengthen the supervision and-reg
ulation of life insurance companies, the Financial
Supervisory Commission revised the solvency-mar
gin regulation inApril 1999, making it consistent
with the European Union standafstcounting rules

Appendix Il

clude the requirement that all funds established after
mid-November 1998 be marked-to-market; further
all funds have to be marked-to-market by mid-2000.
Ten out of 25 leasing companies were closed and
their businesses transferred to a bridge leasing com
pany Several securities companies were also closed,
and regulations were issued to assure full segrega
tion of proprietary and customer accounts, which
had been a problem.

The Financial Supervisory Commission also took
steps to bring the regulation of mutual savings-com
panies and credit unions into line with that of the
commercial banksThese companies were required
in January 1999 to meet capital adequacy reguire
ments calculated on the same basis as commercial
banks. Companies that failed to meet minimum
thresholds have been subject to prompt corrective
action rules—resulting in the closure of 19 mutual
savings and 40 credit unions.

The Korean financial sector has thus been signifi
cantly consolidated (Figure 10). Since December
1997, 9 out of 26 commercial banks and 19 out of 30
merchant banks have been either closed ogader
Moreover a substantial recapitalizationfeft has
taken place, including through foreign capital.

As of mid-1999, the government has spent close

to 47 trillion won (1 percent of GDP) to recapitalize

financial institutions and purchase nonperforming
loans (Bble 17).The budgetary cost, that is, interest
on bonds issued to financed restructuring, is close to
2 percent of GDPANn additional amount of 16 tril

lion won (4 percent of GDP) in asset swaps has also
been spent to recapitalize government-owned; spe
cialized, and development banks.

Corporate restructuring

The process of reconstructing the financial sector
was accompanied by measures to rehabilitate the fi
nances of many of the chaebofsnumber of the
larger firms were dealt with by a modified version of
the “LondonApproach.®2 This has involved setting

92The “LondonApproach” is a framework for voluntary work

and loan classification standards were also broughtouts between creditors (banks) and borrowers (corporatibims).

in line with those applying to commercial banks.
In mid-1998, the Financial Supervisory Comimis
sion revoked the licenses of two investment trust

companies, and the six remaining were placed undet

approach involved establishing a corporate restructuring -agree
ment, signed by financial institutions, under which they agreed to
follow specific procedures for debt workouts and to subjectthem
selves to binding arbitration by a private agemspecially set up

for the purpose, called the Corporate Restructuring Coordinate

management improvement orders and required to Committee (CRCC)These procedures included the creation of

submit rehabilitation plans and raise new capital
from owners and reduce their indirect borrowings
from trust assetsMeasures to reform the sector in

910ne ITC subsequently converted into an investment trust
management company

creditor committees to deal with the restructuring of individual
corporations or conglomerates. Lead banks or groups of institu
tions holding more than 25 percent of a corporasiatgbt were

able to call a creditor€ommittee meetingAn automatic stand

still on debt payments applied while the committee negotiated.
Upon agreement among banks, the lead bank negotiated with the
debtor corporation. In all cases, arbitration by the CRCC has been
available to seek to resolve bottlenecks in the negotiations.
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Figure 10. Korea: Progress in Financial Sector Restructuring

Financial sector at the end of 1996 Financial sector at the end of July 1999
(share of assets) (share of assets as of March 1999)

1600+ credit unions (5%)
5 state-owned

26 commercial commercial banks?
banks' (18%)
(40%)

30 merchant banks (6%)\

12 commercial banks (19%)

33 life insurance
companies (9%)

1600+ credit unions (5%)

230 mutual

'l merchant banks (4%)
savings (10%)

3 specialized and
development
banks (20%)

29 life insurance
companies (7%)
8 investment trust
companies (10%) 210 mutual
savings (7%)

3 specialized and 4 investment trust
development banks (20%) companies (20%)

Source: National authorities; and IMF staff estimates.

'Does not include trust accounts.

2Banks with majority government ownership (Hanvit, Cho Hung, Korea First,and Seoul). Also includes the Bank of Korea-owned Korea
Exchange Bank.

Note: As of the end of July 1999, five commercial banks, |7 merchant banks, four life insurance companies, three investment trust companies, and
more than 50 mutual savings and credit unions had been closed.The state had intervened in || commercial banks. Four commercial banks and two
merchant banks had exited through merger. Categories are not mutually exclusive.

up debt workout units within banks and voluntary and connected lending, require banks to reduce their
creditor committees (including banks and other exposures to corporatiomsnother reason is the role
creditors).These arrangements are expected te con of government-owned banks (commercial or devel
tribute to strengthening credit analysis and risk-man opment), which are better able to pressurgdar
agement capacity within domestic banks. Debt chaebols into restructuring.

workouts often involved rescheduling, interest rate

reduction, and debt fgiveness, as well as swaps of

bank debt for equity or convertible bonds. In the Strengthening the

case of small- and medium-sized enterprises, ba”kSBanking Environment

were encouraged to roll over debt until the viability

of such firms could be better assessed in the light of To prevent the recurrence of banking systemprob
the performance of the econonTyhe lagest five lems, the financial reform strategy calls for improv
chaebols are proving a less tractable problem, and iting the supervision and management of baike
may not be clear for some time to what extent fur main elements comprise a shift to consolidated bank
ther value adjustments to bank claims are necessangupervision and a strengthening of prudential regula
in these cased.he entire process will not be con tions and supervision; the liberalizing of restrictions
cluded for some time and, in the meantime, the needon foreign ownership and management of banks;

for further restructuring in the financial sectar and a strengthening of the banksadit evaluation
cluding the provision of more government funds, and risk management capabilities.
may be needed. As noted earlierthe Financial Supervisory Cem

Banks have provided some of the impetus for cor mission is responsible for the supervision and pru
porations to restructure. One reason for this is be dential regulation of all financial institutions. Regu
cause measures to strengthen prudential regulation$ations are being phased in to bring merchant banks
and supervision, including limits on ¢gr exposures  and other financial institutions under the supervisory
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Table 17. Korea: Public Cost for Financial Sector Restructuring
(as of mid-1999)

Percent of GDP Billions of U.S. Dollars

Recapitalization including outlays for

deposit guarantee 6 22
Purchases of nonperforming loans or capital

for asset management company 5 17
Interest cost (on budget) 2 7
Total 13 46
Memo item: Asset swaps 4 16

Source: National authorities; and IMF staff estimates.

umbrella and to subject these institutions to pruden commercial and merchant barfésRegarding for
tial standards in line with those applied to commer eign exchange liquidity management, compliance
cial banks. Supervision is also being enhanced towith the guidelines that require short-term assets
cover the full range of banking risks of financial in  (less than three months) to cover at least 70 percent
stitutions on a consolidated ba%is. of short-term liabilities, and long-term borrowing

The authorities strengthened prudential standards(more than three years) to cover more than 50 per
and supervision procedures—with special emphasiscent of long-term assets, has been enforced for com
on the regulations of foreign exchange activities—to mercial banks as of January 1999 and will be en
bring them in line with best practice as set out in the forced for merchant banks as of December 1899.
“Core Principles for Bective Banking Supervision”  maturity ladder approach, monitored by the Finan
recommended by the Basel Committee. On June 30cial Supervisory Commission on a monthly basis,
1998, the authorities introduced new loan classifica has been implemented for commercial banks since
tion standards and provisioning rules under which January 1, 1999 and since July 1, 1999 for merchant
loans more than three months overdue will be classi banks? Overseas branches and subsidiaries are in
fied as substandard, and the general provisioning re cluded in the calculations. In addition, banks have to
quirement was increased from 1 percent to 2 percentmaintain overall foreign currency exposure limits
The Financial Supervisory Commission also intro per counterpartyincluding foreign currency loans,
duced regulations to require the provisioning for se guarantees, security investments, anfdtafre fi
curities losses and to cease the inclusiofiar 2 nance. In line with international best practice, the
capital of all provisions for nonperforming loans (as limit on spot foreign exchange transactions of banks
of January 1999)The Financial Supervisory Cem  has been removed, leaving a global limit on spot and
mission is now preparing to issue guidelines for loan forward position$6
classification and provisioning that would apply to
banks’end of 1999 account¥he new guidelinesare _
designed to take into account a borrowéuture ca %The government has amended the Fareign Exchangtn

- . P L move responsibility for the setting of foreign exchange open posi

paplty to rePa}/ In CIaSS'fY'ng and provisioning loans. tion limits and the supervision of foreign exchange risk to the Fi
This prospective reform is likely to lead to a need for npancial Supervisory Commission from the Bank of Korea, with
increased pI’OViSionS. information provided regularly through the Bank of Korea.

The Financial Supervisory Commission has an 95This will require banks to report maturity mismatches for dif

: : i inp ferent time brackets (sight to seven days, seven-day to one month,
nounced the strengthenlng of prUdentlal supervision one to three months, three to six months, six months to onge year

and regulation of foreign exchange operations by and over one year), and to maintain positive mismatches for the
first period. From sight to one month, any negative mismatch
should not exceed 10 percent of total foreign currency assets, and

- from sight to three months, it should not exceed 20 percent of

93n particular all trust accounts with guarantees are beirg re  such assets.

garded as on-balance sheet items for supervisory and accounting 9%This measure was designed to induce an increase in turnover

purposes. For capital adequacy ratio calculations, assets in suckin the foreign exchange market, and enhance the pricing of the

accounts are weighted at 50 percent as of January 1999 and will forward market so as to reflect interest ratéedémtial. It has al

be weighted at 100 percent as of January 200@.operations of ready encouraged greater swap market activigding to a

foreign afiliates are also now fully consolidated. closer link between won and dollar money markets.
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The lage exposure of banks to the big conglomer subject to the laws governing equity ownership of
ates has been a major source dfialifty. Exposure Korean companies by foreigners. Currerithe indt
limits to single borrowers and groups were too-gen vidual foreign ownership limit is set at 50 percent,
erous, and the authorities passed legislation in-Janualthough the Financial Supervisory Commission
ary 1999 to tighten thenthese limits have been-re  may grant exemptions. (These limits are more gener
defined to include all dfbalance sheet exposures. ous than those for residents, which are 4 percent for
Both single borrower and group limits for commer nationwide banks and 15 percent for regional
cial and merchant banks will be progressively re banks.) In addition, the government has submitted
duced to 25 percent of total capital by 2004, and ag legislation to abolish regulations prohibiting for
gregate exposures in excess of 10 percent of totakigners from becoming bank managers.
capital will be gradually reduced to 500 percent of Banks have also been encouraged to adopt -opera
total capital. Connected lending by merchant bankstional improvements. Banksehabilitation plans
will be limited to 25 percent of equity capital by Jan have included specific benchmarks to improve their
uary 2001. Excesses in aggregate exposures angrofitability and the quality of their portfolios.
connected lending will be published regularly Banks have lowered labor costs and reduced their

Increasing foreign ownership and management of stafing, and have closed down uneconomical
banks is recognized as a means to help recapitalizéoranches domestically and overs&as.
banks, increase competition, and improve the-man
agement of banks. Since December 1997, full for
eign ownership of merchant banks has been allowed'mumber of bank employees decreased by 34 percent and

Nonresident purchases of equity in banks and otherihe number of branches decreased by 17 percent as of the end of
financial institutions (excluding merchant banks) are 1998, compared to the end of 1997.
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Despite Malaysia long history of outward-  projects, strong credit growth, and the future course
oriented macroeconomic and financial policies, of asset prices and their potential impact on the
the country did not escape contagion from Thai banking system.
crisis?8 In addressing the situation, Malaysia has The authorities responded to market pressures
adopted some measures significanthfed#nt from initially through foreign exchange market interven
those in the other countries, most notably the reintro tion accompanied by an increase in interest rates,
duction of capital controls in September 198&ile and by subsequently allowing the ringgit to depreci
Malaysia has not adopted an IMF-supported-pro ate. There were substantial outflows of capital,
gram, it has nevertheless received technical assisthrough commercial banks and sales of stocks by
tance from bilateral and multilateral sources, includ foreigners. By the first half of 1998, real output
ing the IME (year by year) had declined by 5 percent, led by
sharp declines in manufacturing and construction
output. Sharp decreases in imports (by more than 25

Background percent) exceeded the slowdown in exports (by
about 10 percent), leading to current account sur
Macroeconomic Setting pluses. Gross international reserves fell to 3.5

months of imports at the end of 1997 from 4.6
months in 1996. Severe corporate and financial sec
tor distress also led to a g@r in the number of
listed companies seeking court protection from
creditors. Nonperforming loans soared to more than
25 percent by late 1998.

At the outset of the crisis, Malayssamacroeco
nomic performance was good. Growth was about 8
percent a yeadriven in part by very high savings
rates. Prudent financial policies had kept inflation
low at about 3 percent, and there was a history of fis
cal surplusesThe current account deficit had peaked
in 1995 at about'8 percent of GDPbut had fallen
to slightly above 5 percent in 1996. External debt ap Characteristics of the Financial Sector
peared manageabl&he debt to export ratio was
about 38 percent (roughly one-third of thaai
ratio). Short-term debt comprised about 60 percent
of international reserves, again lower than in the
other crisis countries.

Beginning with the emegence of the financial
crisis in Thailand in mid-1997, Malaysia experi
enced increasing turbulence in financial markets (in
cluding a sharp increase infgtiore ringgit interest
rates). Market concerns about the economic vuinera

bilities in Malaysia were reflected in a sharp fall of . ; :
i . . ized credit agencies éble 18).The range of activ
the ringgit and the stock market in the order of 40 ... . .
percengt]%o 50 percent by the end of 1997. Concernsmes that finance companies and merchant banks

included the current account deficit, rapid growth in could undertake had been gradually extended with

; X . similar, but not identical, regulatory require
domestic demand led mainly by darinfrastructure ments—though there remains a sharp demarcation

in the roles and activities of these institutions vis-
a-vis commercial bank# two-tier structure, pred
98This chapter draws on an initial draft by David Marston and icated on market share and Condltlon’ was mtro
contributions from Patrick Downes, Michael Moore, and Inci duced at the end of 1994 for commercial ban_ks and
OtkerRobe. extended in 1996 to merchant banks and finance

At the beginning of 1998, the Malaysian finan
cial system, which is dominated by the banking
system, comprised 22 domestic and 13 foreign-
owned commercial banks (with about 69 percent of
the systens assets), 39 finance companies (about
22 percent), 12 merchant banks (6 percent), seven
discount houses (3 percent), and money and ex
change brokers. Nonbank financial institutions in
cluded the National Savings Bank, pension and
provident funds, insurance companies, and special
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Table 18. Malaysia: The Structure of the Malaysian Financial System

(December 31, 1997)

Non-
performing

Assets Deposits Loans Loans!

Billions Percent Billions Percent Billions Percent Percent

Type of Institution of ringgit of total of ringgit of total of ringgit of total of loans
Financial institutions 699.0 100.0 4334 100.0 402.0 100.0 n.a.
Commercial banks (35) 481.4 68.9 300.5 69.3 276.4 68.8 4.5
Tier | (10) 3142 44.9 199.0 45.9 168.5 41.9 na.
Tier 2 (25) 167.2 23.9 101.5 234 107.8 26.8 na.
Finance companies (39) 152.4 21.8 106.5 24.7 102.6 25.5 7.8
Tier | (3) 47.2 6.8 36.9 8.5 28.7 7.1 na.
Tier 2 (36) 105.2 15.1 70.4 16.2 73.9 18.4 na.
Merchant banks (12) 443 6.3 26.4 6.1 23.1 5.8 34
Tier | (4) 293 42 16.7 3.9 14.3 3.6 na.
Tier 2 (8) 15.0 2.1 9.7 22 8.8 22 na.
Discount houses (7) 20.9 3.0 .. .. .. .. n.a.

Source: Bank Negara Malaysia.
!Under the classification system in place during 1997.

companies$?® There were restrictions on foreign
ownership (30 percent) and on the activities of
foreign banks. In addition to the domestic financial
system, there was anfsliore market in Labuan,

the 1990sThe ratio of nonperforming loans to total

loans in banks and finance companies fell from 20
percent in 1990 to about 3.8 percent for banks, and
4.7 percent for finance companies in 1996; risk-

governed under its own separate legal framework byweighted capital adequacy requirements rose to lev

the Labuan G§hore Financial Servicesuthority.

Precrisis Weaknesses in the
Financial Sector

In the wake of market turbulence and contagion

els in excess of minimum Basel standards; and gen
eral provisions of commercial banks increased from
0.75 percent in 1990 to 2 percent of outstanding
loans in 199690 However the persistent pace of
credit expansion at an annual rate of nearly 30 per
cent (particularly by small€eFier 2 financial institu
tions) to the private sectd?! in particular to the

effects in the second half of 1997, concerns amongProperty sector and for the purchase of stocks and
market participants about the true condition and re shares, exposed the financial system to potential
silience of the financial system increasingly became isks from price declines in property and other assets

a central issue, highlighted by the known frailties
among finance companies.

Structural Vulnerabilities

Standard dicial indicators of the Malaysian fi
nancial system soundness improved significantly in

99The two-tier regulatory system was perceived to have failed to

that occurred in 199As a result, nonperforming
loans rose in 1997, andfwfal estimates showed
further deterioration in the months leading up to the
announcement of the reform program. In response to
these concerns, Bank Negara Malaysia had earlier

100nterpretation of the indicators of improved soundness
should be treated with caution because, in an overheated econ
omy with an asset price bubble and very rapid credit growth and

achieve the desired strengthening of the capital base of domesticextensive collateralization of lending, the nonperforming loan

banks and was abolishedApril 1999. Until then, banks with at
least 1 billion ringgit in equityand which complied with Bank Ne
gara Malaysia@ CAMEL requirements, were eligible to Beer 1
banks.These banks were given certain privileges (e.g., allowed to
operate foreign currency accounts on behalf of exporters, partici
pate in equity derivatives, undertake securities borrowing or lend
ing, and enjoy less stringent restrictions on branch expansion).

ratio may decline even though underlying asset quality deterio
rates.The deterioration only becomes obvious after the asset bub
ble has burst. Moreovecapital adequacy requirements are not
adjusted for provisioning deficiencies.

101Rapid credit growth among smaller institutions in part re
flected their eforts to build their asset basis to achiéver 1
status.
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imposed limits on property lending (20 percent of to connected parti€g€4 ownership of shareholdings
total loans) and securities lending for the purchase ofin banks, and la@je exposure limit§% There are,
shares, déctive fromApril 1, 1997. In October  however no reports of systematic or widespread use
1997, the authorities issued a directive that no newof this power
loans should be approved for the property seetor
cept for low income housing:he authorities also
asked banks to submit credit plans for 1998 to-mod Impact of the Regional Crisis and
erate loan growth of the banking system to 26 per |_.
cent by March 1998 and to 15 percent by the end of
1998. Nevertheless, overall credit growth remained Ag regional uncertainties unfolded, concerns
strong, falling only slightlyto 26.5 percent by the  apout the true condition of the financial system in
end of 1997. _ _ ~ creasedThese concerns stemmed from the excep
In addition to the exceptionally high level ofin  tjonally fast rate of growth of credit in the banking
debtedness, the combination of the economic -slow system, the private sectsrhigh leverage (163 per
down, decline in asset values (particularly property cent), the concentration of bank loans in real estate
and stock market securities), rising interest rates, development and in financing share purchases, and
and the depreciation in the ringgit severefieeted  the decline in asset qualities given the slowdown in
credit performance and bank profitabiliiight Ii- economic activityThese worries were manifested in
quidity conditions and segmentation of the interbank geposit flights to quality assets and institutiohis.
money market al_so contrlputed to narrowing interest ready vulnerable to liquidity shocks, given low ex
spreads, especially for finance companies, and acess reserves and high loan/deposit ratios, conditions
growing level of nonperforming loans in many fi iy the money market were aggravated by changed

tial Responses

nancial institutions. perceptions of counterparty credit risks that resulted
in severe money market segmentation and pressure

Weaknesses in Prudential Regulation on the payment system. Bank Negara Ma_lay_s-lg re

and Supervision sponded initially by acting to recycle liquidity

) through Bank Negara Malaysia deposit placements,

After the banking problems of 1985-87, the au sypported by the announcement on January 20, 1998
thorities took actions to improve the Iegal and Fegu of a genera| guarantee of depos'“%re was no for
latory framework _for banking supervisidf? In mal deposit insurance scheme in Malay&fa.
1989, a new banking law was adopted. In 1994, a The authorities, with a view to strengthening the
new law on the Bank Negara Malaysia was enacted.financial sectorannounced several prudential mea
and a lage number of prudential regulations and cir  syres, dective January 1, 1998, including a require
culars were issued covering enhanced prudential sument for banks to classify loans as nonperforming
pervision, regulation standards, and the provision of \yvhen they were three months overdue; an accelera
regular statistical reports and inspectié#sThe  tjon of the classification of “doubtful loans” from 12
new banking law and the Banking and Financial In months overdue to six months, and “bad loans” from
stitutionsAct (BAFIA) provided broad regulatory 24 months to 12 months; and a rise in the required
enforcement and intervention powers to the supervi general loan-loss reserves from 1 percent to at least
sory authorities. Bank Negara Malaysia updateel reg 1,4, percent.The requirements for booking interest-
ulations, and overall a flexible framework was de jn-suspense were also tightened, so that banks were
veloped that permitted the authorities, by anddar  now required to reverse unpaid interest out of in
to address prudential concerns. come and record it in the interest-in-suspense ac

One area of uncertainty in the implementation of count. Banks were also required to report on a-quar
the prudential framework related to the fact that the
BAFIA provided broad exemption powers to the
ministry of finance—albeit formally at the recem 104 ending to directors, Giters, and employees was prohib
mendation of Bank Negara Malaysia—with regard ited, as well as to firms in which these persons have an interest
to individual prudential regulations, such as lending greater than 5 percent—as a partmeanageragent, or guaran
tor. Also, firms in which managers, directors, or employees held
shares were excluded from receiving credit from the institution.
10SBAFIA prohibited institutions from holding shares in any
102During this episode, nonperforming loans grew to 30 per corporation. Exceptions were made for shares held as security or
cent, and institutions were restructured with government and cen as a result of foreclosure or as repayment or credit.
tral bank support. 106At jts peak in January 1998, Bank Negara Malaysia place
103prior to 1998, banks in Malaysia did not routinely report ments amounted to 34.7 billion ringgit or 13 percent of Gz
data on a consolidated basi¢hen activities of subsidiaries were figure declined by 15.8 billion ringgit in mid-February/March
taken into account, a number of banks announced a sharp deterio concurrent with a reduction of reserve requirements from 13.5
ration in profitability and solvency percent to 10 percent.
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terly basis the ratio of nonperforming loans broken nonperforming loans, specific provisions, collateral
down into substandard, doubtful, and loss; loans byvalues, and other measures of other balance sheet
sectors; general and specific provisions for bad andrisks), Bank Negara Malaysia grouped the banks
doubtful loans; as well as their risk-weighted capital into three categories: sound banks, those on a sec
ratios107 ondary watch list, and those on a primary watch list.
As of February 1998, only 10 commercial banks A program of intensified surveillance was instituted
and four finance companies h@ier 1 status. Profits  that involved reaching understandings with each
of the system varied greatly; four banks and eight fi vulnerable bank on a rehabilitation progrdim.aug
nance companies made losses or zero profits whilement its surveillance system, Bank Negara Malaysia
eight banks and 23 finance companies had rates ofnitiated a program to develop an early warning sys
return on assets below 1 percent. In part, due to theem with the assistance of th¢orld Bank. It also
monetary management instrument framework usedtook the initiative to provide daily information to the
by Bank Negara Malaysia (dé&rential reserve re market on its assessment of liquidity based on a
quirements across institutions, limited reserve -aver daily forecast of factors f&cting reserve moneg$8
aging, and dferential liquid asset requirement with All disclosure requirements were observed by the
no averaging) but more so related to the fact thatend of May 1998, and a prudentially based frame
since 1994, private sector loan/deposit ratios had ex work for assessing bank liquidity risks was intro
ceeded 90 percent, the banking system operated wittduced efective August 2, 1998099
very low excess reserves, suggesting very limited
ability to react to adverse liquidity shocks. (Loanr/de
posit ratios were 96 percent for banks and 101 per
cent for finance companies.) In addition to the announcement that finance-com
On March 25, 1998, the authorities announced apanies would be subject to higher risk-weighted cap
package of measures aimed at strengthening the fiital adequacy requirements, the Malaysian authori
nancial sectorThe measures focused on a broad- ties announced a program of consolidation of the
based strengthening of the regulatory and supervi industry The program envisaged the consolidation
sory framework requirements for increased of 39 companies into eight, to be achieved through
disclosure; strengthening the finance company sec three modulesThe first, covering 14 institutions,
tor through consolidation into a smaller number of would involve the consolidation of finance compa
core companies; and preemptive recapitalization of nies into their parent banks; the second, relating to
banks.The measures also included initiatives te im three firms, would involve consolidation through a
prove the framework for bank liquidity manage swap of shares; and the third was a straighgarer
ment and monetary operations, and are detailed inof 15 companies into six anchor institutions. Compa
Box 17. nies consolidated in this last module would carry a
one-year government guarantee on the net asset
value arrived at during the due diligence process.

Finance Company Merger Program

Design of the Restructuring Program During 1998, howeveras the economy and loan
quality deteriorated sharplyand amid concerns
Strengthening the Prudential Framework about the possible open-ended nature of the gevern

The authorities vigorously implemented the an ment guarantee, the finance company geempro

nounced program. Bipril 1998 tageted improve

ments to the loan classification and provisioning

standards and the reduction in single borrower limits —gzz—— .o estimate, Bank Negara Malaysia also indi
from 30 to 25 percent of capital had been completed cateq its intention to either supply or withdraw liquidity and in
and incorporated in the ongoing supervisory and vited price or volume bids depending on the intended signal.
regulatory framework. Moreovem addition to its 109t was envisaged that the framework would run parallel to the
initial broad diagnostic review of the banking sys existing liquid asset requirement for a period of six months during

. - - which banks would be required to comply with the existing
tem in March 1998 that used stress tests (pr0]eCtI0n517 percent ratio. Gicials indicated that this would be applied

of capital adequacy adjusted for varying scenarios of fiexibly, as there might be cases where banks—which were as

sessed to have adequately adapted to the new framework—inter

nal information systems, recomposition of liquid holdings accord

ing to types of asset holdings, and forecasting capabilities—would

107Through March 1998, no provisioning was required for sub  be allowed to operate on the new system alone. Bank Negara

standard loans, 50 percent for doubtful, and 100 percent for Malaysia reserved the right to extend compliance with the liquid
bad/lossThe amount on which provisions were to be made was asset requirement beyond the six-month parallel run in those cases
not based on collateral; by regulation, real estate collateral must where it was assessed that a bank was not adequately prepared for
be marked-to-market semiannually while security collateral is the new framework. In early May 1999, 17 institutions migrated
revalued daily to the new framework.
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Box 17. Malaysia: Measures Announced on March 25, 1998

Loan classification and pwisioning standats. Intensified monitoringMore intensive and rigorous
Classification standards (including three months for supervision of banks through monthly stress tests py
nonperforming loans) to be brought to best practice; 20 Bank Negara Malaysia and a requirement for similar
percent provisioning requirement against uncollateral exercises by individual institutions on the basis of parg
ized portions of substandard loansf-lolance sheet meters set by Bank Negara Malaysia.
items incorporated in the loan classification and provi Merger program.Bank Negara Malaysia-facilitated
sioning system. meiger program of finance companies on market-basged

Capital adequacy frameworlacrease risk-weighted  criteria. Megers allowed only if meed entity would
capital adequacy requirements of finance companies be fully capitalizedApproval contingent on up-front
from 8 percent to 10 percent, with interim requirement due diligence. Government to extend a one-year-gugar
of 9 percent; minimum capital for finance companies antee on net asset value determined from due diligence,
increased from 5 million ringgit to 300 million ringgit; and to share in upside gains as well as downside risks.
compliance with capital adequacy requirement required Any institution electing to stay out of the mger

every financial quarter process was required to demonstrate its ability to-com
Other prudential guidelinesSingle borrower limit ply with new capital requirements, failing which,-ap
reduced from 30 percent to 25 percent of capital funds; propriate action as provided by BAFould apply
prudentially based liquidity framework introduced; Monetaly measues. Commercial bank liquidity
technical study on international practices regarding de management to be improved through widening the band
positor protection schemes to be undertaken. for reserve averaging and providing market participants

Disclosue. Aggregate statistics on nonperforming with daily information on Bank Negara Malaysia oper
loans, provisions, and capital positions for all financial ations and liquidity forecasts; normal liquidity support
institutions to be published monthly by the Bank-Ne operations to be separated from egeercy liquidity
gara Malaysia; all institutions to report and publish support, and lending operations collateralized; the rqle
key indicators of financial soundness on a quarterly of base lending rate and maximum interest spread re

basis. strictions, and liquid asset ratio, to be reviewed.
gram was drastically scaled badlhe sole remain Institutional Framework
ing requirement was that finance companidgi af ) )
ated with banks be mged. Moreoverthe initial DanahartaNasionalBerhad, the public asset man

schedule for compliance with the requirement fer in @gement companyas established in June 1998 as a
creased capital for the ngard entities was post ~ public company under the Companidst. The
poned, and the government guarantee of net assePanahartsict of 1998 gave Danaharta the ability to
values, aimed at facilitating purchase, was with acquire nonperforming loans through statutory vest
drawn. Smaller finance companies not eligible for ing and to appoint special administrators who can
support through DanamodalasionalBerhad (the  take control and manage the assets of a borrower un
restructuring agency) would not receive government able to pay its debts. Danamodal was established in
support for recapitalization. Notwithstanding the August 1998 as a limited liability company wholly
slower than anticipated progress in consolidating owned by Bank Negara Malaysia, with objectives to
this industry segment, Malaysia reports that the inject new capital in undercapitalized banks and fa
number of finance Companies declined by e|ght in cilitate rationalization of the Syster"rll'he general

1998 and is expected to decline by another 14 inpolicy positions of both Danamodal and Danaharta
1999. incorporate principles of economizing the use of

public funds and finding least-cost solutions to-gov
ernmentAlthough Danamodal issues progress re
ports on its operations, it has not released a public
statement as to its operational principles, criteria for
Complementing earlier initiatives to restore sound selecting operations, formulae for burden sharing, or
intermediation, Malaysia establisheddingust 1998 exit strategyDanaharta principles of operation, 4in
an institutional framework to strengtherfagts to cluding valuation methodologyasset acquisition
rehabilitate the commercial banking system by using guidelines, and expected nonperforming loan sales
public funds to acquire nonperforming loans and re strategy are already public knowleddée Corpe
capitalizing commercial banks. It also instituted rate Debt Restructuring Committee has also been es
measures that were focused on facilitating the re tablished to act as an informal debtor/creditor broker
structuring of corporate debt. to achieve debt restructuring as an alternative to

Commercial Banks: Asset Management
and Recapitalization
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companies filing for bank bankruptcy under the been filed, there is a six-month moratorium on ac
Companiedé\ct. To facilitate coordination at both the tion during which credit committees will work with
policy and operational levels, an overarching Steer the afected parties to achieve a workout stratégy
ing Committee on Restructuring is chaired by the of the end of June 1999, 52 applications, represent
Governor of Bank Negara Malaysia and composeding about 22 billion ringgit in d&cted debt, have
of the managers of Danaharta, Danamodal, and thébeen received by the Corporate Debt Restructuring
Corporate Debt Restructuring Committee. Committee. Creditor committees had been formed to
conduct due diligence studies and to formulate re
structuring proposals, and these are in various stages
of completion. Four cases have been rejected and
In practice, the operations of Danaharta and turned over to Danaharta for resolution.
Danamodal are guided by Bank Negara Malagsia’
classification of banks. Bank Negara Malaysia ini
tially classifies institutions into a primary and sec
ondary watch list.The process is fine-tuned by As of the end of March 1999, Danaharta and
Danamodal with the assistance of two investment Danamodal have spent about 15 billion ringgit
banks acting as its advisdt8Danamodal has identi (5 percent of GDP) to purchase nonperforming loans
fied 14 institutions that are either currently undercap and recapitalize banksdfble 19).
italized or likely to be so in the futut&. Danaharta
used the same database to identify 18 institutions (in
cluding the Danamodal 14) that are most likely to
sell nonperforming loans. Danamodalhtentions The reforms described above were complicated by
are carefully coordinated with nonperforming loan concurrent attempts by the authorities to stimulate
sales to Danaharta through ensuring that credit growth in the face of the economic downturn.

Operational Process

Public Cost of Financial Sector Restructuring

Managing Credit Recovery and Rehabilitation

Danamodas due diligence, and Danahastaonper By mid-1998, the authorities were faced with a sharp
forming loan acquisition and write-downs of capital decline in credit. Credit flows were negative to the
of affected institutions occur concurrently extent of 1.5 billion ringgit, and undrawn commit

Danaharta has divided its nonperforming loan ac ments declined from 144 billion ringgit to 125 billion
quisition process into three stages, starting with se ringgit between December 1997 and July 1998.
cured loans, properties, and quoted sh#@agcond While the Malaysian authorities wished to use inter
stage will cover unsecured loans, to be followed by est rates to stimulate credits, they were constrained
acquisitions of foreign currency loan¥hrough by onshore/dshore interest rate ddrentials.While
March 1999, Danaharta had acquired 23 billion—ring relatively stable—and in fact declining in mid-
git in nonperforming loans from 37 financial institu ~ 1998—these diérentials limited the scope for reduc
tions. The average discount at which Danaharta hasing onshore interest rates without possibly triggering
purchased nonperforming loans has been about 6Qinggit flight offshore.The authorities, therefore,-in
percent of the principal valuAs of the end of June troduced additional measures in September 1998
1999, none of the acquired assets has been sold. Oaimed at eliminating the fshore ringgit market, fix
July 1, Danaharta began the process of auctioninging the exchange rate, and improving the conditions

$143 million (face value) of foreign loan assets. for increased bank lendinghese measures included:

Danamodal has injected 6.2 billion ringgit as fresh  « Exchange contd measues A broad range of
capital into 1 financial institutions that represent measures to restrict international capital flows,
approximately one-fifth of the financial systean’ which efectively eliminated the éghore ringgit
needs.The Danamodal investment initially was as market and prohibited nonresidents from repa
Tier 2 subordinated debt that will be converted into triating portfolio capital held in Malaysia for a
equity, debt, or a hybrid capital instrument. period of 12 months, were adoptéd.

The Corporate Debt Restructuring Committee had
been set up to prevent companies from abusing the
protection against creditorsfafded by Section 176 12n view of continued weakness of investor confidence and
of the CompanieAct. The process of resolution can  concerns about the possibility of a massive capital outflow upon

s . the expiration of the 12-month period in September 1999, the au
be initiated by either partput once an appeal has thorities in February 1999 replaced the 12-month rule with-a de

clining scale of exit levies. Under this arrangement, for funds that
N entered Malaysia before February 15, 1999, repatriation of the
10Danaharta employs the servicesAothur Andersen, while principal of portfolio investments is subjected to a Jewvigh the
the financial advisors to Danamodal are Solomon Smith Barney levy decreasing with the duration of investment in Malaysia
and Goldman Sachs. (starting from 30 percent, reduced in steps to O percent if repatri
MWTwo institutions have since been taken out of the Danamodal ated after 12 months from the date of entry or September 1, 1998,
process. whichever is later).
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watch list would not be expected to comend

Table 19. Malaysia: Public Cost for banks that could indicate prudential eon
Financial Sector Restructuring straints—for example, rising nonperforming
(As of the end of March 1999) loans or the prospect of violating prudential

standards—would be exempted from thegear
e Base lending rateThe formula for computing
Percent Billions of the base lending rate was modified to reflect
of GDP US. Dollars greater sensitivity to Bank Negara Malaysia
policy rates, and to lower the premium that

Recapitalization including

deposit guarantee 2 1.6 banks chage.
Purchases of non- ¢ Loan classificationBank Negara Malaysia an
performing loans 3 24 nounced changes in the classification system so
Total 5 4.0 that the default period for classifying loans as
nonperforming was increased from three to six
Source: National authorities; and IMF staff estimates. monthsy and 20 percent SpeCIfIC prov|s|0ns on

substandard loans were no longer requitéd.
Effective March 24, 1999, Bank Negara Malaysia
amended its loan classification and provisioning
» Exchange rate policySubsequent to the intro  guidelines again so that substandard loans—those
duction of capital controls, the authorities fixed overdue between three and six months—wouid re
the exchange rate of the ringgit at 3.8 ringgit to quire provisioning of 20 percent. Doubtful loans—
the U.S. dollar overdue between six and nine months—woukld re
« Reseve requirements Statutory reserve fe  duire provisioning of 50 percent; and loss loans
quirements were reduced to 4 percent of eligible —those overdue for more than nine months—would
liabilities—from 10 percent in February 1998 to require provisioning of 100 perceHt. Provisions
8 percent inAugust—applied to the mainte ~ must cover losses in the value qf.securities. Nenper
nance period beginning September 15, 1998. forming loans can be reclassmed_ as performln.g
The allowed averaging of 20 percent was kept when repayments are made continuously for six
unchanged. months, rather than 12 months as required before.
Loan limits Existing limits on lending to the
property sectgrand for the purchase of shares,
were relaxed. Loans for residential mortgages °The modifications introduced in September 1998 should be
up to a value of 250,000 ringgit were made ex Seen against the more stringent loan classification system insti

P tuted in December 199This system had introduced an auto
empt from the 20 percent ceiling on loans to the matic 20 percent provisioning against substandard loans defined

property sector—the previous exemption Was as nonperforming for a period of three months. On the basis of
150,000 ringgit.The ceiling on loans for share that scheme, Bank Negara Malaysia classified institutions, and
purchase was increased for commercial banks Danamodal and Danaharta determined estimates of recapitaliza
from 15 percent of portfolio to 20 perceftso tion needs, and likely nonperforming loan sales. On that basis,
. ) . ’ nonperforming loans in July had increased to 14.2 percent.
flna_ncmg maglr_\s for the purChase of motor Banks, if they wish, can retain the more conservative three
vehicles were increased from 70 percent t0 months’nonperforming loan classification. Of Malaysiar8 fi

85 percent. nancial institutions, 21 (accounting for 46 percent of total loans in
Credit floor tamget A floor tamet for credit the system) have retained this tight classification rule.

: . L4kor trade finance loans, the default periods for the classifica
growth durlng 1998 was established at 8-per tions are shortened as follows; substandard—default between one

cent. Howeverthe authorities indicated that  and two months; doubtful—default between two and three
weak banks on the Bank Negara Malaysia months; and bad—default greater than three months.
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he Philippines has been lessfeated than crisis led to a further substantial disruption in-eco

neighboring countries by th&sian crisis and nomic activity Following the devaluation of the
did not undego a similar degree of capital outflows, Thai baht in early Jujythe Philippines experienced a
banking sector distress, and other forms of financial large decline in capital inflows, a further fall in the
upheaval!> Nevertheless, the combination of initial stock market, and pressures on the p&se.Bangko
weaknesses in the banking sectbe fallout from Sentral ng Pilipinas initially intervened in support of
the crisis in neighboring countries, and the possibil the peso; these fefts, howeverproved unsustain
ity of more intensive contagion led the Philippines to able when about $2 billion in Bangko Sentral ng
undertake preemptive measures to address potentialilipinas reserves were lost in a few dalise peso
financial sector weaknesseghe program, devel was allowed to float and fell from about 26 pesos per
oped with the support of the IMF and tkéorld U.S. dollar at the end of June 1997 to a low of about

Bank, complements and deepens tHeref to im 44 pesos in September 1998, before stabilizing at
prove the dfciency of financial intermediation de  about 36 pesos per U.S. dollarterest rates—mea
ployed during the previous yed#s. sured by the return on the 91-day treasury bill—in

creased gradually from 10.5 percent in June 1997 to
about 19 percent by January 1998 as the authorities

Background attempted to keep the depreciation of the peso under
control; they subsequently fell back to about 13.5
Macroeconomic Setting percent by early 1999 he authoritiesstrategy thus

initially focused on tight monetary and fiscal poli
cies. But, as stabilization took hold, the stance
shifted gradually toward supporting recovery

Real GNPgrowth reached 5.8 percent in 1997—
reflecting very strong growth in the first part of the
year—but fell to only 0.1 percent in 1998, while at
the same time inflation increased to over 10 percent,
and accelerated further in early 1999Despite the
significant contraction in capital inflows—the capital
account surplus fell to $900 million in 1997 and $400
million in 1998—foreign reserves recovered during
1998 owing to the rapid adjustment of the current ac
count of the balance of payments, which recorded a
surplus of over 1 percent of GMP1998.

The performance of the Philippine economy prior
to the current crisis had been improviAdter sev
eral years of accelerating growth rates, the expan
sion of real GNReached 6.8 percent in 1996. Infla
tion remained well below 10 percent a y€eHne
balance of payments remained strong, and foreign
reserves of the Philippineséntral bank, the Bangko
Sentral ng Pilipinas increased from less than $5 bil
lion at the end of 1993 to about $8 billion (1.7
months of imports) at the end of 1997; strong capital
inflows—which reached $8 billion in 1996—fsét
the rapid widening of the current account deficit to
almost 5 percent of GDR 1996.

In early 1997, the Philippines were faced with a
large decline in the stock market and pressure on the
exchange rate. From mid-1997, although to a lesserCharacteristics of the Financial Sector

degree than in otheisian countries, the regional Private banks in the Philippines comprise univer

sal or “expanded” banks (by far the dast
component of the banking system), nonexpanded
15This appendix draws on an initial draft by Enrique de la commercial banks, thrift banks, and rural banks
Piedra and contributions from Elizabeth Milne and Greta

Mitchell-Casselle.
16Banking sector reform is a major component of the BVF’

Stand-ByArrangement approved in March 1998, and \tterld 17n addition to contagion from the oth&sian countries, the
Bank’s Banking Sector Reform Loan, approved in November Philippines was also adverselyeaited by the weather pattern as
1998. sociated with El Nifio.
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Table 20. Philippines: Selected Banking Sector Indicators as of December 31, 1998
(In billions of pesos, unless otherwise indicated)

Commercial Banks Thrife Rural Banking
Universal Nonexpanded? Foreign Total Banks Banks! System
Physical Composition
Number of banks 21 20 12 53 17 826 996
Total number of branches 3,519 650 I 4,180 1,357 1,114 6,651
Balance Sheet
Total Assets 2,029 217 310 2,556 210 58 2,824
of which: Loan portfolio (net) 1,209 131 141 1,481 124 40 1,646
Deposit liabilities 1,318 140 128 1,586 132 38 1,755
of which: Foreign currency 480 50 71 601 8 0 609
Capital 259 44 8 311 28 9 348
Annual Income and Expenses
Total operating income 184 21 25 230 17 3 249
of which: interest income 166 18 20 204 15 2 221
Net income before tax 22 0 4 27 0 0 27
Trust Assets 364 22 27 414 5 — 419

Source: Bangko Sentral ng Pilipinas.
'Data for rural banks in the Balance Sheet and Annual Income and Expenses entries are for June 30, 1998.

(Table 20)t8 Only one universal bank, the Philip  bank or of a new institution incorporated loca{Bn

pine National Bank, is partly owned by the govern average, foreign equity is about one-fifth of total eq

ment1® Thrift banks cater mainly to the consumer uity for universal banks, 13 percent for nonexpanded

retail market and small- and medium-sized enter commercial banks, and negligible in the case of

prises.There are two fully government-owned spe thrift and rural bank&21

cialized banks, the Land Bank of the Philippines and

the Development Bank of the Philippines, which

also undertakes some commercial banking func Precrisis Weaknesses in the

tions. The small government-owned Islamic bank is Financial Sector

currently under a rehabilitation plafotal assets of

the banking system amounted to over 2.8 trillion Prior to theAsian crisis, the Philippines had-un

pesos in 1998, roughly equivalent to annual GNP; degone a period of financial liberalization, coupled

banks represented 90 percent of the banking systemwith rapid financial deepening2 The changes ap

up from 85 percent in 1991. pear to have come too fast for supervision to remain
There are significant restrictions on the size and fully effective. Hence, although the financial condi

operation of foreign bank39The number of foreign  tion of the Philippine banking system in terms of

banks that operate wholly owned branches in thecapital adequacy was better than several of the

Philippines is currently capped at 14. Other foreign neighboring countries, the corporate sector was

banks may apply for a universal or a nonexpandedmore resilient, and the real estate boom less pro

bank license and can operate by acquiring up to 60nounced, there were notable weaknesses in the fi

percent of the voting stock of an existing domestic nancial sector around the time of the crig§ikThe

- 121 egislation pending before Congress as of mid-1999 would
18Yniversal and nonexpanded commercial banks are jointly allow for full foreign ownership of distressed banks.

referred to as the commercial banks. 122Earlier banking sector measures included significant gevern
19n June 1996, the government had reduced its ownership in ment assistance to resolve a banking crisis in the early and mid-

Philippine National Bank from 100 percent to 45.6 percEmé 1980s and a recapitalization of the central bank in 1993.

stock in private hands is widely dispersed. 123n contrast to otheAsian countries, property demand was

120Foreign banks are not authorized to open more than six flat during 1989-94 and in early 1997; théiad vacancy rate
branches or to borrow from headioés more than $4 for every was only 2 percent. In early 1997, the Bangko Sentral ng- Pilip
$1 of domestically held capital. inas took steps to limit bank lending for real estate purposes.
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principal weaknesses and supervisory challenges are ¢ Aweakening in capital level$he deterioration

discussed next.

Structural Vulnerabilities

Several characteristics of the Philippine banking
sector that existed before the crisis appear to have
made it vulnerable to shockehey include:

e Avery rapid gowth in bankslending following
gradual liberalization of banking and substan
tial financial deepening?4 The speed of this
growth in lending brought about significant
problems, including a decline in the average
loan guality an increase in unhedged foreign
exchange operations, and for some banks, grow
ing involvement in real estate lendinbhese
problems have been particularly acute for
smaller commercial banks, thrift banks, and
rural banks.

» A significant gowth in financial intermediation
in foreign curency Mirroring overall trends in
banking sector activifyfinancial intermediation
in foreign currency also grew significantly until
mid-1997, owing in part to the prevailing signif
icant institutional advantages for bank opera
tions conducted in foreign curren&p Total

in banks’portfolios led to a significant weaken
ing in capital levelsAverage capital levels e
mained still comfortable at the onset of the cri
sis, but capital adequacy ratios had been on a
downward trend since 1993. Capital adequacy
declined from 19.2 percent in 1993 to 16 -per
cent in 1997. Moreoververage capital levels
disguised problems of individual institutions—
one lage and several among the smaller ones—
that sufered from low capital levels relative to
the risk implied by their asset portfolios.-Fi
nally, a special regime granted to a few univer
sal banks allowed them to operate with a mini
mum capital adequacy requirement of 8 percent
instead of the 10 percent generally required.

Weaknesses in Prudential Regulation and
Supervision

Despite significant progress since the early 1990s,

at the onset of the crisis the banking sector still suf
fered from problems both in the supervisory frame
work and the implementation of supervisidrhe
main areas of concern were shortcomings relative to
international norms of prudential standards, the ef

foreign currency deposits in the banking system fectiveness of bank supervision, and the enforce
expanded at an annual rate of 38 percent fromment of the bank regulatory and supervisory frame
1994 to 1996, and reached a maximum of $16.3work. Finally mechanisms for bank exit were

billion in June 1997; as a result, foreign -cur
rency deposits increased to more than half of
total bank liabilities, up from only 3 percent in
1990.

inadequate.

Prudential standards

Problems in bank supervision included the

following:

124Total deposits and loans of the banking system increased by
27 percent and 35 percent a yeaspectivelyduring 1993-96,
and expanded a furthell ercent and 16 percent, respectiyvely
during the first six months of 1997. Financial intermediation
deepened significantly in the Philippines, as the ratio of money
and quasi-money to GORcreased from 34 percent in 1991 to 61
percent in 1997, while the ratio of banking system claims on the
private sector to GDBrew from 18 percent to 56 percent during
the same period. Nevertheless, the degree of financial deepening
in the Philippines remained among the lowest of ofk&an
countries dected by the regional crisis.

125-ollowing a long period in which interest from foreign-cur
rency operations was fully tax-exempt, it is now subject only to a
7.5 percent withholding tax compared to 20 percent in the case of
peso depositAt the same time, profits from the banksteign
currency deposit unit operations are taxed at a 10 percent-prefer
ential rate on gross income, compared to the standard tax rate of
35 percent on net profit from other operations. Moreademes
tic banking activity including resident foreign currency deposit
units, is subject to the gross receipts and documentary stamp
taxes, while transactions in foreign currency with nonresidents
and with other foreign currency deposit units are exempt. Finally
while peso deposits are subject to reserve requirements, mostly

¢ Loan classification and pwisioning.Until mid-
1997, loan-loss provisions were not required for
bank assets backed by collateral, even if such
assets were classified as substandard, or for any
bank assets classified as “especially men
tioned.”26 There was also limited capacity of
the Bangko Sentral ng Pilipinas to assess bank
risks.

e Marking to marketPhilippine accounting cen
ventions regarding bankportfolio investments
follow closely the U.S. pattern. Banks were not
required to mark to market their equity porftfo
lios, but in contrast to U.S. norms, this included
their trading accounts—thus they could defer
recognition of losseshe lage changes in the
value of bankssecurities portfolios following
the onset of the crisis resulted in significant

126The “especially mentioned” classification was routinely

unremunerated, foreign currency deposits are not subject to re used for loans where supervisors found minor documentary

serve requirements.

weaknesses, including for third party guarantors.
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changes in their market value, but the adjust ratings were applied mechanistically with no
ment to book values arising from marking to role for the supervists judgment; in addition,
market was not properly accounted fone true to determining the overall CAMELating of a
soundness of certain banks was thus not readily bank, the supervisors normally averaged the in
apparent. dividual component ratings; as a result, it was

» Transpaency Although banks listed in the possible for an insolvent bank to be evaluated as
stock exchange were required to disclose their “good.”

balance sheets publicly on a quarterly basis, no
information was provided on the level of ron
performing loans, classified assets, and loan-
loss provisions, for instance. Unlisted banks Even though the supervisory authorities generally
were under no obligation to disclose their finan received good compliance from banks on routine re
cial accounts to the public. External audits of quests, their ability to require banks to adopt actions
banks were not integrated into the supervisory to correct problems was limited. Furthermore, penal
process, as external auditors were not under anties for noncompliance with norms and regulations
obligation to report materially adverse factors were low and there was inadequate protection for
and events to banking supervisors. supervisors against lawsuits related to actions taken
» Consolidated supeision. The Bangko Sentral in the course of their 6€ial duties.There were also
ng Pilipinas did not address bank solvency on a no mandatory administrative actions to be triggered
consolidated basis, nor did it consolidate the when a banls financial condition deteriorated -be
banks'trust activities with on-balance sheet ac yond certain preestablished limits.
tivities to determine capital adequattyalso did
not attempt to consolidate foreign currency ex
posures between banks and thefiliated for-
eign currency deposit units in determining eom The framework for bank closures was time-
pliance with prevailing regulatory limits. consuming. If the Monetary Board deemed that a
troubled bank could not be rehabilitated, it would be
closed and placed under Philippine Deposit Iasur
ance Corporation (PDIC) receivership. However
Although some improvements took place during there were no specific time limits for the Monetary
the years prior to the beginning of tAsian crisis, Board to take such a decisiorhe PDIC had to de
supervisory practices in general remained weak. termine within a maximum of 90 days whether to re
» On-site examinationslhe on-site examination habilitate or close the bank; it was limited in its role
process was not oriented toward an analytic ap as a receiver since it could not dispose of assets of a
proach that would allow an assessment of risk at bank in receivership until the bank was closed. Even
the bank level and of the systems used by banksworse, the Secrecy of Bank Deposits law prevented
to manage risk??7 Rather it was heavily the PDIC from gaining access to information regard
weighted toward the examination of asset qual ing the liabilities covered by deposit insurance be
ity and compliance with laws, rules, and regula fore it was named as receiver of the bakklocal
tions. Moreoverbank solvency was assessed on currency bank deposits are insured up to 100,000
an unconsolidated basis. Finallje scheduling  pesosThe actual liquidation of a bank may take-sev
of on-site bank examinations was too €on eral years to complete under the current system, re
strained. On-site examinations were undertakenflecting inadequacies in the judicial system. More
on an annual basis, and additional examinationsover, even when fully under wayn some cases the
required Monetary Board approval. Bank se courts have ordered the authorities to reverse their
crecy legislation prevented supervisors from ac decision and reopen a bank. Since supervisors, as
cessing disaggregated loan information,-pre well as the management and board of the Bangko
venting assessments of risk concentration. Sentral ng Pilipinas, do not have explicit immunity
» Off-site monitoring The approaches used for from prosecution (although such immunity has been
offsite monitoring were not well-suited to eval proposed in legislation pending before Congress), an
uate the financial condition of the institutions. overruling by the judiciary has had a chillingesft
The CAMELsystem excluded sensitivity analy on the Bangko Sentral ng Pilipinasiillingness to
sis for market riskThe individual component  act.
The process of closing down a bank has been
complicated further by the fact that the Bangko-Sen

1271 early 1998, a pilot test of risk-based supervision was initi  tral Ng Pilipina_s may incur ﬁnanCial_ losses. Such
ated in one bank. losses may arise from uncollateralized overdraft

Enforcement capacity

Framework for bank exit

Effectiveness of supervision
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lending to a troubled bank; the inability by the Pilipinas, and setting a clear timetable for compli

Bangko Sentral ng Pilipinas to realize the collateral ance or applying the policies contained in the matri

backing emagency loans to banks (in part owing to ces of sanctions and prompt corrective action ap

valuation problems); and the fact that, in the event it proved recently by the Monetary Board.

runs out of resources, the PDIC can borrow from the

Bangko Sentral ng Pilipinas. L . .
oan-Loss Provisions

Banks are now required to make a general loan-
Avoiding a Crisis and Bolstering the loss provision of 2 percent and specific loan-loss
. . provisions of 5 percent for loans especially men
Financial Sector tioned and 25 percent for secured substandard loans.

The Philippine authorities adopted a financiatsec The new specific provisions had to be metApyil
tor reform program in early 1998 aimed at strength 1999 and the general provision by October 1989.
ening the bankstapacity to withstand shocks,-en avoid an undue restriction of credit growth, the
hancing the prudential and supervisory framework, Bangko Sentral ng Pilipinas in eaAypril 1999 tem
and encouraging market-based consolidation in theporarily freed any net increase of bank lending
banking sectorMinimum capital and loan-loss pro ~ above the March 1999 level from the general provi
visioning requirements were tightened, regulatory Sioning requirement. Most institutions are comply
standards in a number of areas were brought closefng with these new regulations. For those that are
in line with international best practice standards, the not, especially thrift and rural banks, the sanctions
focus of bank supervision was reoriented toward the outlined in the newly instituted policy of prompt and
analysis of risk, and bank exit policies were graduated corrective actions, such as restrictions on
strengthenedThe main provisions of the financial branching and payment of dividends, are applied.
sector reform program include the followi#§.

Marking to Market

Bank Capital Requirements The Bangko Sentral ng Pilipinas has required

Minimum capital requirements for banks would banks to start marking to market their trading securi
be raised through the end of 2000, with intermediateties portfolio. Accounting standards have been
minimum levels for the end of 1998 and the end of agreed upon with the Bankefssociation of the
1999129 At the same time, the lower capital ade Philippines, and the relevant price benchmarks have
quacy requirement of 8 percent (instead of the usualPeen discussed with market operators.

10 percent) that was allowed for certain universal

banks was phased out in January 19H% lager Transparency and Disclosure

banks have not encountered problems in meeting the o
new minimum capital requirements. Several entities TO enhance transparency and market discipline,
among the other groups of financial institutions have the Bangko Sentral ng Pilipinas instructed all banks
encountered more prob|ems meeting the new re listed in the Phlllpplne Stock Exchange to disclose
quirementsThe authorities have addressed the more publicly, as of December 1998, detailed information
severe cases by stimulating mers, signing memo 0N a quarterly basis, including the level of norper

randa of understanding with the Bangko Sentral ng forming loans and the ratio of nonperforming loans
to the total loan portfolio, the amount of classified
assets and other risk assets, and the extent of specific
- and general loan-loss reserves.

128The Philippine National Bank, the only d¢@r bank in finan
cial difficulties, is not fully subject to the regulations set out
below but the authorities have reconfirmed their intention te pri Consolidated Supervision
vatize the Philippine National Bank by mid-2000. In the mean . . . .
time, the realization of losses has brought down the capital ade ~ The authorities have started to supervise financial
quacy requirement to about half of the required 10 peréent. ~ conglomerates in a consolidated fashion. Since leg
:’;tjegr’]‘?:ea:sde'tifégg:g?;zzz H;acty\l\;ltlalqz?rg:ﬁeesgs for privatization js|ative changes are needed to fully impose consoli

129Vlinimum capital is to increase to 5,400 billion pesos (from dated qa}pltal re,qu'remems _a”‘?' eXte”‘?‘ consolldqted
3,000 billion pesos) for expanded commercial banks and to 2,800 SUpervision of financial institutions to include their
billion pesos (from 1,625 billion pesos) for commercial banks. interests in nonfinancial ventures, the authorities
Ruratl aand thr(ijft bank?hwill cqntirtlrL]Je to _tlwlavefd'rf??mraequire have proposed an amendment of the General -Bank
ments depending on the region they will operatélite maxi : : : :
mum capital requirement for thrift banks will be 400 million ing Act in tI’_]IS regard.The amendment is Currently
pesos (from 200 million pesos) and for rural banks 32 million Under consideration by Congre3fie Bangko Sen

pesos (from 20 million pesos). tral ng Pilipinas has already begun to consolidate
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limits on foreign currency exposures between banks
and their diliated foreign currency deposit units.

Bank Licensing

Stricter licensing guidelines for establishing banks
have been in place since July 1998, focusing on the
three additional requirements: the submission of the
statement of income and expenses for the last three
years for each of the subscribers; evidence of asset
ownership; and in the case of a foreign bank, certifi
cation by the home supervisory authority that it
agrees with the proposed investment.

Supervisory Methods

The Bangko Sentral ng Pilipinas has changed the
focus of its supervision activities from a purely com
pliance-based and checklist-driven assessment of e
banks’condition to a forward-looking and risk-based
framework.Together with the change in emphasis
towards a risk-based approach, significant improve
ments have taken place in the area of rating method
ologies.The CAMEL rating system has been revised
to ensure that the composite rating will never be bet
ter than the bank’individual factor rating for capital
adequacyAs of July 1998, “sensitivity to market
risk” (“S”) was added to arrive at a CAMELS rating
system, and the composite rating system will be
based on the weighted sum of the component rat
ings, with each component assigned aedént
weight depending on the size, complexity of aetivi
ties, and risk profile of the institution being rated.

ward- and backward-looking indicators in early
1998.

Bank eceivershipThe authorities have agreed
to adopt two measures to improve the ability of
PDIC to act as the receiver of banks, including
selling assets of distressed banks to pay for the
administration costs related to receivership, and
faster approval by the Monetary Board of a-pro
posed liquidation.

Prompt corective action for bank capital sher
falls. The Bangko Sentral ng Pilipinas has
adopted explicit procedures to be used when
banks fail to reach certain thresholds of capital
adequacyln particulay the authorities have-is
sued a matrix of sanctions and of graduatee cor
rective actions to be taken according to the de
gree of capital shortfall and noncompliance with
other prudential norms.

Measues to educe Bangko Sentral ng Pilipinas
financial lossesThe Philippine authorities have
taken several steps to reduce the financial risk
for the Bangko Sentral ng Pilipinas associated
with assistance to banks in distre&sampling
includes stopping the distribution of dividends,
imposing certain obligations on the banka/n-

ers and dfcers, and eliminating uncollateral
ized overdrafts.

Bank Restructuring

Measures in the area of bank restructuring are cur
rently limited to the privatization of the remaining
government stake in the Philippine National Bank

and the announcement of rger incentives:

The Role of External Auditors

External auditors of banks have been required,
since the end of September 1998, to report to the
Bangko Sentral ng Pilipinas all matters that could
adversely dect the financial condition of their
clients, any serious irregularity that may jeopardize
the interests of depositors and creditors, and any
losses incurred that substantially reduce the lsank’
capital. Noncompliance by auditors with this re
quirement will lead to loss of accreditation.

Bank Resolution

The authorities also addressed problems in the

recognition and resolution of weak banks:

« Intensified bank monitoringrThe Bangko Sen .
tral ng Pilipinas has adopted a program of inten
sified monitoring of selected banks and is-con
ducting special examinations of banks without
specific previous authorization on the basis of a
regularly updated list of banks in potential-dis
tress, which it started to compile based on for

An important element of the authoritiediat
egy to enhance the overall soundness of the
banking system is to strengthen the financial
performance of Philippine National Bank, the
second lggest bank in the country in terms of
assets. Philippine National BasKinancial per
formance has deteriorated significantly due to
the efects of the current regional crisis. In early
1999, the bank retroactively recognized the im
pairment of its assets and wrote down its capital
accordingly Philippine National Bank' risk-
weighted capital fell below regulatory norms,
although it continued to meet the minimum -cap
ital requirementThe authorities intend to priva
tize their remaining holdings of the bank stock
by mid-2000.

The Monetary Board has granted additional in
centives for banks considering the option of
meiging if otherwise unable to comply with the
new minimum capital and provisioning require
ments.The meged bank would in general be al
lowed time to comply with specific rules and
regulations.
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Linkages with Corporate Sector Reforms 1998130 On average, all classes of banks en
joyed healthy capital adequacy ratios; among
large banks, all except one have a capital ade
quacy ratio well in excess of 10 percenhe
improvement in the level of capital adequacy ra
tios reflected a slowdown in bankssset
growth, a shift in asset composition from loans
to investment in government papand other
zero risk-weighted assets, as well as the new
minimum capital requirements.

¢ Nevetheless, asset quality deterioratethe
rapid increase in the ratio of nonperforming
loans to total loans since mid-1997 is an impor
tant indicator of the growing problems in the
banking sectorThe oficially reported overall
nonperforming loan ratio reached 14 percent by
mid-1999, compared to 4 percent in June 1997.
The nonperforming loan ratio is much higher
among thrift banks and rural banks than it is
among commercial banks.

e Bank earnings fell,aflecting a general slow
down in the business enmitment and the need
to constitute the new loan-lossopisioning e
quirements The envisaged tax deductibility of
loan-loss provisions was not implemented as
scheduled, hence the aftmix profit of banks
was much weaker than expected, making it
more dificult for some smaller banks to comply

Philippine companies have beeirfeated by the
regional crisis to a lesser degree than those in neigh
boring countries, in part because of their lower expo
sure to foreign debt and better corporate perfor
mance. Howevelthere is a concentrated ownership
structure in the corporate sector as well as the cross
shareholdings between banks and corporatibhs.
authorities’structural reform agenda includes some
measures to strengthen the corporate seictclud
ing a strengthening of the institutional capacity of
the Securities and Exchange Commission to deal
with distressed corporations while protecting the
contractual rights of creditorfhe new emphasis on
risk-based bank supervision methods as well as the
more rigorous disclosure requirements for banks
will also provide an early warning system of corpo
rate distress.

Impact of the Regional Crisis on
Bank Performance

In spite of early measures to avoid a wider bank
ing crisis, the banking sector underwent a period of
increased stressThe developments include the
following:

¢ Activity in the banking sector deceleratdd
the first half of 1998, total deposits expanded
merely by 5 percent, and the stock of outstand
ing loans contracted by over 2 perceftte fi-
nancial crisis seemed to have prompted a more
conservative attitude on the part of the banks
while noticeably slowing the demand for credit.
At the same time, banks started to scale down

with minimum capital requirements. For the
banking system as a whole, the average return
on equity declined to 1 percent by the end of
1998, from 1.7 percent in 1997, and an average
of over 2.3 percent from 1990 to 1996.

Bank failues.Since the start of the currentfdf
culties, one small commercial bank, seven thrift
banks, and 18 rural banks have fail@their

their expansion programs to ensure compliance
with new minimum capital and loan-loss provi
sioning requirements that becaméeefive in
the fourth quarter of 1998.

¢ Foreign curency deposits contracted, falling by
17 pecent between June 1997 and June 1998

combined assets amounted to less than 1 percent
of total assets.
Unlike the crisis countries, howeyéhe structure

of the financial system has seen little change: one
small commercial bank was closed and several oth
Vel ; 4 ers are in talks to mge131 Reflecting the lesser
Most of the Philippine banking sectsiforeign — hroplems in the financial system, no public funds
currency liability exposure is to domestic Fesi  haye peen needed for financial sector restructuring,
dents, which may make it less vulnerable t0 gycept for liquidity support provided to the one

capital flight than in otheksian countries. Non small commercial bank that was subsequently
residentsdeposits grew by 70 percent a year gjgsed.

during 1994-97 and continued growing in the
first half of 1998, but still accounted for less
than 25 percent of total foreign currency- de
posits by June 1998.

130This may not fully reflect the impact of the new minimum

. . . . capital and loan-loss provisioning requirements, which only be
* The decline in the bankmg sedtocapltal ade came mandatory as of the last quarter of 1998.

quacy equirements prior to the crisis has been  131This excludes closures of thrift and rural banks, which are
reversed it reached 17.6 percent at the end of routine.
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he floating of thel'hai baht on July 2, 1997 tig  uation culminated in a change of government in No

gered a deep macroeconomic and financial sec vember 1997After a significant strengthening of the
tor crisis132 Thailand was not only the first among economic program there was, starting in early 1998, a
the crisis countries, but the first to enter into a stabi gradual return of confidence, which was reflected in a
lization program supported by the IMF firming exchange rate, although real output continued
to decline.

To support the exchange rate, monetary policy
was initially tight, resulting in relatively high money
market rates. In March 1998, this was combined
Macroeconomic Setting with a more accommodative fiscal stance to allow
automatic stabilizers to work. By mid-1998, with a
deeper recession than expected and a marked
strengthening of the baht, monetary policy was
eased and interest rates were gradually lowered. By
early 1999, the exchange rate had stabilized and
money market interest rates stood below precrisis
levels. Growth for 1999 is now projected to be posi
tive, albeit small. Notwithstanding considerable
progress in financial sector restructuring, and an im
proved market sentiment, significant downside risks
to economic recovery remain.

Background

Under the framework of a pegged exchange rate
regime, Thailand had enjoyed a decade of robust
growth performance, but by late 1996 pressures on
the baht emered. Pressure increased through the
first half of 1997 amidst an unsustainable current ac
count deficit, a significant appreciation of the real
effective exchange rate, rising short-term foreign
debt, a deteriorating fiscal balance, and increasingly
visible financial sector weaknesses.

Following mounting exchange rate pressures and
ineffective interventions to alleviate these pressures,
the baht was floated on July 2, 1997In light of
weak supportive policies, the baht depreciated by 20Characteristics of the Financial Sector

percent against the U.S. dollar in Jullp arrest the As of December 1996. the financial svstem in
pressureThailand, omugust 20, 1997, entered into Thailand consisted of i5 domestic cor>1/1mercial
ZJhrr:ga/sngﬁ:ﬁr}ﬁ}%grﬁg%eT@;rm'tgggﬁ Img banks, 14 branches of foreign banks, 19 foreign
As?an Development Bank. Japan. and othér coun banks established under Bangkok International
; P » Japan, : Banking Facilities, 91 finance and securities compa
tries. Key policy measures of the program included ;oq "7"hecialized state-owned banks, some 4,000
steps to restructure the f'”_a”c'a!' secbouch as f_|scal savings and agricultural cooperatives, 15 insurance
adjustment and the continuation of a floating ex companies, approximately 880 private provident
Chzg%ﬁéaéﬁssigséegad to othasian countries and funds, and 8 mutual fund management companies.
- P ; - Total assets of the system amounted to 8.9 trillion
the sentiment of investors toward the region remalnedbaht (190 percent of GDP), of which the commercial
shaky rollover ratios of short-term debt declined and ) "2 5ne accounted for 64 percent (121 percent of
the baht pontlnueo_l to depreciate. Econo_mlc activity GDP), finance companies for 20 percent (39 percent
also declined, as investment, consumption, and ex ¢ ) “and specialized state banks for 10 percent
port demand fell sharpl¥he increasing lack of cen (8 percent of GDP). One gg commercial bank and
fidence in the governmenstability to manage the sit two finance companies were majority state-owned.
In an efort to make Bangkok an international fi
132This chapter draws on an initial draft by Mats Josefsson and nance center that could compete with Hong Kong and
LS . Singapore, the Bangkok International Banking Facili
contributions from Carl-Johan Lindgren. 5 ] . .
133Thailand had committed almost all its foreign reserves in its ti€S was established in 1993 to formalizésbére
efforts to support the fixed-exchange rate regime. banking business imhailand. Bangkok International
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Banking Facilities'operations mainly involved bor =~ Weaknesses in Prudential Regulation
rowing in foreign currencies from abroad and on- and Supervision

lending the funds locally and conducting international
trade financingAs an incentive for development, the
Bangkok International Banking Facilities benefited
from a number of tax exemption&s of December
1996, 45 financial institutions held licenses to operate
offshore banking businesses, of which 15 wHnai
commercial banks,11foreign bank branches already
operating inThailand, and 19 other foreign banks.

The structural weaknesses resulted, in part, from
weaknesses both in the content and the implementa
tion of prudential regulation.he main weaknesses
were:

e The wles for loan classification, pwisioning,
and accounting wer inadequate and werap
plied inconsistentlyThus, the reported capital
adequacy ratios were grossly misleading since
loans were not appropriately classified and pro
visioned for For example, financial institutions
had built up lage loan portfolios of increasingly
questionable qualifysecured by generally over
valued asset collateralhese loans were often
simply restructured (“evgreened”) when pay

In response to banking sector weaknesses in the  ment problems arose and not reclassified.
1980s, thé@ hai authorities had initiated reform mea  Interest on nonperforming loans continued to
sures, including the creation of the Financial Institu accrue and, hence, significantly overstated fi
tions Development Fund, a separate legal entity nancial sector earningg his had made it possi
within the Bank ofThailand with a mandate to-re ble to pay dividends, bonuses, and taxes on
structure, develop, and provide financial support nonexistent profits, &ctively decapitalizing
(liguidity and solvency) to financial institutions. these institutions.

Notwithstanding these and other refornfods, the e There wee no pudential limits on loan concen
authorities failed to properly manage the risks in the tration. In the absence of such restrictions,
rapidly growing banking system. Structural weak banks built up excessive exposure to particular
nesses that, in conjunction with the macroeconomic sectors such as the property marKdtere was
developments outlined above, led to the eyaece also excessive lending based on collateral rather
of a full-blown banking crisis included: than proper credit assessment; thus, when the

Precrisis Weaknesses in the
Financial System

Structural Vulnerabilities

* The quality of loan pdfolios in banks and i
nance companies was wedhk banks, nonper
forming loans (more than six monttw/erdue)
were 7.2 percent of total loans at the end of
1995, and increased tdl.B percent in May
1997. In finance companies, nonperforming
loans also increased sharply over the first few
months of 1997 (from 6 percent at the end of
1996 to 12 percent in May 1997). Given the
weak accounting standards, market analysts be
lieved the figures were too Igvand estimated
nonperforming loans to be at least 15 percent of
total loans for banks, and at least twice as high
in finance companies. Most finance companies’
assets were related to real estate.

e Banks and finance companies had not put aside
sufficient esewes for their rapidly deteriorat
ing loan potfolios. There was, for example, no

asset price bubble burst, banks faced rapid de
clines in the value of their collateral.

The pudential framework was generally weak
and fragmentedThe ministry of finance was
chaged with the overall authority for supervi
sion of banks and finance companies, but had
delegated the day-to-day responsibility for su
pervision to the Bank ofhailand.The ministry

of finance had authority to grant, suspend, and
revoke banking licenses and to intervene in
banks and finance companies through a control
committee for each institution. Liquidation of
financial institutions was under ministry of fi
nance authority and was subject to the bank
ruptcy act for nonfinancial corporations.

Impact of the Crisis and Initial

provisioning requirement for substandard loans: Resolution Measures

loan classification and loss provisioning was

only tightened in March 19994 The Crisis in Finance Companies

Finance companies had disproportionately the
134n March 1997, the Bank dfhailand introduced provisien largest exposure to the property sector and were the
ing requirements against substandard loans in banks and financefjrst institutions aflected by the economic downturn.

companies at 15 percent and 20 percent, respectioddg imple ; : T :
mented over a two-year period. Howevender pressure from Much of the later spillover to other institutions, in

weak institutions the authorities soon extended the implementa Particular to the banking sectavas triggered by the
tion period to five years. failure of the initial measures to stabilize this sector
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Financial sector restructuring was initiated on solved, oficial assurances raised rather than reduced
March 3, 1997, when the Bank ©hailand and the  the marke® apprehension.
ministry of finance announced that 10 as yet un
named finance companies had asset quality-prob
lems and instifcient liquidity, and would need toin
crease capital to cover weak real estate loans and After the peg of the baht was abandoned on July
finance growthAccording to the announcement, 2, 1997, the rapidly depreciating exchange rate and
there was to be a tight deadline for the increase infalling property values led to major deterioration of
capital—the shortest period of time allowed in the banks’loan portfolios.This raised concerns about
law—and, if the finance companies were unable to the solvency of the entire financial system. Esti
raise capital, they would have to sell their shares tomates undertaken by an IMF advisory mission in
the Financial Institutions Development Fufidhe mid-July 1997, based on rough assumptions of the
Financial Institutions Development Fund would level of problem loans and recovery rates, suggested
therefore dkctively take over the finance company that by mid-1997, some 500 billion baht ($17 billion
The public was also assured that, apart from the 10or 9 percent of projected 1997 GDP) would be re
institutions mentioned, all other financial institutions quired to restore the legally required minimum eapi
could increase capital through their owfodst. tal adequacy of banks and finance compariiés.

In the period from March to late June, the Bank of “hole” was estimated to be about 270 billion baht
Thailand—in absolute secrecy—provided liquidity ($9 billion) in banks and 230 billion baht ($8 billion)
support at below market interest rates to 66 financein finance companieg.hese aggregate figures indi
companiesThere was also liquidity support to two cated that manyif not most, ofThailands 91 fi
banks!35 A small part of the liquidity was provided nance companies were insolvent, while banks as a
from the Financial Institutions Development Fusnd’ group were solvent, but undercapitalized. In the ab
own accumulated reserves, some through Financialsence of detailed supervisory information on indi
Institutions Development Fund borrowing in the vidual institutions, there was an expectation that the
overnight repo market, and the remainder was fi five largest banks (representing about two-thirds of
nanced through Financial Institutions Development the banking system) were among the strongest in the
Fund bonds, which were purchased by the Bank ofsystem, so that several of the small- and medium-
Thailand. seized banks most likely were insolvent.

To stop the liquidity drain, on June 29, 1997, the At this stage, the authorities developed a strategy
Bank of Thailand suspended for 30 days the opera to restructure the financial system in cooperation
tions of 16 finance companies, including 7 of the 10 with the IME The strategy was based on three steps:
“initially targeted” institutions, based on their capital < exit of all nonviable financial institutions;

Design of Initial Resolution Efforts

inadequacy and the need for liquidifyhese 16 ¢ issuance of a temporary blanket guarantee pro
companies were required to submit rehabilitation tecting all depositors and creditors in the re
plans to the Bank dfhailand by July 1. Companies maining financial institutions, so as to calm the
that failed to submit plans, or whose plans were re market and give the authorities Bcient time
jected by the Bank ofhailand/ministry of finance, for restructuring measures; and

would have their licenses revoked and be absorbed < restructuring and rehabilitating of tibai finan

by Krung Thai Thanakit, a majority government- cial system to raise to international standards.
owned finance companyn addition, four other The strategy depended on the implementation of a

identified “core” finance companies were invited to range of supporting measures, in particular:
play a role in absorbing some of the suspended com < macroeconomic policies that restored fiscal and

paniesThe government also announced that it: monetary control;
e would not suspend any more finance companies ¢ establishment of the FRi& replace the Bank of
beyond the 16 already suspended; and Thailand and the ministry of finance temperar
« would guarantee all domestic and foreign de ily as decisionmaker on all matters related to fi
positors and creditors, of all finance companies nancial sector restructuring; and
other than those suspended. e announcement of a consistent and comprehen
However these measures failed to calm the-mar sive medium-term restructuring strateg¢y be

kets, mainly because there was increasing uncer explained to the public through a professionally
tainty over the exact extent of the guarantees due to  managed information campaign.
inconsistencies in @tial statementswith inconsis
tencies among the dé&rent announcements unre I .
mplementation
3% or some finance companies, the amounts involved were in ~ ON August 5, 1997, the ministry of finance and
excess of four times capital. the Bank ofThailand issued a joint statement-an
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nouncing measures to be taken to strengthen-confi reolganized, and only by late September were in
dence in the financial systefhe implementation  structions issued to the suspended companies on
of the program to a lge extent followed the steps what information they had to submit, and which cri
just outlined.The policy framework was built on teria had to be met before they would be allowed to
the separation of finance companies facing actual orresume operations.
imminent insolvency from those that were judged to  The government through its actions made clear
be viable, based on the following three criteria: that it stood fully behind the Bank dhailand.To
(1) magnitude of liquidity support (borrowing from support the restructuring/rehabilitation process,
Financial Institutions Development Fund); (2) dete emegency decrees were passed on October 24, 1997
rioration of capital; and (3) the size of nonperferm to: (1) establish the FR# deal with the suspended
ing loans. finance companies; (2) amend the Commercial

Finance companies deemed to be facing actual orBankingAct and the Finance Compa#Agt so as to
imminent insolvency were suspended and given 60empower the Bank dfhailand to request capital-re
days to complete due diligence and present a-rehaductions, capital increases, or changes in manage
bilitation plan to the Committee on Supervision of ment in troubled commercial banks and finance
Merger orTransfe3é |n all, 58 finance companies companies; (3) establish an asset management com
out of 91 had their operation suspended, including pany to deal with assets of the 58 finance companies
the 16 finance companies suspended eadiethis that had their operations suspended, or impaired as
stage, the authorities decided not to take any actionsets in any financial institution in which the Finan
against commercial banks, even though there werecial Institutions Development Fund had acquired
signs that at least two small banks faced seriousshares (intervened) and assumed management con
weaknesses. trol; and (4) amend the Bank ©hailandAct to em

A government guarantee for depositors and eredi power the Financial Institutions Development Fund
tors in all remaining finance companies and banksto lend to these institutions with or without collat
was announced, and the conditions were spelled oukral, raise the fee chged to financial institutions
in a joint press release by the ministry of finance and whose depositors and creditors were protected, and
the Bank ofThailand13”However there were major  make explicit the governmenstfinancial support of
uncertainties surrounding the guarantee, includingthe Bank ofThailand (thus making the guarantee
whether it would be legal for the Bank ®Bhailand more credible).
to provide the liquidity to honor the guarantee. The finance companies were given until the end of
Shareholders and holders of subordinated debt wereDctober 1997 to submit their rehabilitation plans to
not covered by the guarantee. the FRA, which in turn had one month to assess the

There were delays in initiating some of the an rehabilitation plans submitted and to make a recom
nounced restructuring measurg&be magnitude of  mendation to the ministry of finance on how many
the problems, along with interagency issues of-coor finance companies should be allowed to resume
dination and political problems, all took time te re their operationsWith the assistance of private eon
solve, delaying the implementation of necessary sultants, the FRAefined its analysis to allow thor
policies.The committee managing the process was ough technical consideration of the rehabilitation

plans based on uniform criteria.
On December 8, 1997 the FRAd the ministry of
finance announced the permanent closure of 56 fi

" 136The committee had initially been set up to handle the sus nance companies. iny two companies were _al
pension of the 16 finance companies. lowed to reopen, subject to the stipulated new capital

137The treatment of depositors and creditors in the 16 initially being paid inThe fact that various politically attrac
Euiﬁzf}gﬁg a_:d 4?_;2?9{6593(5))93233 f_itnoé:nc_ﬁ &oemfea?f:n\::v:i g#]ideﬁve but financially dubious mger proposals had
pgnies hadvg (?hgi(lze lt?etv?feen rec’:('ei\?ilng Sp:alyment ur:der terms antp.een rejecteq was a sign of the .|n_tegr|ty of the analy
conditions specified by the company in question, or to take SiS*38Immediately after the decision to close the 56
promissory notes issued by Krufibai Thanakit, with conditions companies, the focus of the FRAIfted to manag

and interest varying according to the size of deposits; (2)-credi ing their assets, in order to prevent a further deterio

tors in the 16 finance companies were not protected—they could ration in asset quality pl’iOI‘ to disposition
share in the proceeds of the liquidation process, in line with the '

priority of their claim; (3) depositors in the 42 finance companies

were given essentially the same option as depositors in the other

16 finance companies—with the exception that the promissory

notes were to be issued by KruRgai Bank and were negotiable;

(4) creditors in the suspended 42 finance companies were allowed

to swap their claims for notes issued by the Kriihgi Bank, -

under the same condition as depositors, although the interest rate 138The closure of the 56 finance companies required the eoordi
was set at 2 percent. nated action of some 5,000fiofals and security personnel.
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Banking Sector Issues ¢ Banks were encouraged to try to find foreign
partners since it was unlikely they could raise
all the capital needed iFhailand;

Initial crisis resolution had focused solely on fi * For banks that could not raise the capital, losses
nance companies, but it soon became evident that  would be written df against capital, ensuring
banks also faced problems and that the public had  that existing shareholders lose their stake, with
started to lose confidence in the banks. Baakset the exception of a token position that had to be
quality was deteriorating rapidlgnd many banks ex kept for legal reason$he Financial Institutions
perienced deposit withdrawals and reduced rollover Development Fund would then take control of
rates for external credit lines; these were facilitated the banks, recapitalize them and later privatize

Magnitude of the problem

through liquidity support from the Financial Institu them (by selling them to domestic or foreign in
tions Development Fund/Bank Bhailand. Seven out vestors) or mgre them with another bank; and

of the 15 commercial banks were facing such severe ¢ The strategy clearly stated that no bank would
liquidity problems that they needed liquidity support be closed and that depositors and creditors
from the Financial Institutions Development Fund would be fully protected by the government
more or less on a daily basi$e deposit withdrawals guarantee.

represented a flight from private banks perceived to
be weak into lager stronger domestic banks, branches
of foreign banks, and state-owned specialized banks.
Based on Bank ofhailand data as of the end of The Bank ofThailand was initially reluctant to
June 1997, assessments of the financial condition ofintervene in banks since it feared that interventions
Thai banks were mad€&hese assessments indicated could cause a run on the whole banking system and
that all banks had a capital shortfall (that is, a capital severely deepen the crisMl/ith the October 1997
adequacy ratio below 8.5 percent); the shortfall amendments to the Commercial Bankingt, the
amounted to roughly 400 billion baht if international Bank of Thailand was given specific powers to
best practices were to be applied, and approximatelywrite down capital and change management in-trou
250 billion baht on the less stringent BankTbiai bled commercial banks. Based on these new powers
land criteria. on December 31, 1997, the BanKTdfailand inter
vened in a medium-sized bank, Bangkok Metrepol
itan Bank: management was changed, and the
Bangkok Metropolitan Bank was told that if capital
On October 14, the authorities announced their had not been raised within roughly three weeks, the
strategy for dealing with the banking sectoased Bank ofThailand would order the bank to reduce its
on the following principles: capital and have the Financial Institutions Develop
« All banks were required to adjust (first write ment Fund recapitalize it. In the following month,
down and then increase) capital in order to ab the Bank ofThailand intervened in two more small-
sorb the losses that had already occurféey or medium-sized banks—First Bangkok City Bank
had to meet the new and more stringent rules onand Siam City BankThese three banks represented
loan classification and provisioning that would 10 percent of banking system deposits. In mid-May
shortly be issued by the Bankfiailand; the Bank ofThailand intervened in seven finance
« None of the banks was allowed to pay dividends companies; the government thus had become the
for the remaining part of 1997 or during 1998; owner of six banks and nine finance companies,
e The Bank ofThailand was to initiate discus which accounted for roughly one-third of total
sions with each individual bank on how the depositst3®
bank would be recapitalized. Following such  The authorities hired a financial advisor to assist
discussion, banks were required to present re them with developing a strategy to deal with the

Banking sector intervention

Resolution principles

capitalization plans to the Bank ©liailand,; three banks mentioned above and with Bangkok
« The requested capital would have to be injected Bank of CommerceThis financial advisor worked
at the latest during the first quarter of 1998; out an initial proposal for the banks to be absorbed

 If a bank could not raise the capital requested
within the time given, the Bank dfhailand
would have the right to demand a memorandum
of understanding with the bank that would give 139n addition to the banks mentioned above, government-

existing owners additional time t rovi h owned banks include Bangkok Bank of Commerce (a private
g 0 provide the bank that had earlier failed and been taken over by the Financial

capital, as long as they could furnish the Bank | g ions Development Fund) and Radanasin Bank, a bank and
of Thalla_nd .W|th viable, legally binding, plans an associated finance company that was set up by the government
for recapltallzatlon; in early 1998 to buy good assets from closed finance companies.
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by either domestic or foreign banks. Meanwhile, in classified and provisioned for were defined in regu
the course of 1998, these bankssets continuously lations for debt restructuring®
deteriorated to the point where nonperforming loans
were approaching 70-85 percent in each bahk.
though clearly increasingly insolvent, no decision
was made on how to proceed, since more problem
were emeging and there was angant need for the By mid-1998, the depth of the economic and fi
authorities to work out a comprehensive plan on nancial sector crises raised doubts whether the mea
how to address other outstanding weaknesses in theures described above, combined with the strength
financial sectar ening of prudential rules, would be &afent to
create the necessary private sector recapitalization
and eficient restructuring of the sectdn particulay
Toward a Comprehensive and Viable the deteriorating domestic and regional economic
Financial Sector environment, and the associated decline in asset
quality, had introduced uncertainties about tHeef
The above measures primarily addressed the im tiveness of the market-based and private-sdetbr
mediate liquidity and solvency problenithere was restructuring ofThailands financial systemwhile
also a need for a strategy to strengthen the remainseveral private banks, including the twagkest, had
ing viable financial institutions. Consequently an ef been able to secure injections of private capital in
fort was made to focus on the longer run and moreearly 1998, and a controlling share in a small bank
strategic needs for supporting a sustainable finan had been acquired by a foreign strategic investor
cial sector Measures included revamping the pru their success had not been widely shared, and it was
dential framework, and taking steps to restructure doubtful whether the banking system would be in a
the sectar condition to support the governmengforts to se
cure economic recovehyl
Hence, onAugust 14, 1998 the government-an
nounced a comprehensive financial sector restruc
Following failed attempts to tighten prudential turing package to address the remaining weaknesses
rules in early 1997, the severity of the crisis helped in the financial sectoThe augmented restructuring
focus attention on a fundamental revamping of the strategy focused on the following elements:
prudential frameworKkThe strategy was to maintain e creation of a high-level financial restructuring
the capital adequacy requirement of 8.5 percent for advisory committee (FRAC) to advise the min
banks and 8.0 percent for finance companies, but ister of finance and the governor of the Bank of

A Comprehensive Plan for Financial Sector
SRestructuring

Improved Prudential Framework

allow gradualism in building up loan-loss previ Thailand;
sions according to a fully transparent timetable. ¢ the commitment of public funds to assist in the
There was to be an immediate tightening of loan recapitalization of viable banks and finance

classification and interest suspension rules, while companies;
provisioning requirements were to be increased < incentives for accelerating corporate debt re
every six months to bring them fully into line with structuring at an equal rate with recapitalization;
international best practices by the end of 2000s e the eficient management of nonperforming
phasing was thought necessary to give the banking  assets;
industry the required time to adjust and raise the -« the exit, meger, or sale of nonviable commer
new capital. cial banks and finance companies;

New loan classification, loss provisioning, and in ¢ equitable loss-sharing arrangements and con
terest suspension rules were issued on March 31, tainment of public sector costs;
1998. Loans had to be classified into five categories, < the strengthening of prudential supervision and
and strict rules on interest accrual were established.  an accelerated adoption of international best

The new loan-loss provisioning requirements were practices;
gradually tightened by 20 percent every six months e operational restructuring of state banks and their
starting July 1, 1998, thus making it possible for the preparation for eventual privatization; and

requirements to be fully implemented by the end of

2000.A new regulation was also issued on the valua

tion of collateral for loans above a certain size; it  40These regulations were based on rules used by the U.S. Of
must now be independently appraised. Fir,laﬂ)set ﬁcle‘”?\];lttahs? ngzﬂ’g!i:igl;tgew%l:g?g% n institutional investors

C'e".” '”Ce.”F".’eS for banks a.nd finance companl_es tOand foreign ownership of the two ggst private banks ap ’

actively initiate restructuring of nonperforming proached 50 percent; foreign investors also acquired controlling
loans,rules for how restructured loans should be shares in some finance companies.
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* Bank of Thailand intervention in remaining asset management companies must be fully censoli
nonviable institutions. dated into the founding institutionisalance sheets,
provided the institution owns more than 50 percent

of the sharesTwo lamge private banks have an
nounced that they will set up their own private asset
management companies, and others are considering
The objective of the package was to restore anddoing so.
maintain the solvency and credibility of theai fi- On August 14, 1998, the Bank dhailand inter
nancial systemrhe government recognized that the vened in all remaining banks and finance companies
terms and conditions of any public support facility considered nonviableThis included two more
should be transparent and subject to the strongesbanks, one small- and one medium-sized, and five
possible safeguards, while facilitating the restructur finance companies. Subsequenthe authorities de
ing and consolidation of financial institutions and cided to mege three of the intervened banks into the
protecting the economy from further weakening. existing state-owned banks (Kruiitpai Bank and
Two schemes were designed to assist with the recapRadanasin Banks), and create a new bank (Bank
italization of the viable financial institution¥he Thai), from the mager of KrungThai Thanakit, one
first aimed at catalyzing new privaléer 1 capital. intervened bank, and the 12 intervened finance-com
The second provided financial resources and incen panies.
tives to accelerate corporate debt restructuring and Five banks are now in the process of being priva
encourage new lending through the provisioiief tized and are expected to be privatized by the end of
2 capital (Box 18). 1999. In July 1999, one additional small bank was
To facilitate and oversee banlefforts to raise intervenedThe government is supporting the priva
capital, at the beginning of every six-month period, tization process through capital injections and by of
the Bank ofThailand makes an assessment of eachfering stop-loss guarantees and/or profit and loss
bank’s provisioning needs, profitabilitand growth sharing arrangements to potential new investors.
in assets. It then calculates whether the bank has sufFour of the intervened banks have been closed: one
ficient capital to meet the required capital adequacy formally through liquidation, and the other three in
requirement. If a bank falls short of capital, it would directly through megers with state-owned banks.
be required to present plans on havhat amount,
and by when capital would be raised, and those-com
mitments would be formally agreed upon in a mem
orandum of understanding. Banks that cannot raise The FRAhas now almost completed the disposal
capital through their own ffrts would be recom of assets from the 56 closed finance companies. In
mended to apply for public support under Ther 1 its first auction, it managed to sell 36 billion baht of
schemeThe Bank ofThailand has reserved the right assets (hire purchase loans, mortgages, and com
to intervene in any financial institution that fails to mercial loans) and in a second auction it sold 238 bil
meet commitments under their memoranda of under lion baht of noncore assets (foreclosed assets, re
standing. possessed vehicles, equignd debt instruments).
The recovery rate in these two auctions was 47-48
percent. In a third auction in December 1998, FRA
offered 370 billion baht ($10 billion) of lower qual
ity business loans, mainly consisting of corporate
Additional arrangements were needed to provide loans with or without questionable collater@his
maximum flexibility for financial institutions to  auction was less than fully subscribed and obtained
deal with their bad assets, while allowing them to far lower prices because of the low quality of the
restructure their balance sheefsus the govern loans. In total, 32 billion baht of assets were sold,
ment devised a plan under which institutions were with a recovery rate of 37 percent, and an additional
encouraged to set up, capitalize and fund private 110 billion baht of assets were later allocated te bid
asset management companies. Such companieslers after profit-sharing arrangements had been ne
were defined as financial institutions, which allows gotiated guaranteeing a minimum recovery rate of
them to borrowrelend funds to existing customers, about 20 percent of book value. For the first time,
and provide full flexibility in setting interest rates. the government asset management company-estab
However asset management companies are net per lished in late 1997 was allowed to participate in the
mitted to take deposit3he rules also provide for a auction as a bidder of last resort, and it ended up be
transfer of assets from the founding institution to its coming the owner of assets with a book value of
asset management companies without legal impedi 185 billion baht for which it paid about 17 percent.
ments or taxes and fee&ccording to the rules, In sum, out of the 860 billion baht in finance com

Commitment of Funds Through Capital
Support Facilities

Asset Disposal

Facilitating the Establishment of Private Asset
Management Companies
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Box 18. Thailand: Capital Support Facilities

These capital support facilities apply to banks and fi even if this is not warranted by the size of its equity
nance companies incorporatedTinailand and deemed  share.

UiElel (o7 1 (B8 @i el Tier 2 capital. This scheme is set up to encourage

Tier 1 capital. Under this facility the government corporate restructurindit the end of each quartehe
matches capital injected by private investors (inelud institutions can apply to the FRAC for government i
ing existing shareholdershny institution that enters  jection of Tier 2 capital by reporting any debt-restruc
the scheme is required to make full provisions upfront, turing agreement, the original loan contract, and e
in line with Bank ofThailands end-2000 loan classifi ~ dence that the borrower had been able to service the
cation and loan-loss provisioning (LCP) rules. Exist loan.The amount offier 2 capital provided is set at g
ing shareholders must thus bear all the up-front losses,minimum equal to the total write-down exceeding-pre
and the government in making its contribution will Vious provisioning or 20 percent of the net increase fin
rely on due diligence performed by private investors. ending to the private sectdfach institution is eligible
The Financial Sectokdvisory Committee (FRAC) ar 0 receive a maximum amount dier 2 capital injee

bitrates on any disputes regarding the magnitude of thetio_n t_aqyal to 2 percent .Of risk-w_eightgd "?‘SSW“hi”
write-down of lossesTo qualify for support, the insti this limit, the amount ofier 2 capital injection for new

tution must present an operational restructuring plan :'iesnkqwgit?\sgg g;g’ggégcfg gﬁqm;gt deexbcter?a(lt%urz:?l:(r:iin of
including measures to strengthen internal control and 9 ’ 9 9

risk management, increase revenues, cut costs i DEEINENE (& ElIEDIE ffor mere s 10 [F2Teci of f

strenathen internal procedures for dealin ith-non amount available to the institution. Institutions thg
gthen 1 P u Ing wi bring forward the end-2000 LQORles will be allowed
performing loansThese plans must be acceptable to

- to defer the cost of debt restructuring over a period [of
th_e AR el s Ban!( _dTnglImd.The GO five years (20 percent per year) while those whigh
will provide the capital injection in the form of equity

k ) choose not to bring forward the end-2000 rules will
paid up with 10-yeartradable government bonds car  haye to take the costs according to the existing regula
rying a .market-rellate'd interest ralehe new govern tion (full loss taken by end-2000)he capital injection
ment/private capital injections would have preferred ;|| pe provided by the government buying debentures
status over existing shareholderbe government and  jssued by the bank with a maturity of 10 years and paid
the new investors have the right to change the board offor with nontradable government bonds with matching
directors and management of the institutibhe gov maturity and carrying market-related interest rafés.
ernment also reserves the right to appoint board-mem rate on debentures is expected to be 1 percentage point
ber(s) according to the size of its equity holding, and higher than that carried by the government bond in
has the right of nominating at least one board member order to cover administrative costs for the government.

—

pany assets managed by the FRA, 206 billion bahtvatization process will be completed this y&dre
have been sold to the private sector and 185 billiongovernment has made significanfoefs to ensure
baht to the asset management compaoial recov that the process is transparent, and that there are
ery to FRAIs about 96 billion baht or 25 percent of proper profit/loss sharing arrangements in place to
face value; final recovery value will only be known ensure a deal can be justified politicalljhe
after the outcome of profit sharing arrangements timetable and strategy for the privatization of the
and asset management company liquidations areother two state-owned banks is being reconsidered
completed. to ensure that the eventual sale of shares in these
banks can substantially contribute to reducing the
governmens final restructuring costs.
The financial sector iffhailand has been consoli
The private secteled recapitalization ofThai dated although only one commercial bank has been
banks has worked well, and all seven of the remain closed (Figure 1). The number of domestic cem
ing private banks, have raised fatieént capital for mercial banks has declined by two as a result of
the next 12 months. Howevaill banks need to raise meigers.The most significant change is with the fi

Bank Privatization and Resolution

additional capital before they can havefmignt nance companies—56 were closed and a further 13
capital to meet the end-2000 loan classification and (together with five banks) were nged. Some for
provisioning rules. eign capital has been invested in commercial banks

Of the six state-owned banks, four are in the and finance companies, most notably two private do
process of being privatized with the assistance of mestic banks that now have foreign ownership
foreign investment banks. It is expected that the pri greater than 50 percent.
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Figure 11. Thailand: Progress in Financial Sector Restructuring

Financial sector at the end of 1996 Financial sector at the end of July 1999
(share of assets) (share of assets)
| public finance | public finance
company (0%) company (1%)
14 branches of 22 private
foreign banks (6%) finance companies (5%)

7 state-owned
specialized banks (7%)

14 branches of
foreign banks (12%)
| majority

14 private
state-owned d N )
commercial bank (8%) omestic. 7 private
commercial domestic
banks commercial
(59%) banks'
7 state-owned (39%)

specialized banks (15%)

90 private finance
companies (20%)

6 state-controlled
commercial banks (28%)

Source: National authorities; and IMF staff estimates.

I"Two of these have greater than 50 percent foreign ownership.

Note: As of end of July 1999, one commercial bank and 56 finance companies had been closed. The state had intervened in seven private, domestic
commercial banks and in 12 finance companies. Three intervened commercial banks and 12 finance companies had exited through merger. Categories

are not mutually exclusive.

Table 21. Thailand: Public Cost for Financial Sector Restructuring

(As of the end of 1998)
Percent of GDP Billions of U.S. Dollars
Liquidity support assumed by the budget 15 20
Recapitalization 8 I
Purchases of nonperforming loans 0 0
Interest cost (on budget) 2 3
Total 25 34
Source: National authorities; and IMF staff estimates.
Public Cost of Financial Sector Restructuring 25 percent of GDRTable 21).The lagest portion

) _ of this, 20 percent of GOPwas used for i
As of the end of 1998, the public sector contribu quidity support; another 8 percent was used for
tion for financial sector restructuring was close to recapitalization.
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