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1.
Introduction 

Turkey faces a number of macro and micro issues including:

· Growing short term domestic debt

· Devaluation of the Turkish lira by 50 % since the decision to float it in February 2001

· Persistently high interest rates

· Weakening of the banking sector caused by loss of capital due to maturity and currency mismatches

· Deterioration in the quality of loans

· Sharp decline in domestic demand and growth causing financial hardships for the real sector

NPLs have become a major source of concern following the two recent financial crises.  Rising interest rates increased the burden of debt service for debtors, while exchange rate depreciation increased the liabilities of debtors who had un-hedged FX positions and the slowdown of economic activity decreased the ability of debtors to service their debt.  As a result, the Turkish banking sector is preparing itself for an increase in the number and amount of NPLs.

The Turkish banking sector has already incurred heavy losses due to their un-hedged interest rate risk and foreign currency exposures. If the necessary precautions are not implemented, the recovery of the Turkish banking system can be delayed significantly.  The recovery and expansion of the Turkish economy can be expedited by resolving and restructuring the banks’ problem loans.

According to the Turkish Banks Yearbook, prepared by the Turkish Banks Association, total NPLs of the commercial banks was US$5.8 billion as of the end of 2000.  This represented 12.5 % of total loans and 3.9 % of total assets. The situation was more favourable for the private commercial banks whose NPLs totalled US$1.7 billion, representing 6.1 % of loans and 2.3 % of total assets. However it is generally accepted that the figures understated the magnitude and severity of the NPLs problem at the time for both the private commercial banks and the Turkish banking system as a whole.

As of the end of June 2001, according to Central Bank of Turkey (“CBT”) releases, the total volume of past due loans of the Turkish banking system was US$4.8 billion.  Following the steep devaluation of the Turkish lira, the figures diminished substantially in foreign currency terms, while the ratio of NPLs/Loans increased to 17%.  The banks’ losses due to the deterioration of loan quality combined with the losses due to the devaluation and interest rate movements have significantly depleted the banks’ equity.

Although the banks have historically recovered a significant portion of their NPLs by themselves, a collaborative effort is needed to protect the Turkish banking system from the expected impact of the sudden deterioration of asset quality.

In this paper, we first summarize the macroeconomic and regulatory background and its impact on the loan dynamics in the Turkish banking system.  We then quantify the size of the NPL problem with public data available to us.  Thirdly, we summarize several international cases in order to identify lessons, which can be used for the Turkish case.  Fourth, we set out a number of recommendations including a proposed preliminary model for the resolution of the banks’ NPLs.  Finally, we discuss an alternative approach that has been suggested following discussions between the Banks Association, the Treasury and the Banking Regulatory and Supervisory Agency (“BRSA”).  This alternative approach has been put forward as a result of certain funding and legislative constraints.

2.
Turkish Macroeconomic Situation
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High inflation.  Persistent and high inflation has deteriorated the structure of the Turkish economy since the late 1990s.

 Source: Treasury

Harvesting crisis after crisis.  Turkey has been adversely affected by several domestic and international crises

· Iran-Iraq War , 1978-1990

· Gulf War, 1991

· Devaluation in 1994

· Far East crisis, 1997

· Russia crisis, 1998

· Twin earthquakes in 1999

· Liquidity crisis caused by the new restructuring and disinflation programme combined with the devaluation in 2001 
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 Crowding out effect of government borrowing.  Government absorbed scarce sources and the residuals were shared by private financial and real sectors. 

M2YR: Broad money supply in TL + FX deposits + repos

Source: Treasury, CBT
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Due to chronic budgetary deficits, the borrowing requirement of the public sector increased drastically and its borrowing had a limited contribution to economic growth. Since domestic sources were limited and were utilised largely by the government, external borrowing became the main driver of economic growth.

Source:Treasury,ISS

On the other hand, the main role of the state banks changed to finance the government borrowing requirements, which were caused by deficits not accounted for by the regular budgetary process and diminished their lending activities to the private sector. 
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State-Owned Commercial Banks: Ziraat Bankasi, Halk Bankasi, Emlak Bankasi, Vakifbank

Source: CBT

The charts below summarize the composition of the assets and liabilities of the Turkish [image: image6.wmf]0
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 *   Fixed assets include participations, affiliated assets, property, plant and equipment

 ** Others in state banks largely represents duty losses, which have recently been converted into domestic debt
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Currency substitution.  Due to an unstable economic environment and lack of confidence the markets’ precautionary mood lead them to allocate their savings into foreign currency. 
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Maturity concern.  Dysfunctional medium and long term lending markets caused maturity mismatches between financing alternatives and investment requirements.  As a result of this situation, debtors involuntarily utilise short term financing in their investments.  The following table illustrates the maturity profile of selected private commercial banks as of the end of the year 2000. These banks composed around 40% of loan portfolio of the commercial banks.  A large majority of loans classified under (1-5) years maturities should have a maturity between one to two years.

LOANS
Upto 1
1 to 3
3 to 12
1 to 5
Over 5
TOTAL


months
months
months
years
years


(TL billion)
1,616,478
2,992,413
3,898,088
3,215,873
15,122
11,737,975

( % )
13.8
25.5
33.2
27.4
0.1


Source:ISE

Meanwhile, there was a considerable movement in the maturity structure of deposits.  The average maturity shrank to 2.6 months and there was a shift from 6 and 12 month time deposits to one month.


DEPOSITS




Over
TOTAL


Demand
1 month
3 months
 6 months
12 months


(TL billion)
11,840,230
18,071,930
22,434,120
6,231,700
3,739,020
62,317,000

( % )
19.0
29.0
36.0
10.0
6.0


Compulsory charges on lending.  Decline in interest rates and credit availability boosted domestic consumption in 2000 but currency devaluation and rising interest rates reversed the growth into a decline in 2001.  The reserve requirements and various taxes charged on lending add to the lending margin and further intensify the contractions of loans at times of recession.  According to the current legislation, 

· The reserve requirement for TL deposits is 4 %.

· The liquidity requirement for TL deposits is 8 % (can be invested in money market instruments).

· The reserve requirement for FX deposits is 11 %.

· The liquidity requirement for FX deposits is 3 % (can be invested in money market instruments).

· Banks Transaction Tax (BTT)  is 5% on interest and all other operative revenues.

· Resource Utilisation Support Fund (RUSF) is 5% on interest charges of commercial credits (10 % in consumer loans).

The tables below, illustrate the depositor-bank and debtor-bank margins prior to recent amendments to withholding taxes and RUSF.

Margins between the yield to the depositor and the effective cost to the banks


Depositor
Bank

Currency
Gross

Interest

to depositor
Withholding Tax on Interest
Additional Charges on Interest*
Net Interest

Received
Reserve

Requirement
Liquidity
Requirement **
Cost of Deposit

TL
 70.0 %
16 %
10 %
57.68%
4 %
8 %
72.9 %

FX
 8.5 %
16 %
10 %
7.00%
11 %
3 %
9.6 %

*     Defense Industry Support Fund

he liquidity requirement earns interest, thus it is not taken into consideration of the cost of deposits

Margins between the lending rate and the cost to the debtor

Currency
Interest (p.a)
BTT
RUSF
Effective Cost to the Debtor

TL
80 %
5 %
5 %
88 %

FX
15 %
0 %
0 %
15 %

FX indexed*
17 %
5 %
5 %
21.2 %

* RUSF is also applied to the incremental amount due to devaluation. We assume the devaluation rate as 50 %.

The margins are intensified when compounded in a high inflation environment.  In order to circumvent these margins, the banks booked part of the foreign currency deposits and loans in the offshore branches.  Because maturities exceeding one-year one-week loans from offshore are exempt from RUSF, banks, extended loans to their preferred customers.

It should be noted that the rates of Resource Utilisation Support Fund (“RUSF”) and withholding taxes have been recently changed in order to promote lending activities and divert market preference from short term to medium term savings and from foreign currency to domestic currency.  Moreover, CBT will begin to pay interest on the reserve requirement of TL deposits (the reserve requirement on FX deposits will remain non-interest bearing). The new charges are as follows:

Maturity of Deposits
Withholding Tax

TL Deposits

Upto 3 months

3 to 6 months

6 to 12 months

Over 12 months

FX Deposits

Upto 1 year

Repos
16 %

14 %

10 %

6 %

18 %

20 %

Loans
RUSF

TL and FX Indexed Commercial
3 %

       10 % RUSF remains unchanged for Consumer Loans

Real sector endeavours to reach the light at the end of the tunnel.  As a result of the structural problems of the domestic market and the worldwide economic slowdown, the contribution of the private manufacturing sector to the GDP, which had been fluctuating between 13-15% before 1999, was 13% in 2000.  Meanwhile, the share of non-operating revenues in total revenues for industrial companies grew.  Thus the capacity utilisation rate of the industrial sector has been decreasing for the last three years, excluding the recovery period from the 1999 earthquake.

[image: image9.wmf]State-Owned Banks

0

5,000

10,000

15,000

20,000

25,000

30,000

35,000

40,000

45,000

1990

1991

1992

1993

1994

1995

1996

1997

1998

1999

2000

(Million US$)

0

5

10

15

20

25

30

35

40

45

50

Loans

Deposits

Asset Market Share (%)

Source: ISS

Impact of the Macroeconomic and Regulatory Environment on Loan Dynamics

Absence of Medium-Term Loan Markets.  The volatility of the macroeconomic situation and the crowding-out effect of government borrowing have prevented the development of medium-term loan markets in Turkey.  Banks, who have been constrained by the short-term nature of their own funding (deposits and external borrowings) have not been able to extend medium-term loans to companies.  Domestic and international investors’ refusal to take on longer term risks in Turkey has been passed through the banking system into the real sector.

The absence of medium-term loan markets have forced Turkish corporations to finance their medium and longer-term investments through continuously rolled-over short-term borrowings, and in a limited number of cases through public equity issues.  The short-term nature of such borrowings greatly increase the strains of financial crises and economic slowdowns on corporations who could have easily weathered such difficult times had they been able to use longer-term funds.

Disintermediation of the Credit Markets.  The high levels of spreads applied by the banks in order to cover their high funding costs have resulted in the disintermediation of the credit markets.  The role of the Banks as lenders have been replaced by direct borrowing of the real sector from the international markets and the instalment schemes of consumer goods manufacturers.  Furthermore, corporations have also had to rely heavily on supplier credit arrangements.

The limited ability to service two of the relatively low risk types of credit markets, namely the stronger potential corporate customers who are able to borrow directly from international markets and the well diversified consumer credit market has resulted in a low level of average loan quality.

The high level of reliance on supplier credit also contributes to the difficulties of banks who are trying to resolve their NPLs.  Suppliers, unlike financial lenders, are able to completely cripple the operations of a company by simply refusing to provide supplies.  Therefore, during times of crisis, corporations can have significant operational problems, which further limit their ability to repay their loans from banks.

Short History of Consumer Loans and Absence of Mortgage Business.  Consumer durables manufacturers, which provide subsidized loans to their customers via instalment schemes implemented by their dealers, have in turn financed themselves from the banks.  In addition, the banks have not been able to provide long-term financing for home ownership.  Therefore, the banks have not been able to benefit from the diversification normally provided by the consumer loan and mortgage businesses.

High Levels of Foreign Currency Borrowing.  Prohibitive levels of TL interest rates and the crawling-peg exchange rate regime of the previous economic program encouraged companies to borrow in foreign currency.  Furthermore, unlike previous financial crises, banks, in the latest crisis, have not been as readily converting their foreign currency loans to TL loans due to the heightened awareness of their short foreign currency positions.

The significant size of the foreign currency lending is likely to delay the emergence of loan performance problems due to the lower interest burden (even after the devaluation) calling for a lower cash requirement compared to the interest payments on TL loans.  As these loans mature, the borrowing companies are likely to come under increased strain.  Therefore, the percentage of NPLs in foreign currencies is likely to significantly increase from their current level of $638 million, representing 13% of the total.

Over-dependence on Collateral.  Inability to conduct thorough credit analysis in the volatile macroeconomic environment and the “unrecorded” activities of companies have led to over-dependence on collateral (such as real estate, machinery, promissory notes and customer checks) when banks provide new loans or maintain existing ones.  The volatile economic environment has also hindered the development of proper risk management systems by the banks.  The most common resolution of a loan that is having performance problems has become an extension of the payment schedule combined with the pledging of extra collateral.  Provisions are usually not taken against problem loans that are resolved this way, which masks the true magnitude of the NPL issue.

During a relatively stable economic environment, banks are often able to resolve NPLs by making use of collateral.  However, deteriorating economic conditions decrease the value and liquidity of collateral, thereby shifting negotiation leverage away from creditors whose threat of foreclosure has less credibility. 

High levels of connected party loans.  Loose supervision of the banking sector has led to high levels of connected party loans, the provision of which often did not depend on the credit worthiness of the borrowing company.  It is difficult to assess the amount of connected party loans having performance problems because such loans are commonly rescheduled, converted to equity, or shrunk over time through inflation.  Such practices were largely evident in some of the banks taken over by the SDIF.  It is difficult to estimate the size of related party loans having performance problems.  When taken together with the loans of SDIF banks, the presence of these loans on banks’ balance sheets will inevitably complicate the resolution of their NPL problems.

Creation of the SDIF as a Privileged Claimant on Debtors.  Loose supervision of the banking sector and consequently the mismanagement of some of the banks has led to a massive takeover by the SDIF.  Due to the option available to the SDIF to apply existing rules for enforcement on tax collection, the NPLs of the SDIF banks (especially related party loans) take priority over the loans of the surviving banks.

Politically Motivated Loans of the State Banks.  State-owned banks accumulated large losses while providing subsidies to the agricultural and SME sectors.  In addition, loans provided by these banks under political influence have had performance problems.

Lack of Loan Work-out Practices.  Several factors have contributed to the under-development of work-out practices for problem loans.  Many companies have received loans from multiple lenders, which create conflicts of interest and coordination problems in a work-out situation.  Workouts typically turn into a race to collect more colalteral.

Tax Disincentives for Provisioning and Liquidation.  Banks had been disincentivised to enter into restructuring agreements which would result in higher provisions as such losses were not tax deductible until recently.  Another tax related factor, which has also recently been removed, was the capital gains tax on the disposal of assets by the owners for the purpose of the settlement of their loans.

There are also certain legal limitations for work-outs such as limits on extension periods or how much working capital could be provided to the companies.

Quantification of the NPLs of the Turkish Banking System

The progress of NPLs of the Turkish banking sector (including development and investment banks) has been as follows:

(US$ million)
1999
2000
2001H1
2001E*

Loans
44,515
56,797
31,535
32,000

NPLs
4,309
5,866
4,824
6,400

Provisions
2,669
3,735



*Market estimate

 Source: Banks Association, CBT

In the aftermath of the steep devaluation realised after the float in February, the nominal value of accounts decreased in terms of foreign currency, but the weight of the NPLs in the balance sheet has almost doubled.  However, the situation is more favourable for the private commercial banks. The breakdown of loans and NPLs among commercial banks is as follows.

(US$ million)
1999
2000
2001H1

State Banks

Loans

NPLs

Provisions
12,471

  1,131 (9%)

397
15,443

  1,716 (11%)

520
7,755

1,612 (21%)

n.a

SDIF Banks

Loans

NPLs

Provisions
3,650

2,261 (62%)

1,702
5,647

2,336 (41%)

460
3,269

2,236 (68%)

n.a

Private Banks

Loans

NPLs

Provisions
22,953

     804 (4%)

496
29,448

  1,695 (6%)

1,268
17,538

     885 (5%)

n.a

Foreign Banks

Loans

NPLs

Provisions
1,179

     31 (3%)

22
1,479

     41 (3%)

33
n.a

n.a

n.a

T O T A L

Loans

NPLs

Provisions
40,254

  4,227 (11%)

2,618
52,019

  5,789 (11%)

3,698
28,562

  4,734 (17%)

 Private Banks figures as of 2001H1 include domestic and foreign banks

 Source: Banks Association, CBT

The development of NPLs is more pronounced in terms of local currency.
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The breakdown of NPLs can be misleading, especially for the private and SDIF banks. The takeovers of the banks by the Banking Regulatory and Supervision Agency (BRSA) distorts the allocation of NPLs in the table above. For example on 10/07/2001, BRSA took over five more private commercial banks and when the table is updated there will be a significant increase in the volume of NPLs of SDIF banks, but the total NPLs of the Turkish banking sector will change insignificantly. There are already 10 banks operating under the administration of the SDIF which was 18 originally (some of them were merged with each other and some of them were liquidated).

The outstanding loans are concentrated mainly in five sectors. The volume of loans and associated NPLs of these sectors is presented below. The volume of loans indicates the total amount that is provided by the whole Turkish banking system.

(TL billion)

    Commercial Loans Over TL7 bn


Loans





Sector
December 1999
December 2000
March 2001
May 2001

Textile
2,651,668
3,292,249
4,294,304
4,257,682

Retailing/Wholesaling
2,352,110
3,355,926
3,002,890
3,628,057

Food/Brewery/Tobacco
2,040,380
2,089,480
2,879,593
2,663,591

Construction
1,773,732
1,944,427
2,546,650
2,651,863

Transportation/Communication
615,470
1,337,799
2,326,049
2,766,930

T O T A L
9,433,360
12,019,880
15,049,485
15,968,123

NPLs





Sector
December 1999
December 2000
March 2001
May 2001

Textile
535,815
734,582
932,714
1,18,.861

Retailing/Wholesaling
140,217
190,619
268,796
358,867

Food/Brewery/Tobacco
198,395
214,688
233,441
327,160

Construction
103,265
299,730
368,767
511,625

Transportation/Communication
63,836
171,853
260,002
303,228

T O T A L
1,041,528
1,611,472
2,063,720
2,686,740







NPLs / Loans (%)

Commercial Loans Over TL7 bn


Sector
December 1999
December 2000
March 2001
May 2001

Textile
20
22
22
28

Retailing/Wholesaling
6
6
9
10

Food/Brewery/Tobacco
10
10
8
12

Construction
6
15
14
19

Transportation/Communication
10
13
11
11

TOTAL BANKING SECTOR
9
10
10
14

Source:CBT

The above exhibits illustrate that these sectors comprise more than half of the Turkish banking system’s lending and the deterioration of their asset quality is higher than the country average.  The textile and construction sectors seem to be particularly under threat.

The relationship between NPLs and contingent liabilities of the banks in the form of guarantees and letter of credits has not been analysed.

3.
International Experience 
Korea

Prevalent economic conditions

Prior to the crisis in 1997, the Korean economy showed strong growth.  An increase in investment and exports fuelled GDP growth, which was realised at an annual average rate of 8% per year from 1994 through 1997.  Unemployment was low, averaging slightly above 2% during the same period, and inflation was stable at about 5%.  The fiscal position appeared to be strong, and public debt was below 11% of GDP, of which only about 20% was foreign debt.

Developments in the external sector followed closely the developments of the yen, which in 1995-96 led to a widening of the current account deficit to the equivalent of almost 5% of GDP in 1996 and which declined the next year to 2%.  This external deficit was financed by private capital in-flows.  The ratio of total external debt to GDP increased from 20% of GDP in 1993 to 33% in 1996, and to 35% in 1997.  At the same time, the proportion of short-term debt to total debt increased, amounting to about 65% of total debt in 1996.

The NPL problem

The emergence of NPLs as a major problem for the Korean financial sector during the 1997 crisis was primarily due to the following reasons:

· Over-leveraging of the industrial corporations through directed lending tightly controlled and subsidised by the government made them highly vulnerable to any shocks to their cash flow.  At the end of 1996, the debt/equity ratio was 3.5.

· Banks had not developed adequate credit analysis and risk management skills

· Heavy reliance on collateral

· Limited flow of financial information from debtors to banks due to the history of directed lending

· Inadequate accounting and auditing practices such as the lack of consolidated accounting and marking to market

· Reliance on short-term capital inflows for long term domestic investments

· Restrictions on long-term international borrowing by the financial sector

· Increased access to trade credits

· Substantial nominal interest differential in favour of dollar and yen borrowings reinforced by the won’s managed peg to the dollar

· Inadequate loan classification and provisioning standards

· NPLs were defined as loans that had been in arrears for six months or more

· Published NPL data only included those without collateral

· Classification system, which determined the level of provisioning, was based on servicing record and availability of collateral rather than future capacity to repay

· Excess provisioning over two percent was not tax deductible

At the end of 1997, NPLs as a percentage of total loans were reported to be 5.8%.  During the peak of the crisis in 1998, this ratio had climbed to 35%.

Program employed to resolve NPLs

In Korea, responsibility for restructuring was given to the newly established Financial Supervisory Commission (FSC). The FSC coordinated the work of the other agencies involved in addressing the crises, including a bridge bank (Hanaerum Merchant Bank), the Korean Deposit Insurance Company (KDIC), and the Korean Asset Management Company (KAMCO).

KAMCO

KAMCO was established in 1962 to collect NPLs.  In 1997, a new fund was created under KAMCO.  This KAMCO administered fund was given the mandate to purchase impaired loans from all financial institutions covered by a deposit guarantee.

In 1998, KAMCO was re-organised into a "bad bank" in order to strengthen its asset management and disposition capabilities.  Thus, KAMCO functioned as a centralised AMC to help liquidate the assets of closed banks.

In 1998, the FSC engineered the takeover of five insolvent banks by five healthy banks through purchase and assumption agreements. The acquiring banks only assumed selected assets and liabilities and excluded the NPLs of the acquired banks. The deal required KAMCO to take-over the NPLs of the acquired banks and, as an additional incentive to the acquiring banks, the NPLs of the acquiring banks themselves. The terms of the agreement between the government and the acquiring banks also allowed the acquiring banks to sell back to KAMCO any loan form acquired banks which became non-performing within six-months of acquisition, with the loss being covered by the Korean Deposit Insurance Corporation.

KAMCO's funding came from:

· contributions from financial institutions; 

· borrowings from the Korea Development Bank; and

· government guaranteed bond issues. 

Initially, KAMCO only purchased won denominated assets, due to lack of funding capacity in foreign exchange.  In December 1998, KAMCO issued US$ denominated bonds to purchase foreign currency denominated assets from commercial banks.

The criteria for NPLs to be either purchased by, or transferred to, KAMCO were:

· ordinary NPLs which were in default for three months or longer; and

· special NPLs which had obtained court approval for restructuring as part of a corporate re-organisation. 

The purchase or transfer price for NPLs was as follows:

· ordinary NPLs were purchased for 45% of the book value of the underlying collateral, less the amount of the senior loan; 

· special NPLs were purchased at the present value of the discounted cash flows; and

· unsecured loans were purchased at 3% of face value. 

KAMCO paid for NPLs with 70% government guaranteed KAMCO bonds and 30% cash.

KAMCO's sale strategy is to dispose of NPLs in the fastest way possible, but in a manner which maximises recovery value. KAMCO used four methods to collect on its assets:

· Foreclosure and sale of underlying collateral, 

· Sale of NPLs in public auctions; 

· Collection on loans, or

· Equity partnership securitisations. 

As an example of how KAMCO participated in equity partnership securitisations, in 1999, KAMCO sold W 565bn at face value of NPLs to an SPV in exchange for 70% cash and a 30% equity stake.  The SPV then raised cash by selling the remaining 70% of its equity to the US based Lone Star Fund.  The assets of the SPV are managed by an AMC with any value arising from the sale of assets distributed to KAMCO and Lone Star in a 40/60 split.

Out-of-court Workouts

In addition to the efforts of KAMCO to resolve the NPL problems of Korea’s banks, the Financial Supervisory Commission encouraged 210 Korean financial institutions to enter into a binding Corporate Restructuring Agreement (CRA) to govern out-of-court workouts.  The CRA provided for a 2-5 month standstill to accommodate work-out negotiations, designation of a lead creditor, a 75% threshold for credit approval of workout agreements, a seven person Corporate Restructuring Coordination Committee (CRCC) to provide workout guidelines and arbitrate inter-creditor differences if creditors cannot agree on a workout plan after three votes, and FSC imposition of fines on creditors breaching the CRA.  This organised out-of-court workout process represented the corporate restructuring aspect of the NPL problem while KAMCO continued to focus on bank liquidity and repackaging and selling assets.

The CRA workout programs employed several methods such as:

· Term extensions, rate reductions and grace periods

· Conversions of debt into equity or convertible bonds

· Asset sales

· Spin-offs of viable businesses

· Sales to strategic investors

· Liquidation of non-viable businesses

Results of the Program

KAMCO

By June 1999, KAMCO had purchased assets with a face value of W 46tn, equal to 11% of Korea's GDP. Two categories of assets were purchased:

· General assets of companies currently operating

· Special assets, which correspond to cases that are currently in court receivership and account for 70% of the portfolio.

As of June 1999, KAMCO had recovered, through sales and collections, about W 9tn from loans with a face value of W 17tn, as indicated in the table below.
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Out-of-court Workouts

Korea witnessed three waves of CRA workouts.

· Between September 1998 and March 1999, CRA workouts involving 35 trillion won of debt restructuring and 9 trillion won of asset sales and other corporate “self help” were agreed for 41 affiliates of 16 chaebols and 38 medium and large standalone corporations

· In late 1999/early 2000, CRA workouts of 12 Daewoo affiliates involving about 55 trillion won of debt were agreed.

· A third wave of CRA activity was required as some of the projections in corporate workouts were overly optimistic.  In this wave 18 existing workouts entered into second round workouts

KAMCO has played only a small role in the corporate restructuring process.  Its main involvement was purchasing about $4.8 billion in Daewoo debt from foreign creditors who were blocking agreement to CRA workouts.

Legal, Tax and Regulatory Initiatives

Korea undertook several significant initiatives to facilitate corporate restructuring as well as impose greater financial discipline on large corporations.

· Increase of the portion of a company’s equity that can be held by a financial institution from 10% to 15%.

· Elimination of constraints on foreign investment, hostile takeovers, employee lay-offs, and some transaction taxes.

· Changes to allow for tax free spinoff of subsidiaries.

· Preferential treatment of public shareholders in certain cases where large write-downs would be necessary and existing shareholders would be heavily diluted as a result of the workout process.

· Improvements in financial disclosure and corporate governance.

· Elimination of intra-chaebol cross guarantees on debt.

· Tighter exposure limits on bank lending.

· Limited tax deductibility for interest payments on “excessive debt”.

· A requirement for capital structure improvement program in return for new loans or loan rollovers, whereby the corporate debtor pledged to focus on core competencies, dispose of non-core assets, and achieve liabilities/equity ratio targets within two years.

· Fair Trade Commission investigations and fines for improper intra-chaebol transactions.

Malaysia

Prevalent economic conditions

At the outset of the economic crisis in 1997, Malaysia's macroeconomic performance was good.  Growth was about 8% annually.  Prudent financial policies had kept inflation low at about 3%, and there was a history of fiscal surpluses.  The current account deficit had peaked in 1995 at about 8.5% of GDP, but had fallen to slightly above 5% in 1996.  The debt to export ratio was about 38%.  Short-term debt comprised about 60% of international reserves, again lower than in some of the other Asian crisis countries.

Beginning with the emergence of the financial crisis in Thailand in mid-1997, Malaysia experienced increasing turbulence in its financial markets.  Market concerns about the economic vulnerability in Malaysia were reflected in a sharp fall of the ringgit and the stock market in the order of 40% and 50% by the end of 1997.  Concerns included the current account deficit, rapid growth in domestic demand led mainly by large infrastructure projects, strong credit growth, and the future course of asset prices and their potential impact on the banking system.

The authorities responded to market pressures initially through foreign exchange market intervention accompanied by an increase in interest rates, and by subsequently allowing the ringgit to depreciate.  There were substantial outflows of capital, through commercial banks and sales of stocks by foreigners.  By the first half of 1998, real output had declined by 5%, led by sharp declines in manufacturing and construction output.  Sharp decreases in imports, more than 25%, exceeded the slowdown in exports, which was about 10%, leading to current account surpluses.  International reserves fell to 3.5 months of imports at the end of 1997, from 4.6 months in 1996.  

The NPL problem

The primary factor for the emergence of NPLs as a major problem in Malaysia in the wake of the market turbulence in 1997 was the heavy exposure of the financial system to the risk from asset price declines.  The financial system had taken on this risk through rapid credit expansion at an annual rate of nearly 30% to the private sector, in particular to the property sector and for the purchase of shares .  In fact, the asset price bubble and credit expansion mutually supported each other through excessive collateralisation of loans.  This cycle was broken as a result of the external shock of the Asian crisis.

Severe corporate and financial sector distress led to a surge in the number of listed companies seeking court protection from creditors.  By late 1998, NPLs soared to more than 25% of loans.

Program employed to resolve NPLs

In Malaysia, the restructuring effort was coordinated by a steering committee chaired by the Governor of the Bank Negara Malaysia, which is also the banking supervisory authority, and included managers form the three other agencies involved:

· Danaharta Nasional Berhad (Danaharta) was created as a public company in June 1998 to act as a centralised AMC.  It was mandated to purchase or take-over assets from banks, merchant banks, and other financial institutions

· Danamodal was established in August 1998 as a limited liability company wholly owned by Bank Negara Malaysia, with objectives to inject new capital in under-capitalised banks and to facilitate the rationalisation of the system.

· The Corporate Debt Restructuring Committee (CDRC) was established to act as an informal debtor/creditor broker to achieve debt restructuring as an alternative to companies filing for bankruptcy.

Danaharta and Danamodal

In practice, the operations of Danaharta and Danamodal are guided by Bank Negara Malaysia's classification of banks.  Bank Negara Malaysia initially classifies institutions into a primary and secondary watch list.  This process was fine-tuned by Danamodal with the assistance of investment banks acting as advisors.

Danaharta, in conjunction with Danamodal, then acquired NPLs of 50 million ringgit or less from institutions on this list.  Danaharta divided the acquisition of NPLs into three stages:

· Secured loans, properties, and quoted shares

· Unsecured loans

· Foreign currency loans

Danaharta's funding came from:

· Contributions from the government

· Borrowings from the Treasury

· Government guaranteed Danaharta bonds

· For Sime Banking Group there was separate government funding.

The transfer price for NPLs was as follows:

· Secured loans were transferred at the value of the collateral;

· Unsecured loans were transferred at 10% of principal;

· Any surplus on recovery was shared with sellers on a 20/80 basis; and

· Acquired assets of Sime Banking Group at book value.

Assets were paid for with zero coupon Danaharta bonds, and disposed through private auctions, public tenders, or securitisation.

Danaharta was to resolve NPLs by restructuring viable companies, selling its interest in distressed companies is viable sectors, or selling the underlying assets in cases where neither the corporate debtor nor its sector appears viable.  If Danaharta could not reach agreement on a loan workout within three months, the loan was to be deemed non viable, which should have set the stage for liquidation.

Danaharta’s loan workouts were to follow certain principles:

· The debtor’s shareholders were to bear most of the loss

· The debtor’s management was to have only one opportunity to implement an agreed workout, with no opportunities for revision

· The debtor’s business operations were to be closely monitored

Danaharta also developed non-binding guidelines for corporate workouts

· Restructured debt should not be zero coupon, but should provide a yield commensurate with cash flow

· The repayment period for restructured loans should not exceed five years

· Existing shareholders should be prevented from diluting shareholdings obtained by creditors through debt/equity conversions

· The workout agreement should contain monitorable covenants regarding inter-company lending, disposal or transfer of assets, dividend payments and additional lending.

In order to facilitate the resolution of the NPLs, Danaharta was empowered by the Danaharta Act to foreclose or sell assets of debtors through public auction, public tender, or direct negotiation without consent of the debtor as long as the sale was at market value and a 30 days’ notice was provided.  In addition, Danaharta was also empowered to appoint special administrators to manage the affairs of distressed companies

The CDRC

The CDRC was established to provide a framework for out-of-court workouts in complex cases involving debts of 50 million ringgit or more and a minimum of three creditors.  The CDRC whose primary objective was the preservation of viable businesses established several procedures to facilitate the workout process.

· The establishment of a creditors committee representing at least 75% of the outstanding debt in each case

· Full disclosure and information sharing

· Appointment of independent consultants

· A 60 day standstill, which can be extended

· Continuation of existing credit lines

· Approval of workout schemes with 75% creditor support.  One some occasions, however, dissenting creditors were bought out by Danaharta.

Results of the program

Danaharta

The average discount at which Danaharta purchased NPLs was about 60% of the value of the principal.  As of mid 2000, Danaharta had resolved 31.5 billion ringgit of its 46 billion ringgit portfolio.  Danaharta focused first on the largest 20% of its debtors and on easier cases involving sales of foreign loans and residential property.  A significant portion of corporate cases (a quarter by end 1999) have been resolved through simple debt restructuring.

The CDRC

By end-August 2000, the CDRC had resolved or was making progress on 38 out of 75 cases referred to it, representing 26 billion ringgit out of a total of 45 billion ringgit.  CDRC’s completed cases include two large and politically well connected conglomerates.  These conglomerates have converted large loans into seven-year zero-coupon bonds and have been acquiring further assets, as opposed to asset sales to decrease leverage.

Indonesia 

Prevalent economic conditions

In the 1990s, Indonesia significantly liberalised its economy but direct and indirect state influence still remained very important.  In the financial area, less government control led to a significant increase in the number of banks, often associated with specific industrial groups.  Prior to the crisis, Indonesia had been struggling with significant capital inflows.  Bank Indonesia had, on several occasions, widened the exchange rate band, each time leading to a maximum appreciation of the rupiah within the band.  In response to the real appreciation of the currency, exports in late 1996 and early 1997 showed rapid signs of decline.

The crisis in Indonesia was essentially triggered by contagion from Thailand.  Following a widening of the rupiah's band in July, the currency was floated in August 1997.  After a temporary reprieve, exchange market pressures heightened in September and October, by which time the rupiah had fallen by more than 30% since July, the fastest depreciation among the crisis countries.

On November 5, 1997, the IMF approved a three-year Stand-By Arrangement with Indonesia, equivalent to US$ 10bn; additional financing was committed by other international financial institutions and contingent credit lines from other countries.  The initial response to the program was positive, but it proved short-lived, and the exchange rate fell again precipitously in December 1997. In June, the rupiah hit an end-of-day low of 16,650 rupiah against the US$.

In the aftermath of May 1998 riots and the replacement of the President, the macroeconomic program was modified and a limited degree of macroeconomic stability was restored.  The exchange rate recovered to 11,075 rupiah to the US$ by the end of August 1998, and stabilised at about 8,000 rupiah per US$ since late 1998.

The NPL problem

Before the crisis, Indonesia had an exceptionally fragmented financial system with more than 230 banks and many small regional financial institutions.  This fragmentation posed a challenge for supervisory authorities and signalled underlying regulatory weaknesses.  There were also several specific factors contributing to the loan performance problems at Indonesian banks.

· Difficulty of the quantification of problem loans given the large number of banks and the complex pattern of cross holdings of equity and loans, which impaired the transparency of reports

· High concentration of loans on the real estate sector (approximately 20% of loans in early 1997)

· Inadequate loan classification due to the banks’ ability to restructure loans to reduce the size of reported portfolio problems and reclassify loans back to performing status as soon as one payment was made, irrespective of the anticipated future payment stream on the loan.

· Widespread breach of legal lending limits directly or by routing loans to insiders (bank owners and associated business groups) through non-bank finance companies.

· An outdated bankruptcy law from 1908

· High levels of exposure of Indonesian companies and banks to foreign currency debt with 75% of the $118 billion corporate debt pool denominated in foreign currency in late 1998.

NPLs as a percentage of total loans stood at 9% at the end of 1997.  However, in mid 1998 the ratio peaked at 59% as many Indonesian companies came under increased financial distress and a series of audits at the banks revealed the true extent of the issue.

Program employed to resolve NPLs

IBRA

In January 1998 the Indonesia Bank Restructuring Agency (IBRA) was created under the auspices of the Ministry of Finance as a centralised AMC.  It was mandated to take-over and rehabilitate weak banks and manage the non-performing assets of intervened banks.

In addition to managing the NPLs of the banks taken-over by the IBRA, all Category 5 loans of the system, which were considered to be “loss” loans and required to be provisioned at 100%, were transferred to IBRA’s asset management unit at zero value.  Indonesian banks also had the option of turning over Category 4 loans, which represented “doubtful” loans and provisioned at 50%, at zero value.  This scheme was part of a joint-recapitalisation program for the remaining private banks whereby the government would contribute up to four rupiah for every rupiah by the banks’ owners in order to improve capital adequacy.  The government’s contributions would be in convertible preference shares.  Any recoveries from the Category 5 and Category 4 loans taken over by IBRA would be used to buy back the government’s preference shares.

Corporate Restructuring Initiatives

In September 1998, the government established a “Jakarta Initiative” set of corporate restructuring principles and a Jakarta Initiative Task Force to mediate between creditors, expedite regulatory approval, and seek needed regulatory relief.  Within this framework, indebted companies were to reorganise and restructure their operations in order to return to profitability.  In turn, creditors would agree to reschedule loans or to accept conversion of debt to equity.

The Jakarta Initiative was combined with the Frankfurt Agreement under which foreign commercial banks could negotiate settlements with Indonesian debtors.  In addition, the Indonesian Debt Restructuring Agency was established in order to guarantee access to foreign exchange for indebted companies.

Results of the program

IBRA

At the end of 2000, the portfolio of loans held by the AMC unit of IBRA had a face value of approximately $28 billion.  Having sold or outsourced its retail, SME and smaller commercial credits, the IBRA’s in-house staff focused on resolving $9 billion in credits to its 21 largest obligors, each a multi-affiliate conglomerate.  By the end of 2000, $8 billion of these credits were in the late stages of negotiations or covered by court filings.  The IBRA’s top 21 debt restructuring deals appear to be about 34% rescheduling, 57% debt/equity or convertible bond conversions, and only 9% prompt repayments through the use of cash balances, debt/asset swaps, etc.  For some high profile conglomerates, it has been proposed that if the corporate debtor can repay the principal within 12 years (including an 8-year grace period), the former controlling shareholder could regain 100% equity ownership.

JITF

By the end of 1999, debt workout agreements mediated by the JITF amounted only to $1.7 billion out of registered cases of $23 billion.  The slow progress led to government approval of time-bound mediation procedures, a requirement for cases to re-register for time-bound mediation or be dropped from the JITF, government referral of some cases in which the IBRA AMC was a minority creditor for time-bound JITF mediation and on opportunity for the JITF to refer non-cooperative debtors to the government for possible investigation or bankruptcy petition by the Attorney General.  

For restructuring agreements mediated by the JITF in 2000, terms were extended on average and 87% of the principal was subject to a 2-3 year grace period.  Approximately a third of the debt was to be converted to equity.  Prompt repayment represented just 5% of the restructured debt.

Legal, Tax and Regulatory Initiatives

Indonesia undertook several significant initiatives to facilitate corporate and financial sector restructuring.

· Amendments to the banking law that modified banking secrecy requirements

· Other amendments to the banking law that enabled IBRA to operate effectively, such as the ability to transfer assets and foreclose against a non-performing debtor.

· Removal of restrictions on foreign ownership of banks

· New loan classification and loan provisioning rules

· Tightened rules for connected lending where the most widespread abuses had taken place

· A new bankruptcy law was promulgated and new commercial courst have been established while additional measures are being taken to strengthen the judiciary so that the courts may handle litigation under the new bankruptcy code

Thailand

Prevalent economic conditions

Thailand had experienced a decade of economic growth prior to its crisis of 1997, due in part to a pegged exchange rate regime and capital inflows.  However, by late 1996 pressures on the baht emerged.  Pressure increased through the first half of 1997 amidst an unsustainable current account 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, the baht was floated in July 1997 and depreciated by 20% against the US$. In August 1997, Thailand entered into a three-year Stand-By Arrangement with the IMF, augmented with funds from the World Bank, the Asian Development Bank, Japan and other countries.  Key policy measures of the program included steps to restructure the financial sector, such as fiscal adjustment and the continuation of a floating exchange rate system.

As the crisis spread to other Asian countries and the sentiment of investors toward the region remained shaky, rollover ratios of short-term debt declined and the baht continued to depreciate.  Economic activity also declined, as investment, consumption, and export demand fell sharply.  The increasing lack of confidence in the government's ability to manage the situation culminated in a change of government in November 1997.  After a significant strengthening of the economic program there was, starting early 1998, a gradual return of confidence, which was reflected in a 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 with a more accommodative fiscal stance to allow automatic stabilisers 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 stabilised and money market interest rates stood below pre-crisis levels.

The NPL Problem

When the crisis was triggered by the floating of the baht, the financial system was confronted with sharply increasing number and amount of NPLs.  The preliminary reasons of the emergence of NPLs as a major problem for the financial sector are as follows:

· Weak regulation and supervision

· Inadequate rules for loan classification, provisioning and accounting

· Inconsistent application of rules

· No prudential limits on loan concentration

· Continuation of interest accrual on NPLs

· Over-dependence on collateral leading to high level of exposure to asset prices

· Highly leveraged corporate sector

· Inflated asset prices encouraged further lending

· Failure of the outdated bankruptcy law (from 1940) to provide adequate protection to creditors

NPLs reached 2.7 trillion baht (about US$77 billion) by end 1998 for the whole system.  The NPLs peaked for commercial banks in June 1999 at 2.5 trillion baht. 

Some six hundred large corporations accounted for half of this NPL volume and the remaining portion owed by 400,000 SMEs and 50,000 individual debtors.

Program employed to resolve NPLs

In Thailand, no new agency was set up with specific responsibilities for bank restructuring.  The Financial Institutions Development Fund, a legal entity within the Bank of Thailand (BOT), which is the supervisory authority, was in charge of managing liquidity and solvency support to intervened banks.  However, most decision making was left to the Ministry of Finance.

The authorities developed a strategy to restructure the financial system in cooperation with the IMF.  At first the Financial Sector Restructuring Agency (FRA) was created to assess the viability of 58 suspended finance companies and to liquidate the assets of 56 of the companies which were closed and a public AMC was established to purchase assets from the FRA.  At the same time, the government encouraged financial institutions to set up private asset management companies.  By mid-1998, a Corporate Debt Restructuring Advisory Committee (CDRAC) had been created by BOT to facilitate corporate debt restructuring.  CDRAC played a significant role in corporate restructuring.  It developed a set of principles for voluntary out-of-court workouts and augmented it with a model called Debtor-Creditor Agreement (DCA) in order to produce sufficient and timely progress.

Thai Asset Management Corporation (TAMC) was created by the FRA as a centralised AMC and a bidder of last resort.  It was mandated to purchase assets from 

auctions of closed finance companies.  TAMC's funding came from:

· Initial capital from the government

· Additional borrowings from domestic and international sources at not more than 12 times TAMC's capital.

The criteria for NPLs to be purchased by TAMC were:

· All assets that failed to sell in the second round auctions of assets of closed finance companies; or

· Bad assets from institutions taken over by the Thai Financial Institutions Deposit Fund (FIDF). 

The purchase price for NPLs was based on a market value calculated on collateral appraisal and the evaluation of the financial conditions of the debtors and guarantors.

Results of the program

FRA closed one bank and 59 finance companies, forced three bank mergers and nationalized four banks of medium size.  In sum, out of 860 billion baht assets managed by the FRA, 206 billion baht have been sold to the private sector and 185 billion baht to the asset management company.  Total recovery to FRA is about 96 billion baht or 25 percent of face value; final recovery value will only be known after the outcome of profit sharing arrangements and asset management company liquidations are completed.

CDRAC handled 2,821 large and medium corporate restructuring cases, accounting for 2.25 trillion baht.  In 2,124 of these cases, the debtor had signed a DCA with its creditors.  More than 45% of the target corporate cases have reached restructuring agreements while 53 % of cases have failed to settle and most of them are being transferred to the civil courts.

Although the TAMC and private asset management companies have not played a significant role at the early stages of the crisis, recently, the government announced some details on the TAMC to facilitate the process of restructuring and proposed its plan to set up a national AMC (merger of individual bank AMCs).  According to the announcement:

· NPLs will be sold to TAMC at net book value, not at further discounts

· The banks will bear the first 30% of the loss from the NPL workout and get 90% of the profit. 

· Profit and loss will be calculated after five and ten years. 

· NPLs sold must be 5 billion baht or more and must have at least two creditors. 

· The TAMC will buy 1,250 billion baht of NPLs of which about 1 trillion baht of NPLs will be from state-owned banks and 250 billion baht from private banks at net book value. 

The government will pay for these purchases by issuing 10-year bonds, 10 % callable each year after the third year, with a coupon equal to the average bank deposits rate.

Sweden

Prevalent economic conditions and the NPL problem

High inflation, rapid credit expansion, primarily in the property sector and a recession in exports all contributed to Sweden’s distress in the late 1980s, early 1990s.  From 1989 to 1993, metropolitan values declined 70% causing finance companies to be the first to experience distress.  Swedish banks, some having as much as 75% of their loan portfolio in property were also affected.  The floating of the krona on November 19, 1992 led to a 25% depreciation which catalysed large bank losses in the foreign exchange market and foreign currency denominated loans.  Many banks were already in precarious positions with capital adequacy ratios at dangerous levels.  The government took interim action by infusing Nordbanken SKr 25 billion of capital and Sparbanken Första with Skr 10 billion in loans and guarantees.  This effectively nationalised both institutions.  An extensive rescue of the banking sector was passed in the legislature in December 1992.  Guarantees were provided on all retail deposits, senior and subordinated debt, problem assets, loans and new equity issues.

Program employed to resolve NPLs

Securum is an example of an AMC which was designed to take-over NPLs from a single bank, and was created as a subsidiary of that bank.  In addition to its equity contribution to Nordbanken, the government also extended a guarantee to Securum, which was at the time an asset management subsidiary of the bank.  Later, with additional funding from the state, Securum took over from Nordbanken about 3000 loans (most of which were collateralised by real estate).  The equity invested in Securum allowed it to cover the cost of further write-down of assets taken over from Nordbanken and to manage the divestment of the loans.  At the end of 1992, Securum was formally separated from Nordbanken and became an independent company owned by the state.

In order to efficiently manage the large number of seized real estate collateral, Securum established four Swedish regional real estate companies in 1993.  The objective of these companies was to improve their assets through active management (e.g. by lowering the vacancy rate and improving the conditions of their properties) and, once the value of the assets could not be further improved, to sell the assets.

In 1994, Securum listed Fastighets AB Norrporten, formerly Securum Fastigheter Norra AB, on the Stockhold Stock Exchange. Securum made an initial public offering of 60 % of the company to both institutional investors as well as to the general public.  To raise the price of the sale by reducing the public's uncertainties about the company, Securum guaranteed to buy back the shares at a predetermined price during the summer of that year. This guarantee helped generate interest in the sale and the shares were substantially oversubscribed.

The remaining shares in Norrporten were later sold in two stages in October and December 1996. In 1997, Securum also made another successful initial public offering of another company.

USA

Prevalent economic conditions

The US savings and loans (S&L) crisis in the late 1980s was primarily driven by a sharp increase in interest rates.  The thrifts’ assets were not troubled in the same way as the other international examples.  Most of their assets were fixed rate loans during an increasing interest rate environment, causing them to pay interest costs in excess of their income from their asset portfolios.  Moreover, in 1988 the sharp decline in oil prices, the explosive growth in real estate development and banks’ increased concentrations in real estate lending caused significant losses to commercial banks, particularly in the southwest, resulting in several hundred failures (mostly thrifts).  As real estate problems spread across the country, the number of failures increased in the consecutive years.

The magnitude of the failed thrifts problem

RTC (Resolution Trust Corporation) resolved 747 thrifts with total assets of US$465 billion.  These assets accounted for roughly 23.2 percent of S&L’s assets or 8 percent of total bank and thrift assets in 1989.

Program employed to resolve NPLs

The government set up RTC in 1989 as a rapid asset disposition vehicle.  RTC operated as a centralised liquidation agency with a limited lifespan and its scope was to maximise the recovery value of assets while minimising the impact on real estate and financial markets.  Unlike the Asian examples of AMCs, RTC acquired both performing and non-performing assets.  RTC employed several resolution processes while managing to liquidate hundreds of billions of dollars in assets. 

· To rapidly pass the assets from failed institutions back into the private sector.  The assets of the failed institutions were passed to the acquirers along with their liabilities for a one-time cash payment.

· As the volume of failures increased, RTC gave the acquirers an option to put back the assets they did not want to keep.

· Create asset pools, which gave investors the flexibility to bid on pools of similar loans.

· Enter into loss sharing schemes as an incentive to buyers.  RTC agreed to absorb a portion of the loss on specific pools of assets. 

· Enter into equity partnerships.  RTC joining in partnership with private investors who would use their expertise and their effeciencies to recover more value from troubled assets.

Each of these methods were designed to encourage the private sector to become more involved and to take more of a role in the resolution process.

Results of the program

RTC was successful because it was helped by the fact that most of the assets to be disposed of were performing and were real estate loans or mortgage backed loans.  RTC resolved all thrifts and recovered 87 cents on the dollar.  RTC was closed in 1996.

Crédit Lyonnais

Origins of the Crisis

The Crédit Lyonnais crisis in France during the early 1990s was largely due to the following reasons:

· The bank’s aggressive development in real estate and corporate lending in 1980s

· Purchase of numerous foreign banks and financial institutions at high prices

· Incautious development in the film industry (CLBN, MGM)

· French “Bank-Industry” strategy, which led the bank to take large stakes in the capital of industrial companies and fund them through loans

· Limited control of specialised bank subsidiaries

· Insufficient capital support of the state

The first signs of difficulties appeared at the end of 1992 at CLBN in Holland and when the real estate market began to weaken.  Although some losses were registered in the 1992 financial accounts, provisioning was insignificant.  When the expected write-offs from the collapse of the real estate market and continuous degradation of the corporate portfolio reached $4 billion, a special program was devised to avoid triggering a systemic crisis.

Program employed to resolve NPLs

1994 Restructuring Plan

In 1994, $8.3 billion of real estate loans were transferred to a subsidiary of Crédit Lyonnais, Omnium Immobilier de Gestion (OIG).  OIG was refinanced by a company owned by the public owners of Crédit Lyonnais (State, Caisse des Dépots, Thomson CSF).  This loan was also guaranteed by the public shareholders up to $2.9 billion.  Given this guarantee, Crédit Lyonnais’ auditors accepted not to register the corresponding provisions and limiting the losses to $1.4 billion in the 1993 accounts.  In addition, the state and Thomson CSF agreed to re-capitalise Crédit Lyonnais up to $1 billion.

1995 Restructuring Plan and the CDR

An extensive review of the operations of Crédit Lyonnais and its subsidiaries by the bank’s internal auditors and by the Bank Supervisory Commission during 1994 revealed highly significant potential sources of losses.  Following this review, the bank’s external auditors were replaced.  The new auditors rapidly identified an exceptional provisioning need of about $10 billion for 1994 in corporate loans, industrial participations, real estate, film industry and other activities.  Such provisions would have almost wiped out Crédit Lyonnais’ equity ($16.2 billion at that time) and the State was in no position to re-capitalise the bank up to that amount.  The dismantling of Crédit Lyonnais was seriously considered but ruled out for political and social reasons.

In September 1995, $38 billion of assets (10% of the total balance sheet of Crédit Lyonnais) were transferred to a new containment structure called Consortium de Réalisation (CDR).  Excluding connected loans to subsidiaries of Crédit Lyonnais and after the deduction of provisions, the net book value of the assets amounted to $26.5 billion.  A bill of law was passed by the Parliament to authorise this bail-out scheme.  The European Commission, which under the rules of the Treaty of Rome has to approve any public aid to a company, also gave its conditional authorisation.

The CDR was financed through a subordinated loan granted by an administrative entity called Etablissement Public de Financement et de Restructuration (EPFR).  EPFR was, in turn, financed through a loan granted by Crédit Lyonnais.  This loan was guaranteed by the State.

The CDR received the following assets:

· Most of the real estate loan portfolio of Crédit Lyonnais and its subsidiaries

· The loans (performing and non-performing) extended by the weakest bank subsidiaries of the group

· Equity investments of three other subsidiaries of Crédit Lyonnais

There was no thorough analysis made of the portfolios and the value of the banks prior to their transfer to CDR.  CDR’s objectives were defined by the French Government as:

· Reduce the amount of assets to be sold by 50% in three years and by 80% in five years

· Limit, as much as possible, the final losses on sales, which were estimated at $10 billion in capital at the time of the transfer

· Manage and sell the assets in a transparent and effective way

Transferred assets were distributed among four different categories:

· Majority equity shareholdings in 56 companies with a turnover in excess of $8 billion and employing 30,000 people and book value of $6 billion were transferred to a subsidiary called CDR-Enterprises

· The minority equity shareholdings in 600 companies with book value of $7 billion were managed by CDR-Participations

· Real estate loans and assets with book value of about $11 billion came under the responsibility of another subsidiary, CDR-Immobilier

· All other problem loans amounting to $14 billion placed into CDR-Créances, which also had the responsibility of selling what was left of the former bank subsidiaries of Crédit Lyonnais

CDR also maintained some banking activity within its area of responsibility, limited to the management of sound loans to the former bank subsidiaries of Crédit Lyonnais, to the refinancing of the liabilities linked to the compromised assets before their sale and to exceptional new funding, which was strictly controlled.  This role was played by CDR-Finance.  Each CDR subsidiary had a separate and independent management, and a distinct location for some of them.  At the peak (1996), CDR and its five main subsidiaries employed 486 people.

Each of the four asset management subsidiaries defined their own strategy.

· CDR-Enterprises was to prioritise the companies to be sold first, the ones to be liquidated, to be put into bankruptcy, to be restructured, the ones for which no major restructuring was needed prior to sale and the ones which needed to be restructured before any sale was attempted.  At least in the first phases, the choice was made to sell the shareholdings as soon and as much as possible prior to restructuring to minimise time spent on a company and the cost entailed.
· The strategy of CDR-Participations, 56% of the assets of whom were minority stakes in listed companies was driven mainly by the performance of the stock market and the liquidity of each stock.  Sales of stakes in non-listed companies were to be managed on a case-by-case basis.  In such cases, one of the most important difficulties was to find an alternative source of funding for the companies, given that Crédit Lyonnais was often the main bank of the company.

· In the first two years, the main task of CDR-Immobilier was to appropriate the real estate assets Crédit Lyonnais financed, and for which the developers were not able to respect their reimbursement obligations.  CDR-Immobilier then led a prudent policy of investment to complete unfinished projects before increasing its sale efforts.  The improvement of the real estate market in Paris and in France more generally, allowed the sale of large parts of the portfolio in 1997 and in the following years.
· The strategy of CDR-Créances was the hardest to define, give the disparity of the loans it had to manage.  18 months were necessary to reclassify and organise a satisfactory follow-up of the 8,000 problem loans and credit lines of the former bank subsidiaries of Crédit Lyonnais.  In many cases, litigation with debtors complicated the task.

Results of the Program

The reduction of the CDR portfolio took place at a steady pace between 1995 and 1998 as follows:

($ billion)
1995
1996
1997
1998

Book value of portfolio on January 1st
38.0
32.3
22.2
15.1

New investments
1.3
1.0
0.6
0.4

Sales and reduction of liabilities
-7.0
-11.1
-7.7
-1.8

Exceptional write-offs



-6.9

Book value of portfolio on December 31st
32.3
22.2
15.1
6.4

Cumulative CDR losses
-4.4
-9.2
-10.1
-15.9

Cumulative portfolio reduction
-15%
-42%
-60%
-83%







The Sizes of the NPL Problems in the East Asian Crisis Countries
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Lessons Learned from International Experience

The legal basis for the NPL resolution program is critical.  For example, the legal system should be able to provide for clear transfer of titles and property in the transactions of loans and other assets, provide for the orderly resolution of disputed claims, including debt recovery and realisation of collateral for unpaid debt.  Legal initiatives empowering the institutions responsible for NPL resolution should also be taken to facilitate the process.

A sound financial regulatory and supervisory framework is a pre-requisite for effective asset management policies.  Such a framework can help facilitate and rationalise decision making in the management of non-performing assets.  For example, a good loan classification system, which allows policymakers to assess the extent of impaired assets and monitor their migration over time, is important when financial institutions’ own credit assessment is unreliable and when it is in the interest of these institutions to hide the true magnitude of their impaired assets.

An incentivising tax framework must be established to help promote both financial transactions and restructuring.  For example, to facilitate the sale of NPLs, financial transaction taxes should be removed.  Tax deductibility of certain specific loan loss provision, by inducing financial institutions to recognise voluntarily the true value of their assets can increase their willingness to resolve them more aggressively.

The NPL resolution process must be protected from political influence.

Strong links must be maintained between financial and corporate restructuring.  In order to realise the long-term economic benefits of the NPL resolution program, corporate restructuring of the real sector and financial restructuring of the banking sector must be closely linked.  Quick-fix solutions such as debt rescheduling and rate reductions must be kept to a minimum.

A substantial pool of skilled resources is necessary for an effective program.

Impartial judgement on the viability of the distressed debtors must be assured.

Centralised efforts have significant advantages.  Centralised AMCs are better positioned than single claim holders when negotiating with debtors.  This is especially true when credits are scattered in the system, collateral is pledged to multiple creditors, and the size and the clout of the debtors are large relative to the banks.

Asset transfer prices should be as close to market value as possible.  Asset transfer prices in AMC schemes should be based on market values as much as possible.  When valuation is difficult and a speedy resolution is necessary, the originating asset owners should remain substantially exposed to the result of the final settlement

Loss in institutional knowledge must be minimised when NPLs are transferred to a centralised AMC.

AMCs should be sufficiently funded in order to perform their intended functions.  At the same time, they should be subject to hard budget constraints.  To achieve transparency, the operating budget of the AMCs should be separate from their funding for asset take-over.

The program must be a one-time event.  The collective resolution of the NPL problem must be widely accepted as a one-time event in order to avoid a decline in credit discipline on the part of both debtors and creditors

4.
Recommendations

The NPL problems of the financial sector are, for the most part, the symptoms of the difficulties of the real sector.  In Turkey, as in the other international examples, the resolution of the banking sector’s immediate solvency problems during a financial crisis has taken precedence over any efforts to rehabilitate the real sector.  Such priority treatment is necessary as the continued operation of the financial system is absolutely necessary to avoid economic chaos.  During the latest two financial crises in Turkey, the most immediate problems that faced the banking sector were its exposure to interest rate and exchange rate risks.  Loan performance problems, on the other hand, have been building up as the economic slowdown impacts debtors.  The SDIF bank takeovers have removed the threat created by the banks that were the most vulnerable to interest rate, exchange rate and asset quality risks.  The debt swap, in turn, has significantly covered the exchange rate risks of the remaining banks.  Furthermore, new regulatory initiatives have been put into place to ensure the long term health of the banking sector.

For the surviving banks, the main remaining threat to their capital are the increasing amount of NPLs.  On the flip side of the problem, the borrowing companies are struggling to continue their operations.  A resolution of the NPL issue is also necessary to protect the financial and non-financial sectors’ access to foreign credit.  At the background of structural, macroeconomic and regulatory progress achieved so far, the NPL stock has to be dealt with for the sake of creating an efficient financial system required to bolster economic growth.  We therefore believe that any private sector initiative to tackle the NPLs issue should incorporate a significant effort to provide support to the real economy in order to achieve the necessary public and government support.

Objectives

The main objectives of such an effort can be summarised as follows:

· Minimise the financial impact of the anticipated increase of NPLs of the surviving banks

· Help the survival of companies that remain fundamentally viable

· Provide a catalyst for the longer term restructuring of the real sector

After our initial consideration of the NPL issue in Turkey, we proposed a “Multi-Purpose AMC” model, which combines the centralised workout and asset sale efforts under one well funded organisation that takes over the most significant NPLs from the banks.  Discussions with the Banks Association, the Treasury, the BRSA and the World Bank, however, have revealed significant concerns regarding the viability of the funding sources we had suggested, the availability of other sources of funding, as well as the likelihood of swift legislative action to grant special powers to such an AMC.

Further discussions have led to an agreement on a “Dual-Track Approach” similar to the methods employed in the East Asian crisis countries, whereby a series of centralised workout processes would be undertaken by the banks for fundamentally viable companies without transferring the corresponding NPLs.  In this structure, a separate AMC would purchase the lower quality NPLs at deep discounts and seek to dispose of them.

In the following sections, we have summarised the originally proposed model, the alternative approach that is being formulated, their relative strengths and weaknesses as well as our recommendations regarding the latter.

Originally Proposed Multi-Purpose AMC Model

Several fundamental differences between the situation facing the Turkish banking sector today and the Asian cases should be understood before a discussion of a model for the resolution of NPLs in Turkey.

· More liberal banking environment without foreign ownership restrictions

· The size of the problem is smaller due to lower levels of leverage

· The supervisory structure has already been greatly strengthened

· The remaining private banks (after SDIF takeovers) are not yet distressed from NPL issues

Based on the lessons learned from international experience and taking into consideration the voluntary aspect of the initiative being contemplated by private Turkish banks through the Banks Association, we proposed a special centralized AMC model as a starting point for further study and discussion.

A centralized effort has the following broad advantages:

· Overcomes the conflict of interest issues between multiple lenders, which seem to be a major stumbling block for the resolution of NPLs

· Provides economies of scale in workout skills and resources

· Allows banks to focus on their core business

· Allows the application of uniform workout practices

· Can be given special powers to expedite loan recovery

A centralised structure is also appropriate for Turkey as there is no domestic market for NPLs, or even syndicated loans, which could be used for the disposal of problem loans.

The main point of departure from international examples is the leadership of the private sector for the initiative.  In the Turkish case, unlike the international examples, there are a significant number of financial institutions that remain strong after the crisis, but still have suffered asset quality deterioration due to the decline in economic activity.  The leadership of the private sector would have several advantages:

· Minimise political interference

· Avoid placing additional funding burden on the government

· Strengthen the linkages between the financial and real sectors of the economy through the experience of a collaborative process aimed at solving the problems of both groups

Another point of departure from international examples is our recommendation to centralize the out-of-court workout process for certain large debtors by transferring all such loans into the AMC.  In international examples, centralization of the workout process has mostly been achieved by a government imposed scheme, which sets workout rules and facilitates the process but does not remove the loans from the banks’ balance sheets (eg. CRA in Korea, CDRC in Malaysia, JITF in Indonesia).  The proposed structure of the actual transfer to the AMC of the loans to be subject to workouts is aimed at simplifying the negotiating process for multi-lender cases and maximising leverage over debtors.  Such a structure could be called a “Multi Purpose AMC” approach.

For the funding of the multi-purpose AMC we proposed the release of funds from the banks’ balance sheets through a decrease in the Central Bank’s reserve requirement.  The reserve requirement is no longer an effective tool for the Central Bank and it hinders the lending activities of banks by increasing their overall cost of funding.  The use of the released funds would allow for a largely private sector funded initiative.  Such funds would amount to roughly $500-600 million if only the private banks’ reserve requirements were to be released.  Should the state banks participate in the AMC, available funds would be higher.  The released funds would primarily be used for extending new loans to selected companies undergoing restructuring.

In addition, informal contacts with the IFC have indicated that they are likely to be interested in getting involved with the NPL project.  The IFC’s involvement would provide several benefits including:

· Additional funding source

· Know-how

· Enhanced commercial image

The table below provides an outline of the model’s main features while the following section highlights several critical legal and tax issues in relation to the proposed model.

Basic Principles
· Voluntary private initiative

· Enforcement to be provided by the BRSA and legislation as necessary

· Multiple-source funding

· Priority to be given to workouts for viable debtors

· Limited duration

Foundation /Ownership Structure
· Private banks

· IFC

· SDIF

· State Banks

· Majority to be owned by private banks

· Representation on the AMC board in accordance with the equity participation of the banks.  The SDIF, and the IFC, would also have board seats

Functional Scope
· Functionally, the AMC’s scope would be to resolve each NPL it has taken over in one of the following ways:

· Restructuring through negotiations with the debtor including asset sales, debt/equity swaps, public offerings, introduction of strategic partners etc.

· Recovering value through acquiring and liquidating collateral or other assets of the debtor

· Forming pools of assets to be sold to institutional investors

· Selling loans through an organised market

· Writing-off and crystallising a balance sheet loss

Scope of Assets
· Bank Participation

· Banks would be encouraged to participate in the scheme by the empowerment of the AMC for effective NPL resolution

· Primarily assets owned by private banks.  The assets of state-owned banks and SDIF banks to be taken over in cases where they have been co-lenders.

· Balance the interests of each creditor in the case of debtors who have outstanding loans from multiple banks

· For multiple lender cases, a BRSA imposed requirement to participate given that a significant majority (eg. 75% of loan holders) agree to turn over the loan to the AMC

· Asset quality

· Loans of operationally viable companies and loans secured by collateral with a high probability of liquidation. 

· Size

· A minimum size criteria must be set for the NPLs to be taken over by the AMC to simplify its task.  The minimum size could be between $1 million and $5 million. 

· Capture a significant amount in terms of total value while excluding smaller loans for which the AMC is not likely to add value

· Same debtor NPLs from different banks should be aggregated for the size test

· Related party loans

· Depending on the size of the problem, related party loans by private banks could be initially excluded in order to simplify the AMC’s task and gain momentum for the project, however, related party loans by SDIF banks should be covered

· Industry focus

· The AMC could be set-up to take-over the NPLs of certain industries that have come under the greatest stress (eg textiles, construction) 

· Separate departments could be set up within the AMC for priority industries in order to benefit from concentrations of expertise and relationships.  It would be beneficial to at least separate the real estate based NPLs such as those of construction and hotel companies from those of manufacturing businesses as their resolution methods are likely to be quite different

Funding
· Funding requirement

· Initial purchase of the NPLs from the banks

· Operating expenses of the AMC

· Working capital requirements of selected debtors with whom the AMC may enter into workout negotiations

· Funding sources

· Equity provided by the founders

· AMC to issue a separate debt instrument, such as zero coupon bonds, to each bank linked to the eventual resolution of the specific NPLs that the bank is to turn over to the AMC

· Funds to be generated from a decrease in the reserve requirement of the banks at the Central Bank and to be contributed to the AMC by the respective banks in the form of equity and/or subordinated loans.  These funds would be primarily used for providing new loans in support of companies being restructured.

· Possible IFC funding through equity and loans



Transfer Prices for the NPLs
· NPLs transferred at net book value to the AMC

· This would avoid any immediate impact to the balance sheets of the banks

· Since the AMC would largely be a private sector initiative, there should not be any political implications of such a transfer, which otherwise could be viewed as a bail-out of the banks by the government

· The AMC should only take-over assets that have been properly classified and provisioned for according to BRSA rules.  The BRSA’s loan classification and provision rules should also be neutrally applied to the AMC.



Ongoing economic ownership of the NPLs
· The originating banks to retain a substantial interest in the loan portfolio they have sold to the AMC

· The split between the AMC and the originating bank for the marginal interest should be weighed heavier towards the originating bank in order to ensure ongoing cooperation and avoid freeriding on the back of other banks’ successfully resolved NPLs. 

· A pre-agreed share of the realised gains/losses from NPLs that reach final resolution through debtor repayments or liquidations to be passed on to the originating bank. 

· If no cash resolution has been reached but an NPV has been established through a restructuring process, the originating bank books its share of any positive or negative differences between the NPV and the original transfer price

Duration of the AMC
· Five to seven year duration

· Should be viewed as a one-time project

· At the end of five or seven years the AMC would seek to transfer its remaining asset portfolio to the respective originating banks or to others

Principles of Operation
· The AMC would outsource as many of its functions as possible

· Asset valuations would be based on independent appraisals by institutions to be accredited by the AMC

· Conglomerates should be handled on a consolidated basis

· Managed under prudent banking and business principles

· Strong internal control mechanisms ensuring cost effective operations

· Avoid any political influence and ensure fair treatment of participating banks

· Strong CEO and management team, including staff with strong understanding of the real sector

· Professional staff to be selectively recruited in order to avoid perpetuation of historical credit analysis and loan workout practices

· Time limits for workout negotiations

· The Real Estate Investment Trust structure to be used for the liquidation of real estate collateral where appropriate

· Only one opportunity to be given to debtor’s management to implement an agreed workout plan

· Debtors’ operations and financial performance to be closely monitored

· External audits to be obligatory for the debtor

· Debtors should agree to operational restructuring in order to benefit from financial restructuring

Critical Legal and Tax Issues for the Multi-Purpose AMC Model

Measures Already Taken

Several new measures have already been taken that facilitate the resolution of existing NPLs, and the ongoing efficient treatment of loans having performance problems.

· Tax-deductibility of loan provisions

· Tax exemption from capital gains and transaction taxes resulting from the turnover of title to collateral to creditors

· Stringent rules on related party loans

· Conservative capital adequacy calculation rules

· New loan classification and provisioning guidelines

· Risk monitoring

Proposed Measures

· Measures to enhance enforcement capabilities. A new set of legislation giving special powers to the AMC for resolving NPLs would be necessary

· Ability to impose certain decisions on the debtors.  Such provisions would be along the same lines as the 1987 Law 3332 forcing debt/equity conversions for NPLs

· Ability to force participation from all co-lender banks given the vote of a significant majority (eg. 75%)

· Exemption from banking secrecy provisions for the transfer of information regarding NPL cases at the banks

· Necessary resolutions should be secured for the SDIF to participate as a minority shareholder in the AMC and to allow for the equal treatment of the NPLs where an SDIF bank has been a co-lender with a non-SDIF bank

· If the SDIF is not to turnover the NPLs of companies with multiple creditors, their treatment should be the same as the NPLs held by the other creditors

· The BRSA would need to relax lending and equity participation limits in order to allow the banks to hold large amounts of AMC issued instruments on their balance sheets

· The recent changes to the tax treatment of capital gains and transaction taxes from the transfer of collateral should also be made applicable for transfers to and from the AMC

· Introduction of inflation accounting for tax purposes is also essential.  Current practice, which levies taxes based on inflated nominal profit levels, would lead to a reversal of any profitability improvements from restructuring by heavily taxing modest or even negative real profits

· An opinion should be sought from experienced lawyers regarding any changes which may be required in the bankruptcy law

An Alternative Dual-Track Approach

During discussions between the Banks Association, the Treasury, the BRSA and the World Bank, certain funding and legislative constraints have been articulated, which has led to the formulation of an alternative approach to NPL resolution in Turkey.  These constraints can be summarised as follows:

· Lack of domestic or international resources to fund a multi-purpose AMC project

· Reluctance to use a part of the banks’ reserve requirement for funding because of potential adverse effects to monetary policy

· Under the current political environment, the difficulty of taking swift legislative action in order to support a multi-purpose AMC with special powers to help resolve the NPLs it would take over.

· Administrative complications of creating a multi-purpose AMC.

The alternative approach that has been suggested largely follows the East Asian examples.  Under this dual-track approach, the banks would retain the NPLs that are to be subject to an out-of-court workout process on their own balance sheets while a separate AMC would be formed to acquire the most distressed NPLs from the banks.  The main elements of the dual track approach are as follows:



Centralised Out-of Court Workouts

AMCs







Primary Purpose

· Rehabilitation of selected viable companies through corporate and debt restructuring

· Take over NPLs of distressed financial institutions to help maximise recovery and support bank liquidity

Which Loans?

· Usually selected on a case-by-case basis by participating banks

· Mostly larger loans.  Among the East-Asian crisis countries, a strict minimum size was only implemented in Malaysia (50 million ringgit)

· Ideal candidates are loans of companies who are having temporary problems but remain fundamentally viable

· Loans of companies which are deemed not be fundamentally viable

· Ideal candidates are loans requiring foreclosure and loans with sellable fixed asset collateral

· A size criteria has also been used, as in the case of Malaysia (greater than 5 million, less than 50 million ringgit)

Funding

· Limited funding requirement for only the operational costs of the process unless cash is to be injected for working capital needs of selected debtors

· Costs primarily assumed by participating banks

· Funding requirement for the transfer of NPLs

· Variety of sources such as government contributions, government guaranteed bonds, financial institution contributions and external borrowing

Pricing

· Not applicable

· Usually at fixed discounts varying by type of loan or at estimated market value

Since the funding requirement issue would still apply to the AMC portion of this approach, priority has been given, at least for the time being, to the out-of-court workout process.  It has been agreed that the banks would undertake a series of corporate debt workouts under a scheme modelled after the so called “London Approach”.

The London Approach

The London Approach is the name that has been given to an informal framework developed by the Bank of England originally in the 1970s when commercial banks were struggling with the problems of trying to determine the terms of corporate workouts.  At that time, the banks saw the need for an intermediary which could steer discussions to a successful conclusion.  The Bank of England took the intermediary role and has played it since then.  During the 1970s and 1980s, the Bank of England took an active role in workouts, coordinating and, if necessary, orchestrating the discussions among banks and other parties with an exposure to a company in difficulty.  During this process, the Bank of England would rely on its authority and prestige rather than any legal powers it possessed.

During the recession in the early 1990s, the Bank of England was again involved in the corporate workouts that took place in the UK.  However, this time, with a successful history of orderly workouts among numerous parties, the Bank of England took on a less active role.  In particular, the Bank of England reduced its direct contact with the companies in difficulty and left the responsibility of designing restructuring strategies entirely to the private sector.

The main principles that have been developed under the London Approach can be summarised as follows:

· Banks should remain supportive on hearing that a company to which they have an exposure is in financial difficulty.  In practice, this means a standstill period when creditors keep their facilities in place and do not commence bankruptcy/liquidation procedures.

· Decisions about a company’s longer term future should only be made on the basis of comprehensive information, which is shared among all the banks and other parties to a workout.

· Banks work together to reach a collective view on whether and on what terms a company should be given a financial lifeline.

· The seniority of claims continues to be recognised, but there has to be an element of “shared pain” i.e. equal treatment for all creditors of a single category/

· If any new funds are to be made available to the company in order to support its working capital requirements, such new loans are to be given priority over all existing credits.

· The London Approach cannot and does not guarantee the survival of businesses.  But it is an attempt to lay down a framework for securing orderly and well-informed decisions on whether and on what terms a company is worth supporting.

The London Approach has also been a basis for the out-of-court workout schemes implemented in the East Asian crises countries.  In these countries, the London Approach has been modified to suit the conditions of the particular country.  In particular, in each country, the government has been more directly involved, albeit at varying levels, than the United Kingdom. The different methods of government involvement have included the following:

· Setting out the workout principles to be used

· Appointing committees or task forces that oversaw the process, mediated inter-creditor and creditor-debtor disputes and took remedial action against non-compliant parties

· Drafting a detailed central corporate restructuring agreement to be signed by financial institutions

· Drafting standard inter-creditor and debtor-creditor agreements to be used by workout parties

· Selecting the candidates for corporate workouts

Central authorities involved with the corporate workout processes in these countries have been a part of the central bank or worked under an existing financial supervisory authority or have been newly set up as a separate entity.

The Multi-Purpose AMC versus the Dual-Track Approaches

The following two charts graphically represent the structures of the two different approaches
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The Dual Track Approach

The advantages and disadvantages of each of these approaches can be summarised as follows:

Multi-Purpose AMC

Advantages

· Avoids immediate deterioration of the balance sheets of banks

· Creation of economies of scale and synergies by combining NPLs in under one umbrella (consolidation of skills and resources)

· Simpler coordination avoiding potentially time-consuming inter-creditor negotiations

· Better negotiation power as sole creditor to each debtor

· Ensures fair treatment of all creditors especially in cases where SDIF banks have been co-lenders with other banks

· Allows for special enforcement powers to be given to the AMC, which encourage bank participation and facilitate negotiations with debtors

· Less involvement of banks, allowing them to focus on core business

· If adequately funded, can make cash injections for the working capital needs of selected debtors

· Breaks links between banks and corporates thereby facilitating the resolution of related party loan issues

Disadvantages

· Requires transfer of title of all NPLs, which can be time consuming

· Pricing is more critical

· Loss of institutional knowledge on debtors

· Substantially larger funding requirement, which necessitates the use of AMC derivative instruments as payment to banks in exchange of NPLs

· BRSA and accounting treatment of AMC derivative instruments is critical

· Requires legislative action to empower the AMC

Dual-Track Approach

Advantages

· Less complexity for the initial set-up of the AMC

· Limited transfer of title and/or pricing issues as many larger loans are to be handled via out-of-court workouts without transfer of title

· Institutional knowledge of the borrower shared by banks 

· Enables banks to retain their core customers

· Debtors are likely to prefer maintaining their direct relationships with banks

· Does not require significant new legislative action

Disadvantages

· No immediate contribution to the balance sheets of banks

· Difficult to establish a set of procedures to ensure fair treatment of all creditors with a wide range of claim seniority while expediting resolution

· The banks continue their operational involvement and follow-up procedures

· Limited medium term lending and investment banking experience

· Cash injection is more difficult through individual banks unless a central pool of funds is made available

· Less incentive for bank participation

Recommendations Regarding the Implementation of the Dual-Track Approach

Whatever specific form the NPL resolution strategy for Turkey ultimately takes, certain critical issues need to be well understood and taken into consideration during the planning phase.

· Funding:  Achieving meaningful results from the corporate workout processes is unlikely without significant new funding.  For the workouts, provision of new credit will be critical to ensure the survival of many of the businesses that are having difficulties.  Given the already stretched balance sheets of the banks, they would have a difficult time extending further loans as well as converting short-term loans into medium-term ones.  Possible solutions may come in the form of reduced reserve requirements and/or securitisation of loan portfolios with support from the World Bank and/or the IFC.

· Banks versus the Real Sector: The resolution strategy must not seek to assist the real sector at the expense of the financial sector.  Even though the most immediate threats to the remaining private banks have been overcome, the financial sector as a whole has taken very large losses and would not be able to absorb the cost of such a socially driven agenda.  The mechanisms put in place must ensure that all decisions are taken based on sound commercial judgement.  This is critical to ensure that the financial and corporate restructuring process has lasting benefits for the economy.

· Complementarity of Financial and Corporate Restructuring: It is essential that resolution schemes involving solely financial restructuring are kept to a minimum.  The primary approach when considering restructuring strategies should be to determine the sustainable amount of debt for each company given their cash generation capabilities and realistic market rates of interest.  If the company’s current debt exceeds this amount, asset sales, equity injections by shareholders or debt/equity swaps should be undertaken.  In addition, sound corporate governance practices must be required.  Reluctance to take significant corporate actions will most likely result in further rounds of restructuring in the future.

· BRSA Flexibility:  In order to encourage bank participation in workouts, the BRSA needs to provide flexibility in either the provisioning rules or bank solvency requirements as well as limits on equity partnerships by the banks.

· Fiscal Incentives:  Fiscal incentives such as exemptions from stamp duty and certain transaction taxes should be provided.  Such taxes and duties place an undue burden on debtors who are already having financial difficulties.  Introduction of inflation accounting for tax purposes is also essential.  Current practice, which levies taxes based on inflated nominal profit levels, would lead to a reversal of any profitability improvements from restructuring by heavily taxing modest or even negative real profits.

· Shortfalls of Credit Culture:  Years of economic uncertainty and over-dependence on collateral have prevented the development of a strong credit culture within the banking sector and sound accounting practices within corporates.  The financial and corporate restructuring process should be seen as an opportunity to develop such capabilities.  Extensive use of independent accounting and corporate finance advisors by the banks and their clients during this process would be greatly beneficial in establishing sound accounting and credit analysis practices.
There are several critical decisions to be made regarding the centralised workout process to be employed.

Decision
Issues to be Considered
Recommendations

Centralised Authority

· Necessity

· Functions


· The necessity of:

· Leadership

· Arbitration

· Enforcement
· Central authority providing leadership and structure is necessary

· Voluntary nature of the process should not be compromised

· While incentives should drive participation, some empowerment, especially for arbitration, should be considered

· Should be led by the private financial sector and consist of independent professionals with relevant finance, accounting, legal and business experience.

· The Banks Association should be involved in a coordinating capacity

· Should not be subject to any political pressures

Role of the Government


· Lack of financial resources

· Susceptibility to political influence

· Legislative and other actions necessary to encourage participation and facilitate the process


· The government should only be involved marginally, giving its blessing to the collective efforts of the financial and corporate sectors

· The BRSA should participate as an observer

· Necessary fiscal incentives

· Removal of the burden of transaction taxes

· Introduction of inflation accounting for tax purposes

· BRSA flexibility on provisioning rules and/or bank solvency requirements and equity participation limits

· Changes to the bankruptcy code to encourage out-of-court workouts

Treatment of State and
SDIF Banks
· Special enforcement powers granted to the BRSA for loan collection under the law

· Accountability of managers of State banks for commercial decisions


· All banks should participate including State and SDIF banks

· The BRSA must agree not to use its special enforcement powers while a workout process is in progress

· Accountability of State bank managers must be carefully analysed and special protection should be provided if necessary

· The interests of State banks and SDIF banks should be represented by one bank from each.

Decision
Issues to be Considered
Recommendations

The Workout Principles

· Written?

· Signed/Binding?

· Specificity


· Limited history of fully cooperational workouts

· Necessity for standardisation of procedures

· Credibility of the inter-creditor agreement


· The principles should be written and publicised

· Should reflect a strong commitment from the banks

· Implementation should be overseen by the BRSA, exerting moral suasion wherever necessary

· Should only cover basic principles and major procedural guidelines such as voting thresholds (eg. 75%) and arbitration procedures.



Selection of Workout Candidates
· Who decides?

· Medium-term credit expertise availability

· Criteria for viability

· Size criteria
· Candidates should be selected by the banks

· Voting thresholds (eg. 75%) can be used

· Positive cash flow should be the primary criteria for viability

· Independent advisors should be retained when justified by size and complexity

· A central advisory institution can be utilised.  This role can be provided by the extension of the coordinating role of the Banks Association to provide technical resources or by TSKB.

· Debtors should be required to have their accounts audited externally

· Debtor companies should prepare standardised projections and retain own advisors, if necessary

· Size criteria should be decided by the banks taking into account the size distribution of their loan portfolios



The Role of the AMC

It is not possible to determine what types of problem loans would eventually be left out of the workout process without analysing the details of the banks’ loan portfolios.  NPLs that do not become subject to workout negotiations would most likely be smaller loans, and lower quality loans.

The role of an AMC that takes over such an NPL portfolio would primarily be standardisation and aggregation of assets

· Securitisation of loan portfolios

· Initiation and follow-up of legal proceedings for foreclosure

· Sales of pools of real estate (possibly using the REIT structure)

· Individual sales of selected large non-real estate collateral (eg. factories)

However, standardisation of loan portfolios, especially those that are mostly composed of small loans, is likely to be extremely difficult in Turkey because of a history of heavy dependence on collateral.  Over-dependence on collateral has prevented the development of sound accounting principles on the part of the debtor companies, who would have otherwise needed to convince banks to lend to them by clearly demonstrating their financial health.  Such lack of uniform and transparent accounting practices would be a major hurdle when working to create loan pools to be securitised or sold directly to institutional investors.

Sales of real-estate collateral, on the other hand, would be more manageable, although the impact of a large collection of properties being put up for sale on the already over-supplied real estate market in Turkey should not be overlooked.  The danger is that the AMC would be left to hold a large property portfolio for a long time.

Under these circumstances, the NPLs would need to be purchased by the AMC at a deep discount, in which case, the banks would have little incentive to transfer these assets.

It is clear that the AMC leg of the dual-track approach needs further study involving a detailed analysis of the banks’ loan portfolios and underlying collateral.

In case the AMC project is put on hold due to the concerns already mentioned, the out-of-court workout program can be extended to include a second layer of smaller companies once the first wave of restructurings are well under way.

Next Steps

The Banks Association has formed a task force, which is currently drafting a report suggesting principles, working guidelines and an operating structure for an “Istanbul Approach” workout process.  This task force has also been communicating with the BRSA, which has been undertaking a similar study of its own.  Lazard’s advisors in Turkey have participated in the meetings of the Bankers Association task force.  In addition, the World Bank has shown great interest in providing technical support during the formulation phase of the NPL resolution process and has started to do so through the Treasury and the BRSA.  Lazard’s informal contacts with the IFC indicates that they are also interested in taking part.

Once the Banks Association task force completes its report, it will be shared with all members of the Association, who will be expected to express their opinions and work towards an agreed plan.  Regarding the AMC leg of the dual-track approach, the banks need to undertake a survey collecting and summarising accurate information on their problem loans before any further analysis can be made.  This should include, among other items, a size distribution and a summary of the status and nature of underlying collateral.
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NPL % Total

		

		Non-Performing Loans as a Percentage of Total Loans

				1993		1994		1995		1996		1997		1998		1999		2000		H1 2001*

		Turkish Banking system		3.1%		4.1%		2.8%		2.2%		2.4%		7.2%		10.7%		11.5%

		Commercial Banks		2.9%		3.4%		2.3%		2.1%		2.3%		7.7%		11.7%		12.5%

		Private Commercial Banks		1.8%		2.6%		1.8%		1.6%		2.1%		2.4%		3.6%		6.1%
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Asian examples

		

		Characteristics of AMCs in Asian Countries

		AMC		AMC Type		Assets Transferred From		Funding		Criteria for Asset Transfer		Purchase or Transfer Price		Consideration		Asset Disposition

		Korea Asset Management Corporation (KAMCO)		Centralised		Banks and non-bank financial institutions		Financial institutions; Borrowing from Korea Development Bank; and KAMCO's government guaranteed bond issues.		Ordinary NPL - loans in default for 3 months or longer. Special NPL - loans that have obtained court approval for restructuring as part of corporate reorganisation.		Ordinary NPL - 45 percent of appraisal value of collateral less senior lien amount. Special NPL - present value of discounted projected cash flows. Unsecured loans - 3 percent of face value.		70 percent in KAMCO bonds and 30 percent in cash.		Foreclosure auctions; public sale; outright sale; equity partnership; securitisation.

		Danaharta, Malaysia		Centralised		Banks, finance companies, merchant banks. According to strength of institution		Government contributions; loans from Khazanah; zero coupon government guaranteed Danaharta bonds. For Sime Banking Group, separate government funding.		NPLs over RM 5mn at market value. For Sime Banking Group and BBMB Group, NPLs over RM 1mn.		Secured loans - value of collateral. Unsecured loans - 10 percent of principal. Any surplus on recovery shared with seller on a 20/80 basis. NPLs of Sime Banking Group at book value.		Zero coupon Danaharta bonds.		Private auctions; public tenders; securitisation.

		Indonesia Bank Restructuring Agency (IBRA)		Centralised		Recapitalised banks and closed banks. Took over assets from former shareholders of failed banks.		Most of its funding comes from liquidation of its holdings or assets.		Loss of loans of recapitalised banks and assets of closed banks.		Buys at zero value.				Cash collection; Auction

		Thai Asset Management Corporation (TAMC)		Centralised		Purchased assets from auctions of closed finance companies.		Initial capital from government. Borrowing from domestic and international sources (not to exceed 12 times capital).		All assets that fail to sell in the second round of auction of assets of closed finance companies. Bad assets from institutions taken over by FIDF.		Market value based on collateral appraisal and evaluation of financial conditions of debtors and guarantors.

		Radanasin		De-centralised		Radanasin Bank		Financial Institution Development Fund (FIDF).		Assets rejected by United Overseas Bank.		Transfer at book value.		Note issued by the AMC (backed by the FIDF).

		Nakornthon		Covered asset pool		Nakornthon Bank		FIDF		Assets rejected by Standard Charter.		Transfer at book value.		Assets stay on the balance sheet of the new bank. Guaranteed by FIDC.





Asian % GDP

		

				NPLs as a Percentage of GDP, 1998		NPLs taken over by public AMCs as % of GDP, 1999

		Korea		0.14		0.1

		Indonesia		0.27		0.2

		Malaysia		0.32		0.17

		Thailand		0.51		0.175
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Design of AMCs

		

				Legal basis				Provide for clear transfer of titles and priority in the transactions of assets; remove requirements of permissin from debtors before asset transfers. Provide legal protection to employees and management of public AMCs in the exerciese of their responsibi

				Regulatory framework				Consolidated supervision prevents financial institutinos form using their AMC subsidiaries as a means to artificially boost their capital positions.

				Governance				AMC boards meed to counterbalance the incentives of AMC employees to unnecessarily prolong the life of AMCs, and to resist political interference and pressure from borrowers. Transparency is important to promote accountability.

				Selection of assets to be transferred				Large assets, fixed assets and loans requiring foreclosure are good candidates for transfer to AMCs. Restructurable loans and loans whose obligors banks would like to maintain a long-term relationship should be kept with the banks.

				Asset transfer pricing				Transfer of assets should reflect market prices. Pricing of assts should be based on probability of recovery, cash flow analysis and appraisal of underlying collateral.

				Funding				Sufficient funding but hard budget constraints. Separation of operating budget from take-over funding.

				Incentive structure				Gain/loss sharing arrangements, bonuses tied to recovery rate, raionalise management of NPLs and maximise recovery.

				Asset disposition				Asset disposition decision should be based on market conditions as well as the funidng cost of the AMCs, consistent with the objective of achieving maximum recovery rate.

				Legal power				AMCs vested with extraordinary legal power can help facilitate the asset resolution process, especially in the corporate debt restructurring process.

				Lending				AMCs should not be allowed to engage in lending. Such restriction can help optimise the division of assets between banks and AMCs

				Tax issue				Tax neutrality is important for not creating disincentives to purchase NPLs or assets, or for banks to transfer assets to AMC.





KAMCO

		

				Disposition and Sale of KAMCO Assets

				(in trillions of won, as of June 1999)

				Disposition/Sale		Face value		Price paid by KAMCO		Amount recovered by KAMCO

				Foreclosure		2.9		1.1		1.2

				Auction		2.1		1		1

				Collection		0.2		0.1		0.1

				Securitisation		11.3		5.9		6.5

				Total		16.5		8.1		8.8

				Source: KAMCO






