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ABSTRACT Allens Arthur Robinson '

FORUM FOR ASIAN INSOLVENCY REFORM (FAIR II)
BANGKOK, THAILAND
DECEMBER 16 & 17, 2002

REGIONAL REPORT

Lampros Vassiliou'

OECD Lead Consultant

[THIS IS A SUBSTANTIAL ABSTRACT FROM THE REGIONAL REPORT. THIS
ABSTRACT IS INTENDED TO FACILITATE DISCUSSION AT FAIR AND
PROVIDE AN EASY REFERENCE POINT OF REGIONAL DEVELOPMENTS.
THE FULL REPORT WILL BE AVAILABLE ON THE OECD WEBSITE]

Background

The objective of this report is to facilitate discussions at FAIR II?. The author conducted
missions in Thailand, Malaysia, Indonesia, the Philippines, Chinese Taipei and China in
connection with FAIR II and to assist in preparation of this report. The comments below will
generally focus on these countries although references to other countries in the region will
also be made.

' The author, Lampros Vassiliou, is the OECD Lead Consultant for FAIR. He is a Partner
and Head of Corporate Restructuring & Insolvency - Asia for Allens Arthur Robinson (in
association with Siam Premier International Law Office). He can be contacted at
Lampros.Vassiliou@aar.com.au. Mr. Vassiliou is also a consultant for the World Bank and
the Asian Development Bank on technical assistance and assessment projects in the

mnsolvency arena.

? FAIR II is the Second Forum for Asian Insolvency Reform. The Organisation for Economic
Co-operation and Development (OECD), in partnership with AusAID, the Government of
Japan, the World Bank and the Asian Development Bank, will hold FAIR II in Bangkok,
Thatland on December 16 and 17, 2002. FAIR II is hosted by the Ministry of Justice of the
Kingdom of Thailand.
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This report will seek to provide the following.

(1) A review of the progress of and dynamics affecting restructuring and insolvency law
reform in the Asian region. '

(2) A review, on a country by country basis, of recent developments in restructuring and
insolvency law reform in the Asian region.

A Restructuring Revolution

The author has in a number of presentations described developments in insolvency law
reform and practice over the last few years as an insolvency revolution. Certainly, insolvency
laws have had a prominence that has not previously been witnessed in many countries.
Insolvency law developments and corporate rescue models adopted by some countries
following the recessions in the late 1980s have been proved to be useful precedents in
assisting economies in Latin América, Eastern Europe and Asia to deal with insolvency in the
1990s and at the beginning of this century. At the micro level, countries throughout the world,
particularly in Asia, have revised their insolvency laws and developed out of court workout
approaches. At the macro level, a number of multi-lateral agencies have led significant
endeavours aimed at developing cross-border insolvency laws, increasing the efficiency of
systems, and most recently, achieving uniformity in insolvency laws and practices where
possible. Progress in debt restructuring has varied from country to country as has the

landscape for investors in distressed assets in the Asian region.

However, the period of significant change in the last five years in Asia is perhaps better
described as a "restructuring revolution” rather than an "insolvency revolution” for most of
the progress and focus has centered on development of corporate rescue regimes and
informal workout practices. Following the Asian financial crisis which began in 1997, many
countries in Asia began to reform their corporate insolvency, restructuring and debt recovery
laws and procedures as part of a strategy to remedy legislative and institutional weaknesses and
strengthen their financial and corporate sectors. Significant progress has so far been made in a
number of Asian jurisdictions in relation to the development of out of court work out
processes and in improving the legal framework for rehabilitation procedures, although
significant implementation problems persist. There has been lirdle effective development,

however, of liquidation procedures.
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The Crisis was a Good Thing

In the long run, the Asian economic crisis will be viewed as a good thing for Asia, at least
from the perspective that it has caused many countries in Asia to reform their corporate
insolvency, restructuring and debt recovery laws and procedures. In addition, the capacity of
courts, government agencies and regulators to apply insolvency and restructuring laws is
improving in marny countries and a new breed of consultants, bankers and executives have
developed with a fuller understanding of the techniques and approaches to corporate
insolvency and distress — which are inevitable consequences of corporate business activity in a
market system. It is hoped that the increased focus on corporate governance will improve the
stability of the investment outlook in Asia.

The restructuring process has been abused for improper purposes in some cases. For
example, fraudsters have been allowed to walk away from companies, after gutting them of
assets. Insolvency procedures present a one-off golden opportunity in the life of a
corporation to examine whether there has been any fraud or breach of duty by its officers and
to hold the perpetrators accountable. Rarely has there been the resolve to seize thus
opportunity and where the aggrieved parties have been bold enough to pursue the
wrongdoers, deficiencies in laws and practices have frustrated their attempts.

There has also been a wave of fictional rescheduling of debts without any realistic expectation
that the debtor will be able to comply with the rescheduled timetable for payment. Much of
this unworkable rescheduling has been done to allow reclassification of loans from non-

performing to performing to assist creditors to satisfy provisioning requirements.

There have been some instances of realistic financial restructuring and true operational
restructuring. This has usually occurred where the debtor has been cooperative in the process
and expert independent advisers have been engaged.

In general, the level of understanding of insolvency and the way it should be handled has
increased. However, the stigma associated with insolvency is still high - there is not yet a
culture of early admission of financial difficulties and an open, collective approach to deal with
them.
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A number of Asset Management Companies (AMCs) have been established, together with the
creation of special legislative environments to facilitate investment in distressed assets and

bulk sales of non-performing loans (NPLs) by financial institutions.
These concepts are discussed in greater detail below.
Unviable Businesses Trade On and Good Businesses Collapse

Liquidation procedures are perhaps the oldest and most successf‘u} form of insolvency
procedure. In Asia there has been, in general, an inadequate focus on the development of
liquidation procedures as the backbone of insolvency procedures. Liquidation procedures
offer the best known mechanism to deal with unviable businesses. Singapore, Hong Kong and
Malaysia have probably developed the most efficient liquidations systems in a regional
comparative sense. In other countres the focus, following the crisis, has been on
development of rescue procedures, formal and informal, together with measures to facilitate
disposal of NPLs. Liquidation laws provide a mechanism to liquidate the assets of an
insolvent company with an unviable business and distribute the proceeds to creditors. They
permit, if they operate efficiently, a prompt reallocation of resources from the insolvent
company to other, hopefully more successful, economic activities. There are, however, few
countries in Asia that have developed efficient and effective liquidation procedures. The
consequence of this is that unviable loss making businesses with no hope of recovery have
been allowed to continue operating and incurring further liabilities which they will not be able

meet.

In contrast, ineffective and slow rehabilitation procedures have also caused good businesses to
collapse whilst waiting to pass through rehabilitation procedures. In the Philippines, for
example, companies with viable business have collapsed whilst going through restructuring
processes due to delays in the approval and implementation of plans. The debtor has been
unable to obtain new money needed to fund working capital for its viable businesses (viability

here often been considered on the basis of a core business, excluding non-core investments).
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The Hole in Asian Economies - Corporate Losses Converted to Sovereign Debt

It 1s arguable that the collapse seen in the crisis economies of Thailand, Indonesia, Korea,
Malaysia and, although the real effects of the crisis were felt later, in the Philippines and
Chinese Taipei, would have occurred at some point soon, notwithstanding the currency
collapses which began in Thailand, inciting the consequent contagion. This view relies on the
position that there were economic losses in the corporate sectors that had accumulated over
previous years, and even decades, but remained hidden. The Asian crsis forced the
economies to put the true picture into their balance sheets. During the boom, which preceded
the crisis in most of these economies, inflated project prices, inflated investments and inflated
material purchase prices were common, as it seems was fraud, although these were not
revealed as the economies chugged along. The momentum stopped with the crisis and all was
revealed. The effect of the crisis hit directly on the financial sector and the banking system
rather than the corporate sector. Distrust of the systems by the international market
(investors) and the local market (depositors) soon became clear. Bank runs were feared and
most governments were faced with a decision to either do nothing and let the markert prevail
or intervene. All intervened. Blanket or qualified guarantees of bank deposits were provided
for banks which were not closed down. Government funded AMCs were established in some
countries and numerous other techniques adopted which ultimately see the government, and
therefore the taxpayer, bear the burden of ultimate losses. The funding provided by the IMF
and the bonds issued by governments to fund the acquisition of NPLs by national AMCs
together with the recapitalisation of the banking systems could be viewed as a surrogate for
the accumulated losses in the corporate sector.

Specialized Courts Have Been Plagued

A number of countries have established specialized courts or divisions of courts to handle
insolvency cases (Thailand and Indonesia for example) or have designated particular courts
and judges to handle these cases (the Philippines for example). These measures, whilst often
successful at the outset at speeding up the consideration of cases, have been plagued by
constitutional and jurisdictional problems, the ease at which temporary restraining orders are
issued, corruption of judges, inconsistent interpretations of the law, the build up of caseload,

rotation of judges and delay tactics by crafty counsel and recalcitrant debtors.
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The Commercial Court in Indonesia has been plagued by concerns of corruption and
inconsistent application of the Bankruptcy Act. The remarkable abuses of the court system,
notably in the Manulife case (to sanction the arrest of a bona fide Canadian purchaser who
had purchased assets from an authorized curator and, separately, in allowing a solvent
insurance company to be placed into a bankruptey administration procedure by holding that a
an agreement by shareholders that the company would pay a dividend could be the basis for
finding that the company owed a debt, upon which a bankruptcy petition could be based, even
though the company was not party to the agreement), have brought the credibility of the
Indonesian insolvency system into disrepute around the world. The Indonesian Corruption

Watch reports of corruption in the legal system is staggering.

In Thailand the specialized Bankruptcy Cowrt initially made a significdnt difference after its
establishment in 1999 with a number of credible decisions in high profile and controversial
cases. For example, in the controversial and hotly contested Thai Petrochemicals Industry
(TPI) case it held that the company was insolvent, on a balance sheet test of insolvency as
required by Thai law, by allowing the assets to be valued using a discount cash flow valuation
methodology - this was widely misreported as the court adopting a cash flow test of
insolvency. This decision was generally regarded at the time as a litmus test for the Thai
system and heralded as a success as creditors were able to force a rehabilitation procedure on a
debtor who did not wish to enter the procedure. However, after the TPI case, there has not
been a flood of aggressive creditor-led petitions for rehabilitation in Thailand. TPI remains a
rare case. Few creditors have been prepared to attempt to force a recalcitrant debtor into
rehabilitation. The court has also been not entirely consistent in its assessment of attempts by
debtors to utilize accounting techniques or questionable valuations to show that that the value
of their assets exceed its liabilities. The court initially benefited from a number of technical
assistance training and exposure programs provided to the judges of the Central Bankruptcy
Court. However, much of the benefit from that training has been lost as judges have been
rotated out of the court in accordance with general practice in Thailand. The court was also
extremely successful at expediting the hearing of cases, and remains so, although the backlog
of cases has mounted up and things are not as fast as they used to be.  There are, in more
recent times, increased concerns as to whether corruption and improper influence are

affecting results.

Constitutional challenges or uncertainties relating to the bankruptcy laws in Indonesia, the
Philippines and Thailand have also been significant. Bankruptcy laws generally interfere with

contractual rights and property rights. This can raise real constitutional issues in countries
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where these nghts are protected under the constitution. There have been a number of
constitutional challenges to the Bankruptcy Act in Thailand - these result in lengthy delays as
the matter is dealt with by the Constitutional Court and, in the meantime, the bankruptcy or
rehabilitation case is suspended (in the rehabilitation case of Nakornthai Strip Mill (NSM), the
delay has been over 1 year).

In the Philippines there are significant questions regarding the constitutional validity of any
bankruptcy law that interferes with contractual rights. There are also issues regarding the
validity of court rules issued to govern the hearing of cases. However, at a practical level there
have not been any constitutional challenges to the insolvency laws or related rules. One
reason for this is probably that much of the procedure is set out in rules issued by the
Supreme Court of the Philippines, which is the same court that would consider any such
challenge.

Little Development of Civil Remedies and Secured Transaction Regimes

There has also been little development of civil remedies and secured transaction regimes and
relared court processes. In many countries, particularly Thailand and Indonesia, enforcement
of securities can take many years, even decades. Secured transactions laws are outdated and

do not permit a broad enough spectrum of assets to be given as security.

In Thailand while there was widespread reporting of a new foreclosure law being implemented
in 1998/9, the reality was that there were no amendments to the foreclosure laws, which still
specify that a mortgage cannot be foreclosed unless interest has been outstanding for 5 years.

High registration, transfer and other fees and taxes also limit the utility of securities in
countries like the Philippines and Indonesta.

The application of concepts of adequate protection for secured creditors in bankruptcy
regimes have been limited. Rarely has a secured creditor been allowed to enforce its security
in a rehabilitation case by showing that it’s security is not being adequately protected.
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The ineffectiveness of the legal system in this respect has created instances of a culture of
non-payment. Borrowers believe they can borrow money and never have to repay it. There
has also been the development of the so-called 'strategic debtor' - the debtor who is able to
pay but chooses not to, for no one can compel him to.

Restructuring takes place in the shadow of liquidation procedures, secured creditor remedies
and general creditor rights, with the relative efficiency of these laws and rights acting as a
stimulant or depressant, as the case may be, to out of court restructuring efforts. In Australia,
for example, the liquidation procedures and antecedent transactions laws, which enable
preferences to be cancelled, operate to make informal workouts almost extinct. Another factor
prevalent in other countries that operate to provide a key incentive to prompt recourse to
formal rehabilitation procedures are laws imposing personal liability or? directors for insolvent
trading ~ these are rare in Asia.

The absence of strong, efficient and well understood insolvency and creditor rights laws in
many Asian countries to underpin, incentivize and implement realistic restructuring efforts
have limited much of the long-lasting utility of “restructuring” that has taken place.

Inadequate Focus on Prevention of Fraud and on Corporate Governance

The role of insolvency laws in preventing and punishing fraud and in promoting good
corporate governance has not received adequate focus in the development and, more
importantly, the implementation of new insolvency regimes across the region. The prevention
of fraud and promotion of good corporate governance needs to be a primary focus in the
formulation and enforcement of new insolvency laws. This often requires, at the practical
level, training and other capacity development and funding of official receivers or other
officials or private sector representatives who are appointed as liquidators of insolvent

companies.

Insolvency is the one period in the life of a company, admittedly its death, when a
comprehensive review of its activities can be undertaken. In the case of rehabilitation, this
hospitalization offers a special one time opportunity to review a company's history,
cransactions and conduct of its directors. This review, which a liquidator or other
administrator is required to undertake, offers perhaps the best opportunity to identify fraud,

serious mismanagement and other improper practices. It provides an opportunity to hold
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directors liable for insolvent trading and other breaches of the fiduciary, statutory or other
dutes.

However, in many countries in the region (for example, Thailand, Malaysia, Indonesia and the
Philippines) the official receiver, official assignee or liquidator will generally only conduct such
a comprehensive review if requested to do so and assisted, including financially, by creditors.

None of the countries in the region have established funds or other mechanisms to facilitate
the performance of the liquidator's investigation functions in administrations where the
insolvent companies have no assets at all. Assetless administrations are often the result of
allowing fraudsters to gut their companies of all assets, thereby leaving no resources to be
used to investigate and discover their fraud, let alone trace and recover assets.

In Asia generally, whilst insolvency systems have developed, there has not been a focus or
intensive application on the liquidation aspect of insolvency procedures, as many countres
have preferred the promotion of restructuring. The investigative and disciplinary aspects of
the insolvency laws have been overlooked and that is why corporate behavior has not
changed. Fraudsters can get away with their crimes and systems can be abused. Many laws
are not enforced. There has not been a focus on the importance of the interaction between
insolvency laws and corporate laws, particularly the fact that insolvency laws create a dynamic
that facilitates the proper functioning of corporate laws. They offer the 'stick’.

In informal workouts, even in major workouts covered on the business pages of international
newspapers, too often creditors have been offered deals as part of the workout which involve,
as a condition of the deal to creditors, that creditors release shareholders or former
management and others from liability for some suspected fraud or improper conduct. This is
often clearly stated up-front in the offer to creditors. If we pay you X percent, you agree not
to investigate this issue any further- that’s the deal put to creditors.

Rescue Models Out-step Practice and Culture Development

There have been significant advances in the development of rescue laws but often these

advances have been regarded as out-stepping practice and culture. This has limited the utility
of the laws.
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It is notable that rescue laws were added to the legislative frameworks of many countries such
as the United Kingdom, the United States of America and Australia many years, even
centuries, after the development of well understood and commonly utilized liquidation laws.
These countries sought to develop a rescue culture to prevent comparnies with potentially
viable businesses being liquidated unnecessanly by a strict application of the liquidation laws.
In those countries the rescue laws sought to introduce flexibility to the strict regimes of
existing liquidations.

In contrast, in a number of countries in Asia the rescue laws have been enacted in
circumstances where there is no credible or efficient liquidation procedure.

In addition, in countries like Thailand, Indonesia, the Philippines and China, rescue laws have
introduced a stick available to creditors to use in negotiations with creditors. This is a rather
odd role for a rescue law and perhaps one reason why the laws have not worked so well in
aggressive rehabilitations commenced by creditors where the debtor has not been co-operative
in the process. In these countries the threat of liquidation has not traditionally been a credible
threat that creditors could use to force a debtor into sensible conduct or to make a reasonable
offer to pay its outstanding debts. The debtor, faced with a threat that if you don’t pay, we
(being the creditors) will put you into liquidation, was often unconcerned as the process would
take years, there would be plenty of opportunity for delay and all involved realized that the
creditor would probably end up receiving little or nothing if it went through with the threat. In
addition, in many of these countries creditors do not have efficient civil remedies or secured
transactions regimes which they can resort to, to recover their debts. With the enactment of
new rescue laws and expedited associated court procedures in these countries, creditors have
been able to use the threat of bringing a petition for rehabilitation as a threat or stick against
debtors. This is a rather odd and inappropriate role for rescue laws. The threat being if you
don’t pay we will rehabilitate your business! However, that has not been the real threat. The
real threat has been if you (the debtor) do not pay or act co-operatively in agreeing to our
restructuring terms, we will take away control of your business from you by placing you nto
rehabilitation.

Hong Kong and Malaysia do not have any rescue laws. Hong Kong is considering the
introduction of a rescue procedure. These countries have solid liquidation laws already in
place. It will be interesting to see if the introduction of a flexible rescue law in these countries
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operates in a materially different way to experiences in the other countries discussed above.
There is certainly a culture or understanding in Hong Kong and Malaysia of the role of a
liquidator and this will probably ease the introduction of any rescue law which envisages the
appointment of an independent administrator to take control of the debror's business.

It can take many years to develop an understanding in the community of the role of

insolvency laws and the role of insolvency practrioners.
Implementation Has Been the Major Problem

Whilst there have been significant developments in the improvement of legislative frameworks
in many countries, particularly where new rescue laws have been introduced, implementation
problems are significant. Practice has not matched the letter of the law. Indeed, the
objectives of some laws have been entirely circumvented by contrary practices. For example,
the rehabilitation laws introduced after the crisis in Thailand and Indonesia are fundamentally
good laws, judged by reference to most international best practice criteria. However, such an
analysis of the written letter of the law is academic and of little or no utility unless the practice
or implementation of the law is also considered. The reality is many people do not live and
conduct business by the strict letter of the law. In this sense, legislative reform must be seen

as a first step toward triggering a change in attitude, culture and behavior.
An Efficient Insolvency System Is In Itself Not Enough

Creditors and, in particular, debtors, will not utilise an insolvency regime, regardless of how
efficient it is or the number of insolvencies existing at that time, unless there 1s some incentive

to utilise the insolvency system.

What is needed to ensure that the insolvency regime is utilised are clear incentives or triggers
1o entice debtors and creditors to utilise the system. In Australia, for example, the voluntary
administration procedure introduced on 23 June 1993, following the General Insolvency
Inquiry (commonly known as the Harmer Report), instituted very clear incentives for directors
of insolvent companies to have prompt recourse to the voluntary administration system. At
the same time as the voluntary administration procedure was implemented, a new regime

imposing civil and criminal personal liability for directors of insolvent companies who

Lampros Vassiliou — Regional Paper Abstract Page 11



Allens Arthur Robinson

continue to trade whilst insolvent was introduced. The new insolvent trading liability scheme
allowed directors to avoid personal lability by providing them with a defence if they acted
promptly to appoint a voluntary administrator. This defence represented an acknowledgment
that in handing over an insolvent company to an independent administrator the director was
taking the most honorable of steps, acknowledging the position of the company and seeking
to protect the interests of the true stakeholders of the company at that time, the creditors.

In addition, the taxation laws in Australian were amended in 1993 to provide for personal
liability for directors for unpaid group taxes if the directors failed to appoint a voluntary
administrator within a specified of period following receipt of a penalty notice from the
taxation authorities. This procedure has, in Australia, been the trigger, in a practical sense, for
many voluntary administrations, which have now become, by far, the most commonly used
insolvency procedure.

Central bank loan provisioning and loan classification rules can also provide incentives and
triggers for restructuring. This is discussed below.

Emergency Measures Rather Than Long Lasting Reform

Much of the reform seen in Asia in the last five years has been crisis-related emergency
reform. There has been a focus on short-term reforms aimed at providing immediate respite
from the effects of the finandial crisis. The Asian crisis has seen many new institutions set up
to assist in restructuring and recovery efforts. Some of these institutions have been highly
effective, others just infrastructures which have been unable to deliver results. Each new
institution offer the government of the day political advantage in the sense of allowing them
to identify clear initiatives that they have undertaken to address the prevailing economic

problems.
These emergency reforms have included:

(1) the creation of AMCs including national AMCs (such as Danaharta in Malaysia, the
Indonesian Banking Restructuring Agency (IBRA), the Korean Asset Management
Company (KAMCO), the Thai Asset Management Company (TAMC)) or collective
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AMGCs (such as the Taiwan Asset Management Company formed by a collective of
financial insututions);

(2) the creation of rapid disposition agencies such as the Financial Sector Restructuring
Authonty in Thailand (the FRA) which was responsible for disposing of the assets of 58
suspended finance companies in Thailand;

(3) the creation of restructuring funds such as the Financial Restructuring Fund in Chinese
Taipet which is funded by tax receipts and is used to acquire NPLs from closed financial
insttutions (although there are proposals to extend the fund at present to enable
acquisition of NPLs from other operating financial institutions);

(4) the establishment of independent facilitating bodies such as the Jakarta Initiative
Taskforce (the JTIF) in Indonesia aimed at encouraging restructuring;

(5) the creation of restructuring committees such as the Corporate Debt Restructuring
Committee (the CDRC) in Malaysia and the Corporate Debt Restructuring Adwvisory
Committee (the CDRAC) in Thailand which have administered frameworks, binding and
non-binding, for out of court informal debt restructurings;

(6) the creation of special legislative environments and vehicles to promote investment in
distressed debts and assets' such as the mutual funds created by the Securities Exchange
Commission in Thailand, numerous vehicles in Korea (such as Corporate Restructuring
Vehicles, Corporate Restructuring Companies and Real Estate Investment Trusts), and the
proposed special purpose asset vehicles (SPAVS) in the Philippines. Restrictions on
foreign ownership were put aside and tax waivers and incentives offered to encourage

investment.

Each of these inidatives has a limited life. Many have now expired or ceased to exist. In all
cases the focus has been to provide a temporary opportunity or vehicle to promote recovery.
None were intended to be long lasting reforms.

These developments have had varying degrees of success. Some have been very successful at
promoting the pace of restructuring, less successful at promoting quality in restructuring.
There is some concern that these emergency returns have promoted some inappropriate
practices, even moral hazards.

Five years after the financial crisis, it is clear that there is now a need to focus on the long-

term development of efficient insolvency systems. That is not to say that these emergency
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reforms have not had any uulity. To the contrary, the remnants of these measures in cultural
development and practice in dealing with distressed assets is unquestionable.

New Reckless and Directed Lending - The Moral Hazard of AMC Transfers

One example of the concerns regarding AMCs is as follows. AMCs enable banks to transfer
their NPLs, accumulated over many years and probably including a number of connected,
directed or simply imprudent loans to an AMC. These ugly loans are simply transferred off
the bank’s books in exchange, commonly, for bonds or some other debt instrument that the
bank can book as an asset in its balance sheet. The bank, now with a healthy balance sheet
free of any NPLs, will commonly build up reserves, as in the post-crisis environment there are
few good borrowers to lend to. After a while the formerly balance-sheet-negative bank is now
flush with cash reserves with litde idea whar to do with them. After investing in treasury
bonds for a while and realizing that they are a poor substitute for lending, and with lending
officers wondering where their bonus is to come from, the bank again looks to lend.
However, the quality of the potential borrowers has not changed. Undeterred, the bank,
having been able to easily rid itself of NPLs previously, embarks on a wave of reckless
lending.

Perhaps a more extreme example of potential moral hazards is the situation where a state
bank, with NPLs amounting to 70%, 80% or perhaps more of its outstanding credits, transfers
these NPLs to an AMC. Lirtle other restructuring occurs within the bank. Now, assuming
that there must have been some level of imprudent or incompetent management within the
bank to enable it to develop such high levels of NPLs, or perhaps there was a high level of
directed or connected loans or improperly influenced lending decisions, it would seem that
some internal restructuring was required. Whatever the problem, something was clearly
wrong. The danger of transfer to the AMC is that the bank, otherwise unchanged, is then the
utilized by government and directed to lend with little regard to credit risk analysis.

New lending at present is sometimes an indication of a reckless institution. It is odd that in
many restructurings new money required for working capital is coming from the institutions
that were previously, prior to their transfer to AMCs, the highest holders of NPLs.
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Short Institutional Memories

Banks have short institutional memories. This is not true across the board, but is certainly a
fairly safe generalisation. Except for some of the major international banks, it would seem that
the lessons of the crisis have not become part of the entrenched institutional knowledge of
much of the banking sector. Ask a banker whether the bank will make the same mistakes
every 5-7 years and few will deny that this is true. Already evidence of reckless lending is

beginning to show again. Overlending to bad debtors could again become the latest fashion.

Haircuts - The New Dynamic

As the years after the crisis passed, an interesting change has developed. At the beginning of
the crisis, banks were commonly under-capitalised and scarce of funds. Following transfers of
NPLs to AMCs and other restructuring and capitalisation measures, the banks' position has
now changed. With few good borrowers to lend to, banks have built up cash reserves,
preferring to invest in bonds, rather than lend. Consequently, banks are now commonly
holding excess liquidity. 'This has changed the dynamic in restructuring negotiations.
Previously under-capitalised barks were reluctant to accept write offs for the effect on their
own balance sheet and capitalisation would be too drastic. However, in the new period of

overliquidity, write downs have become easier to accept and more common.

That said, many banks still seem to be averse to accepting a write down of debt. Commonly,
this aversion stems from a concern from the responsible account officer or bank commuittee
or board, that their decision to accept the write off will crystallize a loss for which they may be
held personally responsible for - this is a particular concern in state banks or in insututions

where management 1s prone to change.

Strong and Capable Regulators often Key Factor to Success

Measures have been most successful in countries where those measures have been sponsored
by a strong regulator, often the central bank. Often the influence of the regulator has not
been directly applied, although it has been feared. It is without doubt that the influence of
Bank Negara has been central to the success of restructuring in Malaysia. Even in countries
like Thailand, where the Bank of Thailand did not directly impose itself as a regulator of
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restructuring, its influence via the CDRAC process which was conducted under its auspices,

was a material factor in the progress of restructuring.

Whilst CDRAC in Thailand did not involve itself openly and directly in the reasonableness of
the positions of taken by the parties in the restructuring and limited itself to overseeing the
timetable for restructuring set by the CDRAC process, there was always a fear in the minds of
creditors that unreasonable conduct in a restructuring could affect their general banking
business in Thailand. The power of the Bank of Thailand to impose fines for breach of the
CDRAC process was however rarely invoked.

The CDRC in Malaysia, on the other hand, openly involved itself in, the issues in dispute
between the parties involved in a restructuring and facilitated a resolution of disputes. It told
parties when it thought they were being unreasonable - much of the ability to do so stemmed
from the leadership of two individuals heading up the CDRC (Dato Azman and Derrick
Fernandez). A similar approach might not be accepted or be as successful in other
jurisdictions due to cultural differences.

In Indonesia, the JTIF was set up entirely independently of the central bank, Bank Indonesia.
It was not supported by a strong regulator. It had litle by way of "sticks" to enforce
reasonable conduct by parties and one "carrot" (namely, certain tax incentives which applied
to restructurings carried out under its auspices). It's success in progressing the pace of
restructuring efforts has been limited by these factors.

Focus on Disposal rather than Restructuring

There has been a focus on bulk disposal rather than restructuring of distressed debt, and
numerous debt warehouses have been created which are yet to deal with the real issues.

Almost every bank in Chinese Taipei is looking at or has already begun a process of bulk sale
of its NPLs to an AMC or to investors. China also transferred many of the NPLs in the
system to its 4 AMCs. Little restructuring of the debtors’ businesses owing these NPLs has

occurred.
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The philosophy has been to deal with the bank’s balance sheet issues first and leave the

restructuring of the corporate sector untl after the financial sector restructuring is complete.
Bad Banks have Not Developed

The focus on disposal of NPLs has limited the development of specialised divisions within
banks with expertise in handling NPLs - the bad bank. Some banks have been able to develop
expertise and have applied the lessons learnt to credit risk analysis at the front end of their
business - lending. However, this has been limited. For many banks that transferred their
NPLs to an AMC or sold them to investors, they have not been able to develop a culture
within the bank of managing distressed accounts. From a long-term pergpective this is perhaps
the most troubling remnant, or missed opportunity, of the emergency steps taken to deal with

the crsts.
Rapid Disposition Agencies have developed culture of Bulk Sale

The disposal in bulk sales of NPLs and distressed assets by AMCs and rapid disposition
agencies such as the FRA in Thailand have created for the first time in many countries, a
culture of bulk sale. The FRA in Thailand is perhaps the best example. It conducted a series
of bulk sales, with various packaging approaches, of the assets of the 58 suspended finance
companies in Thailand. These sales, which were reported around the world as the largest one
day sales in history, were in many cases the first time a bulk sale or coordinated program of
sale was undertaken, particularly across a range of selling institutions. It sold the housing
loans, the business loans, the artwork, the motor vehicles etc. of these finance companies.
There was criticism of the sale prices and some accused it of conducting a fire sale. It adopted
techniques to increase prices such as offering profit sharing arrangements which enabled
purchasers to increase prices offered as part of the purchase price was profit sharing from
future profits from the asset sold.

One important remnant of the FRA experience is the culture of bulk sale in Thailand. This
culture has recently materialized in crucial new procedures adopted by the Legal Execution
Department. This department is part of the Ministry of Justice and is responsible for selling
property on civil execution cases and in bankruptcy cases as the official receiver. It has
recently organized huge bulk sales of foreclosed properties, in which it has coordinated many

financial institutions in sales of their foreclosed assets. These sales, coupled by adjustments in
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rules regarding minimum sale prices, have created activity in the property sector and for the
first time created an effective mechanism to dispose of foreclosed assets in many areas.
Never before have foreclosed assets been sold off in this type of bulk sale approach in such a
coordinated and successful fashion by the official receiver.

Fictional Reschedulings Not Real Restructuring

It is now passé, although still clearly true, to say that much of the restructuring that has
occurred in Asia has been fictional rescheduling of debt without there being a realistic
expectation that the debtor will be able to comply in full with the reschedule timetable for
repayment and without any serious attempts at operational restrugturing or other real
restructuring techniques.

Many restructuring plans do not truly focus on the viability of the business; rather, they are
simply a rescheduling of debts with no real expectation that the debtor will be able to comply
with the rescheduled debt reduction program, in particular the significant balloon payment
which is a common feature of many restructurings.

Many formal rehabilitations do not result in the debtor’s business being rehabilitated and the

business continuing in existence with a fresh start, free and clear of unsustainable debr.

Creditors use restructuring negotiations as a means of extracting additional security, equity or
fees when they are not truly committed to the long term restructuring contained in the
restructuring plan in which they extracted that additional leverage or profit and do not expect
that the debtor will be able to comply with the plan.

Debt to equity swaps are being used as a mechanism for creditors to avoid having to write off
their lost investment. There is justification for a debt to equity swap if there is perceived to be
some possibility that the shares in the insolvent company will, one day, have value. However,
in some restructurings, this is not the case - the debt for equity swap can be simply a
mechanism to hide the lost investment for a few years as there is no real expectation that the
company will be able to comply with its restructuring plan.
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Repeat Workouts

It was feared that many of the restructurings entered into in the first few years after the crisis
would fail and would need to be reworked. This is already occurring. Many plans contained
forecasts which were based on unrealistic hopes of economic recovery, boom in certain
markets, expansion of exports markets, ability to secure new capital investment and other

dreams that have not matenalized.

It is interesting that default under a plan has rarely led to more drastic consequences for the
debtor. Default has often resulted in a reworked plan being agreed which is often less
onerous on the debtor.

However, these repeat restructurings are not really remarkable. They are to be expected and
are a natural consequence of an attempt to enter into a restructuring plan for a long period, of
say 10 years or more. It is impossible to make accurate economic or financial forecasts over
such a long period. In any 10 year plan it must be acknowledged by the parties that they will
need to rework the plan at some point, possibly many times, as circumstances change.

However, parties have preferred to enter into these long term plans, rather than a short-term
plan for say the next two years which sets out clear requirements for those two years and
acknowledges that another round of negations will take place at the end of the two years to set
the plan terms for the following short term period.

Failure to Accept Reality Now - the Disguised Standstill

Often in restructuring, there is an initial period called a moratorium where things are frozen or
stayed. The reschedulings might be viewed as an extension or adaptation of the moratorium.
As one banker said, “we will do the rescheduling now and then do the restructuring next time
they default”. If the macro objective since 1997 has been to achieve stability, at least in the
short term, as well as satisfying stated requirements of the international agencies that assisted

Asian countries following the crisis, then restructuring has been a success.
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Grudgingly, it must be accepted that the reschedulings may serve a useful purpose. The sad
aspect is that many of them are drafted and agreed by stakeholders, knowingly or ignorantly,
as fictions (i.e. drafted and agreed as if the parties expect the debtor to comply, for example,
by paying the interest deferred in the first few years in later years and being able to make the
85% bullet payment in the last year of the term).

1f what is really intended is an extended moratorium, with additional secunity and fees being
paid by the debror during the moratorium period, then this is how the deals should be framed.

The nonsense is when any restructuring regardless of its quality (ie. even if it is an
unachievable rescheduling), is allowed to permit the loans to be reclassified as performing.
‘This, rather than the rescheduling itself, is what will haunt economic development in the years

to come.
Loose Loan Provisioning and Loan Classification Criteria

Countries will be haunted by loose loan classificarion and provisioning criteria that have
enabled fictional debt reschedulings to be reclassified as performing loans. When the Asian
financial crisis hit, many economies in the region did not have did not appear to have the
ability to accept the effect of the losses caused by the crisis. Certainly the desire by financial
institutions to restructure has largely stemmed from the desire to reclassify NPLs as
performing loans in order to alleviate related provisioning requirements. Unrealistic
reschedulings with no write down of debrt have often been good enough to allow the NPL to
be reclassified. There have been variances in the degree of analysis applied to the restructuring
deals by central banks before allowing the loan to be reclassified as performing.

The inability of some banks to take haircuts on debts due to the consequent effect on a bank’s

balance sheet have skewed the structuring of many reorganisation plans.

Some central banks allowed financial institutions to amortise losses from restructures over
time in order to spread the effect of the write down. This represents an acknowledged fiction,
although it does provide a useful carrot to entice banks to move forward with restructurings

that involve some write down or other loss.
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Official NPL Figures Don’t Tell The True Story

It is also passé, although again completely true, to say that official NPL statistics issued by
central banks do not tell the full story of the level of NPLs in an economy. Often these
figures, by their nature, only relate to loans in the financial sector or loans issued by certain
financial institutions. They do not often contain loans transferred to AMCs or other vehicles.
This is not a failing of the statistics as they report exactly what they are intended to - the level
of NPLs in the financial sector assessed under applicable loan classification criteria. However,
declines in the official NPL figures are often interpreted and reported as representing the
status or progress of restructuring in an economy. This is entirely misleading.

Different approaches prevail from country to country as to the relevant loan classification
criteria. 'The definition of NPLs applied in different countries, ranges from payment default
for 90 days to 180 days elsewhere. Chinese Taipei probably has the widest variation from
international best practice (Basel Committee on Banking Supervision). Official NPL figures in
the Philippines and Chinese Taipei are rising, with most other jurisdictions report declining
figures. Unofficial estimates by accounting firms and economists significantly exceed the
official figures.

In countries such as the Philippines, in addition to looking to official NPL statistics it is
important to also analyze the level of acquired or foreclosed assets held by the banks. Banks
in the Philippines have been extremely successful at acquiring assets from their borrowers
through voluntary debt to asset swaps known as dacion en pago so that banks have now
become significant holders of distressed assets, particularly real estate assets rather than NPLs.

Reports commonly feature a comparison of the total level of NPLs against gross domestic
product (GDP). The significance of such a statistic is confusing as the NPL figure is an
accumulated figure while GDP represents an annual result. The value seen by some in the

comparison may be only that it would take a significant or in some cases majority slice of
GDP to deal with the NPL problem.
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Co-operative Debtors Have Benefited Most

It is without doubt that co-operative restructurings have been the most successful. Where the
debtor and creditors have been co-operative in the negotiation process and have formulated
plans that benefit the debtors and the creditors in a balanced way, the results have been clear.
This success has been reflected in share prices for listed companies following a so called
'happy restructuring'. The most successful restructurings have been those conducted co-
operatively with the involvement of independent experts. Clever debtors can use the
restructuring process to make progress in areas that might otherwise be impossible due to
sensitivities or internal political issues - they can blame the creditors or the advisors whilst

pushing through changes they want.

Aggressive Creditors Have Suffered Most - Vexatious Debtors Can Manipulate
Systems

There have been few instances of creditors resorting to aggressive actions against debtors
seeking their liquidation or rehabilitation in cases where the debtor objects strongly to such
action. Where aggressive action has been taken, systems have rarely facilitated the action by
the creditors. Debtors have been able to use delay tactics or otherwise frustrate actions by the
creditors or their representatives. It has proved to be difficult to take control of businesses
held by recalcitrant debtors. Debtors have resisted, often successfully.. Even if the resistance
has proved ultimately unsuccessful, the debtor may have been able to achieve significant delay
or at least sufficient time to arrange its affairs so as to hide frauds, distance assets and
otherwise defeat creditors.

In some cases debtors have been able to bring action after action opposing the conduct of
creditors or insolvency practitioners. These attacks have also extended to matters beyond the
matters in dispute between the parties. In sports terms, attacking the player rather than the
ball. Few, if any, Asian legal systems permit the court to declare a person a vexatious litigant

and restrain them from bringing any legal action that suits them.

There have also been concerns for personal safety and alleged threats of viclence. These
concerns are not illusions. In Thailand on 10 March 1999 Mr. Michael Wansley of Deloitte
Touche Tohmatsu was assassinated whilst working on a restructuring of a group of sugar
companies. Restructuring experts accept serious risks in performing their role particularly
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where it involves taking control of a tycoon or family run company in countries where
business violence is not unusual.

Creditor-friendly v Debtor-friendly Systems - The War is Not Over

The debate as to what type of insolvency system works best is raging in many counrries in the
Asian region. The historical development of insolvency systems vares from country to
country with English, Dutch, Spanish, German and, more recently, American and Australian
influences featuring prominently. The debate often contains references to cultural issues and it
-is not unusual to hear views that creditor friendly systems do not suit the multitude of Asian
cultures and value systems. In countries that implemented new resgue laws following the
crisis, such as Thailand and Indonesia, critics of those laws say that the laws were simply
transplanted from Western systems and do not suit Asia. There is a movement now in some

countries, for example Thailand, to move to a debtor in possession system.

It is notable that no new or innovative approaches to restructuring or insolvency laws have
really developed in Asia following the financial crisis. Most of the approaches have followed
insolvency laws in other countries or restructuring techniques adopted elsewhere (for example,
following the savings and loan crisis and the creation of the Resolution Trust Corporation in
America). Cultural resistance to the new rescue laws has been significant and it will be
interesting to see if an innovative approach can be developed that addresses these issues and
produces an efficient system.

Role of Advisors Misunderstood and Under-valued

Advisors have been misunderstood and undervalued. They have proved to be easy targets for
criticism and there has generally been a failure to appreciate the value that truly expert
restructuring advice can add. There has been a focus on fees charged by financial and legal
advisors. This is not remarkable in light of the fact that the consultancy fees bome by
companies following the Asian crisis in restructuring have probably been the largest ever fees
paid by these companies for consultancy services, but this is only a reflection of the fact that
never before have companies required such significant levels of consultancy advice. It is often
difficult to accept that thousands or millions of dollars in consultancy fees are justified by the
contribution made by these experts. This fails to acknowledge that, in many cases, intelligent

restructuring advice and approaches can create savings or gains which far exceed the level of

Lampros Vassiliou — Regional Paper Abstract Page 23



Allens Arthur Robinson

consultancy fees. In the larger restructuring cases, debtors can complain endlessly about the
advisor's fees whilst failing to compare those fees to interest accruing on their loans. Rarely,
even in the largest of restructurings, would consultancy fees exceed a minor fraction of the
accruing interest charges.

There has also been a failure to acknowledge the degree of knowledge transfer resulting from

the advisers. This extends to restructuring techniques and general business practces.

Advisors also often provide the only source of quality control in a restructuring. Certainly it 1s
essential to ensure that only qualified and reputable people are permitted to be engaged in
providing such advice. The reality in many restructurings is that the igtegrity of the advisors
involved and their concerns to protect their own corporate branding provides the dominant
source of restraint against tendencies to illegal or questionable approaches in these
restructurings.

The Foreign Advisor

The reality has also been that Asia did not have the required level of expertise in restructuring
to deal with the financial crisis. Consequently, foreign advisors have provided much of the
restructuring advice in the first five years following the crisis. This has triggered nationalistic

and monopolistic sensitivities in the services sectors in some countries.

There has been a degree of mistrust of foreign advisors and some countries, for example
Thailand, have adopted regulations or policies that prefer domestic advisors.

Without foreign advisors it is difficult to envisage how restructuring efforts in the financial
and corporate sectors would have proceeded. There has clearly been a high degree of
knowledge transfer from foreign advisors. This is evidenced by the new breed of Asian
bankers, accountants and lawyers who now understand international best practice approaches

to restructuring.
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Fear of personal liability for commercial decisions affects state banks and AMCs

One of the major dynamics affecting restructuring in Asia has been the fear of personal
liability for commercial decisions. This has been a feature of the operation of state banks and

agencies operauons.

The concern stems from a fear that the application of any level of discretion or commercial
judgement could be questioned retrospectively where the result has caused damage or losses.
This is particularly so where there are concerns that there will be a change of government or
subsequent review of the conduct of the relevant agency. These concerns often result in
stagnation of activity. There have been prosecutions of individuals involved in the FRA sales
in Thailand. Fear of personal liability has affected the speed at which IBRA has been able to
make decisions. There are also concerns that these factors could stagnate the activities of the
TAMC.

AMCs Work Best When Re-capitalization Function Separate

AMG:s can be used to facilitate the recapitalisation of the banking sector. This generally occurs
by the AMC paying for the transferred loans at a price which exceeds the true market value of
the loan. The inflated transfer price is really a quasi-recapitalisation of the bank. This approach
can have a restrictive effect on the ability of the AMC to restructure individual loans. This is
particularly the case in national or state AMCs where there is a concern that in agreeing to a
restructure, disposal or other dealing with the loan which results in a loss when compared to

the transfer price, the individuals involved could be causing damage or loss to the state.

In contrast, in Malaysia, the recapitalisation function was performed by Danamodal, leaving
the national AMC, Danaharta, which acquired the NPLs, free to restructure them without

regard to an inflated transfer price.

AMCs Need Resources and Clear Procedures - Corporate Governance

It is interesting to compare the level of resources engaged by the national AMCs in the region.
IBRA, which is now one of the largest asset owners in Indonesia, employs thousands of
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people, although it's life is coming to an end. Danaharta also has a large workforce. The
offices of these agencies are impressive commercial properties (commonly acquired from a
defaulting debtor or closed bank). The TAMC, the youngest of the region's national AMCs,
faces a significant challenge in developing a qualified workforce to handle the significant

portfolio transferred to it - outsourcing may offer part of the solution to this challenge.

Defined and transparent procedures, such as those contained in Danaharta's operations
manuals, are crucial in establishing an effective national AMC. These procedures can avoid
any issue of personal discretion being applied, thereby avoiding the stagnation effects
discussed above. It is also notable that the Danaharta board contains independent directors
including a number of foreign experts.

Multi-lateral Agency Criteria May Shape Investment Decisions

There has been considerable activity at the multi-lateral level since the Asian financial crisis
began in July 1997.

In Apnl 2000 the Asian Development Bank (ADB) published a report entitled /nokewy Law
Reforn in the Asian and Pacific Region. The report involved a study of a number of economies
and analyzed and compared the legal systems in those countries. These studies were reviewed
and discussed at a symposium at the ADB in Manila in October 1999, which was ¢ombined, in
part, with a symposium on Secured Transactions Law Reforms. This enabled 2 discussion of
the intersection of corporate debt financing, secured transaction financing and corporate
insolvency. The ADB also published a report entitled 7he Need for an Irtegrated Approach o
Secured Transactions and Insokency Law Reform. The ADB is presently engaged in a three year
regional technical assistance focussing on three areas: cross border insolvency, informal
workouts and the intersection between secured transactions and insolvency law regimes. The
ADB has issued an issues paper in relation to this regional technical assistance which was
recently discussed at a workshop at the ADB's headquarters in Manila on 30 September - 1
October 2002.

The IMF also published an important work in March 2000 entitled Ordery and Effectiie
Insokuency Procedseres. Drawing on the experience the IMF gained in providing technical

assistance on insolvency procedures, the report identifies key issues that arise in the design
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and application of orderly and effective insolvency procedures and attempts to identify the
advantages and disadvantages of different approaches.

The Group of 30, a private non-profit organization of senior executives of global financial
institutions and central banks, has published a comprehensive survey of the efforts by
multilateral agencies. This report is entitled Reducng the Rusks of International Insolwexy: A
Campendivom of Work m Progress.

The United Nations Commission on International Trade Law (UNCITRAL) has also
focussed on insolvency. Following on from UNCITRAL’s work, completed in 1997, to
produce a Model Law on Cross Border Insolvency, UNCITRAL yand the International
Federation of Insolvency Professionals (INSOL International) organized an International
Insolvency Colloquium in Vienna in December 2000. At this colloquium it was resolved to
recommend that UNCITRAL produce a legislative guide to assist countries with insolvency
law reform. UNCITRAL has now commenced work on the preparation of Model Legislatve
Guidelines for an Insolvency Law (and also a Model Legislative Guidelines for Secured
Transactions Law).

In October 2000 INSOL International also issued a Statement of Principles for a Global
Approach to Muld-Creditor Workouts. This sets out eight principles, which are intended to be
regarded as best practice for all multi-creditor workouts. It is hoped that these principles will
be used in out of court workouts globally. The principles envisage a standstill, a moratorium
on claims, coordinating committees, provision of information, confidentiality and prionty for
new funding — many of the concepts are already features of workout practices that have been
adopted in Asia.

There has also been work in the secured transactions and insolvency law area by other
organisations including the European Bank for Reconstruction and Development, the
Organisation of American States, the American Law Institute and the International Bar
Association.

The World Bank, as part of a wide effort to improve the future stability of international
financial systems, led an initiative to identify principles and guidelines for sound and efficient
insolvency systems and for the strengthening of related debtor-creditor nghts in emerging

markets. It developed Princples and Guidelmes for Effectre Insokency and Creditor Rights Systems
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(Principles and Guidelines) based on a series of working papers at a symposium on Building
Effective Insolvency Systems and regional workshops designed to provide specific and
detailed information on the applicability of the draft principles and guidelines to specific
countries, taking into account unique geographical practices, customs and experiences. The
World Bank 1s now undertaking assessments of insolvency and creditor rights regimes in
countries against these Principles and Guidelines under a programme called Reports on
Observance of Standzards and Coctes, a joint World Bank-IMF initative designed to assess systems
against international standards and codes. The World Bank is also presently seeking to
establish a Global Forum on Insolvency Risk Management (FIRM) which will bring together
all of the above efforts.

As can be seen from the above, it is fair to say that the level of thternational focus on
nsolvency laws is at an unprecedented high mark. It may well be that, in the future, investor
decisions, particularly in capital markets, will be determined with considerable regard to how a
country’s law and practice stands up when assessed against international benchmarks distilled
by multilateral agencies.

There has also been discussion and some activity by multilateral agencies in funding the
creation of specialised institutions to act as market movers in stmulating disposal and
restructuring of NPLs. Preliminary suggestions of the creation of a collective AMC funded by
multilaterals and banks, perhaps, to purchase NPLs on a country or regional basis have also
been made.

International developments

There have also been significant developments in other regions of the world in insolvency law

reform. Some have been quite striking.

The European Union issued the European Insolvency Regulation on 31 May 2002 - this is a
first step to harmonising insolvency laws in Europe, although this regulation does not achieve
harmonisation or a completely universal approach.

The United Kingdom introduced significant amendments to its insolvency law by the
introduction of the Enterprise Act of 2002 on 7 November 2002 and other related
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amendments. This introduced a number of significant amendments, adopting much from the
Australian legislation. One remarkable change is that holders of floating charges will no longer
be able to appoint an administrative receiver except in relation to capital market transactions

and for those floating charges in existence at the date that the Act becomes law.

The United States of America is also considening significant amendments to its Bankruptcy
Code, including adoption of the UNCITRAL Model Law on Cross-Border Insolvency.

Regional Overview

The following is a brief summary of recent developments in selected countries in the Asian
region. It is not exhaustive and merely provides an overview of some recent developments. It
is intended to provide a thumbnail sketch of major developments.

China

The People's Republic of China introduced a Bankruptcy Law in 1986, which applies only to
State enterprises. With subsequent movement to a more market oriented economy, privately
owned enterprises have developed but still remain limited relative to State-owned enterpnses.
The Bankruptcy Law applies to international trust and investment corporations or “itics” such
as “Gitic” whose insolvency is internationally reported. A liquidation team or liquidator
committee, often made up of government officials, is appointed to administer the process. A
restructuring process is also provided for but it has not been used. The protection and
resettlement of employees in order to maintain order and stability in society is required by

government directive as a first priority in application of the Bankruptcy Law.

The Corporate Law was enacted in 1994 to introduce the concept of shareholder rights. There
is no comprehensive law dealing with the insolvency of corporations, but there is separate
legislation for foreign-invested enterprises (FIEs). New rules for FIEs were introduced on 1
September 2002 - these envisage the appointment of an Enterprise Commuttee to conduct a
restructuring, if appropriate.
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Much of the bankruptcy activity in China to date has been policy directed bankruptcy under
the National Plan - whereby the government effectively directs the bankruptcy of a state
owned enterprise. China is really yet to use its Bankruptcy Law in a substantive fashion.

There have also been some alternative approaches to restructuring such as the so-called
Changchuan Approach which nvolves the transfer of profitable assets into a new entity
funded by the major creditor. The funds generated by the new entity are then used to repay
that creditor. The process 1s similar to a technique known as a hive down. The major creditor
who funds on-going operations is effectively preferred while other creditors receive nothing.
The rationale underlying this approach is that the business continues in operation, jobs are
saved and many of the other creditors who are either employees or trade creditors will benefit

if the business continues 1n operation.

China’s accession to the World Trade Organization in December 2001 and the expansion of
private commerdcial activity will provide an impetus for China to improve insolvency and
restructuring processes.

The Chinese government is drafting a new bankruptcy law, which does contain a corporate
rescue procedure.

There has been limited activity in out of court informal workouts. Four AMCs have been set
up to receive transfer of problem loans from State-owned banks but their attempts to
restructure loans have been limited. There have been a few sales of NPLs and distressed
assets by these AMCs although completion of the sales have drawn out. This has caused
significant frustration to investors. A recent sale of a portfolio of approximately US$1 billion
in assets was entered into by The Great Wall Asset Management Company to Goldman Sachs.

Restructuring efforts by the AMCs have been frustrated by lack of resources (even though the
AMCs employ thousands of people) when compared to volume of NPLs in their portfolio.
Some AMCs have over one million debtors in ‘their portfolio spread across numerous
provinces. There have also been significant barriers (such as hefty local government taxes) and
lack of cooperation and a misunderstanding on the part of provincial governments as to the

role and authority of the AMCs.
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Hong Kong

Hong Kong has well-established laws dealing with the major types of insolvency procedures
mcluding compulsory and voluntary winding up and schemes of compromise and
arrangement. These laws derive from the laws that applied in the UK prior to the introduction
of the Insolvency Act 1986 as a result of the recommendations of the Cork Report in 1981.
This means there is no corporate rescue regime in Hong Kong. Receivers may also be

appointed pursuant to the terms of a security document or by a court.

Informal workouts are common and the Hong Kong Association of Banks and the Hong
Kong Monetary Authority have developed Guidelines on Corporate Difficulties, which set out
guidelines for workout procedures to be applied by members of the association. These
guidelines are loosely denved from the so-called London Approach developed in the United
Kingdom. The guidelines are useful in mult-creditor workouts, which are common due to
the local lending culture.

Insolvencies and restructurings in Hong Kong often involve major Chinese creditors (the
State, in the case of Chinese window companies which are established to enable Chinese State-
owned enterprises to obtain foreign funding). Hong Kong companies also often have
investments or assets in China - this often introduces an additional layer of complexity.

The corporate shells of insolvent listed companies are also used to enable investors to obtain a
back door listing on the Hong Kong Stock Exchange. This has become a mini-industry in
Hong Kong.

In January 2000, legislation revising Hong Kong’s insolvency laws was submitted to the Hong
Kong Legislative Counci for approval. The main proposals under the Companies (Corporate
Rescue) Bill are to:

(1) allow a company in financial trouble to apply for a moratorium for 30 days (extendable to
six months) to protect it from civil proceedings, winding up petitions and proceedings to

enforce securities;
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(2) enable a company to be placed under the control of a provisional supervisor who would

then prepare a proposal to creditors to put in place a voluntary scheme of arrangement for
the company;

(3) provide for the provision of funds to pay employee wages and other entitlements -
although the proposal that this provision must be established before the company can

have access to the moratorium is controversial and may restrict the use of the procedure;

(4) facilitate action against directors and senior executives who are involved in Insolvent

trading; and

(5) provide for a priority for new money or capital injected into the company in the event of a
subsequent winding up.

These proposals are intended to apply to all companies incorporated in Hong Kong and all
foreign companies that have established a place of business in Hong Kong. The proposed
legislation discussed above has been postponed for some time. There is some doubt as to
whether the proposals will ever become law.

Chinese Taipei

Chinese Taipei, along with the Philippines, is one of the few economies where official NPL
figures are increasing. It is acknowledged that Chinese Taipei adopts loose loan classification

criteria and many suspect that the true figure of troubled loans is much more than official
figures.

Chinese Taipei was able to withstand the initial effects of regional financial crisis that
dramatically affected other, more top-heavy economies, such as Korea, Thailand and
Indonesia. The recent global economic slowdown has however affected the banking sector in
Chinese Taipel and asset quality has continued to deteriorate. The banking sector is now
aggressively tackling these rising loan defaults, particularly over the last twelve months.

As part of a legislative reform package, the government has announced a series of measures to
facilitate restructuring in the financial sector. The Financial Institutions Merger Act was
enacted on 24 November 2000 to facilitate mergers and acquisitions within the finance sector.
The move was aimed at helping address the banking sector’s biggest headache: over-banking.
Taiwan has around 53 domestic banks and around 39 foreign banks. Many now blame the
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saturated banking marker on the rush to deregulate in 1991. The Act created a legal framework
for the establishment and operation of the Taiwan Financial Asset Service Corporation
(TFASC) and Taiwan Asset Management Corporation (TAMCO). TAMCO is spearheaded
by the ROC Bankers Association, and has been formed with a capital injection of NT$16
billion by a consortium of 33 banks.

There have been a number of high profile bank mergers in the last 12 months, including
Fubon buying Taipei Bank and Cathay Financial Holding buying United World Chinese Bank.
It i1s expected that Tashin Financial Holding Co will complete its merger with Tarwan
Secunties Corp and Taishin Bills Finance Corp in early January 2003.

In addition, there has been an influx of foreign investors including Goldman Sachs Group
Inc, Morgan Stanley Dean Witter & Co, Lehman Brothers and Lend Lease Corp that have or
are in the process of setting up private AMCs with individual banks. Some of the incentives
provided to encourage to sell their NPLs to AMCs include allowing the banks to amoruse
their losses over 5 years, reducing business taxes and allowing transfers to be effected by

public announcement.

The Ministry of Finance has demanded that the NPL ratio be reduced to less than 7% by the
end of 2002 and 5% by the end of 2003.

Taiwan is presently a hotbed of actvity in bulk NPL sales. As discussed above, the first sale by
First Commercial Bank to Cerberus, Lone Star, GE Capital and TAMCO has stimulated a
flurry of similar actuvity by other domestic banks.

The government has also established a quast RTC-type fund called the Financial Restructuring
Fund. The Fund was imally capitalised by a 2% tax and has been funded to the amount of
NT$140 billion. The Fund is used at present to acquire NPLs from bankrupt financial
insututions. It is proposed to enlarge the function of the Fund to deal with the overbanking
problem and to permit the Fund to purchase NPLs from all financial institutions. The
Ministry of Finance proposes to boost the amount of the fund through issuing public bonds,
in addition to extending the time span for monetary institutions to pay business taxes from the
originally designated four years to an unspecified period.
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A law to facilitate securitisation has also been enacted, although is yet to be ualised.

Chinese Taipei has a formal liquidation and reorganisation procedure. The reorganisation
procedure 1s limited to listed and public companies. There is no formal procedure for other
companies. In the last four years, around forty listed companies have applied for
reorganisation, with only a small number of these culminating in approved plans. The debror
must approve the reorganisation plan. The system is not regarded as being efficient and a
number of amendments to the Bankruptcy Laws are presently being considered.

Indonesia

The formal restructuring and liquidation processes in force in Indonesia are contained in the
Bankruptcy Ordinance 1905 although they were not used until the ordinance was amended by
a Government Regulation in Lieu of Law in 1998 following the financial crisis.

Under the Bankruptcy Ordinance, the Commercial Court can suspend payments to unsecured
creditors and appoint a licensed curator and supervisory judge to assist in the management of
a debtor’s assets.

The Commercial Court which was set up to administer the Bankruptcy Ordinance has not
been consistent in its interpretation of Indonesia’s bankruptcy laws. This has caused most
creditors to negotiate with the debtors on an informal basis in preference to using formal

rescue processes.

Confidence in the Indonesian Commercial Courts performance was not assisted by the
debacle in the Manulife case where a solvent subsidiary of the Canadian insurer was placed
into bankruptcy, although the decision was overturned on appeal. There is no insolvency test
under the Bankruptcy Act as part of the commencement criteria. The initial decision flowed
from an interpretation of the concept of debt. The Manulife subsidiary was held to owe a debt
by reference to a shareholder's agreement to which it was not a party - under that agreement
the shareholders had agreed to certain dividend entitlements. This followed earlier scandals
involving the arrest of Canadian representatives of Manulife after their legitimate purchase of

interests from an authorsed curator.

Lampros Vassiliou — Regional Paper Abstract Page 34



Allens Arthur Robinson !

One interestng development is the establishment of a group of seven local lawyers and judges
known informally as "Team 7'. This team was put together with funding from the IMF and the
ADB. It's role is to evaluate decisions by the Commercial Court and will publish a report on

those decisions.

To assist in this informal restructuring, JITF and the Financial Section Policy Commuttee
(FSPC) were created. The JITF can force debtors to mediation. Debtors that fail to mediate
can be reported to the FSPC, which may result in the government filing for bankruptcy of the
debtor.

The Indonesian Bank Restructuring Agency (IBRA) was established, to acquire, hold and
manage assets of closed banks and otherwise acquired NPLs. IBRA is a creditor in most
restructurings — some of which have been frustrated by management changes at IBRA and
delays in approval processes. The government is trying to strengthen Indonesia’s poor
economic recovery by accelerating the sale of the assets managed by IBRA. Investor interest
has also been affected by safety concerns following the bombings in Bali.

IBRA is under pressure to wind down completely by the end of 2003. It's four thousand
employees and contractors will slowly be dismissed. IBRA is the largest land owner in
Indonesta and its wind-down will be a significant exercise.

Korea

Korean corporate liquidation law is contained in the Bankruptcy Act 1962 (which was amended

in 1998). Prior to the financial crisis, two rescue processes existed:

(1) a composition process governed by the Composition Act 1962 (amended in 1999); and
(2) a company reorganization governed by the Conparry Rangousation Act 1962.

Korea is unusual in this respect as it had in place reorganization procedures at the time the
crists hit although these processes seem to be extremely slow.
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More recently, Korea has established a range of vehicles that can acquire NPLs, distressed
assets and assist in the restructuring and recovery process. There has been the creation of a
variety of vehicles including mutual funds, Corporate Restructuring Specialist Companies, Real
Estate Investment Trusts and Corporate Restructuring Vehicles (CRVs) that can acquire
distressed assets and NPLs and faciliate restructuring efforts.

In 1998 an Agreement for the Promotion of Corporate Workouts (Workout Agreement) was
agreed by financial institutions to set out a framework for out of court workouts. Like similar
arrangements in other countries such as Thailand, it binds only those financial institutions
who have signed it.

KAMCO has acquired over 98 trillion won worth of NPLs from financial institutions. It
disposes of NPLs either by outright sale or by the issue of securities over healthy assets to
generate liquidity.

There have been a number of high-proﬁle restructurings of chaebols such as Daewoo and
Hyundai.

The present insolvency law of Korea is contained in the Corporate Restructuring Promotion
Law (CRPL), which has effect from 15 September 2001 and will be in force for a five-year
period. It provides a statutory framework by which creditors grant a moratorium to debtors
and allow them to prepare a Memorandum of Understanding for their restructuring. This is
quite similar to the provisions of the Workout Agreement, however it requires the use of
CRVs and therefore it is hoped that it will streamline the resolution of creditor disputes.

There is presently a2 move to produce a consolidated insolvency law. Drafts of this have been
prepared this year. The drafts contain proposals or an individual rehabilitation procedure.
There are also proposals to adopt the UNCITRAL model law on cross-border msolvency.

Malaysia

Malaysia has been very successful at dealing with its overbanking problem and in recapitalising
its banking sector following the financial crisis.
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The Malaysian government established a National Economic Action Council in 1998 which
has introduced a number of measures to assist with corporate and financial restructuring. For
example, the government owned Danaharta Corporation was established in 1998. A simular
special purpose agency for the recapitalisation of banks, Danamodal Nasional Berhad was also
established. Danaharta may, of its own accord or at the request of the company, acquire the
assets and liabilities of a company in financial difficulty. Danaharta may also appoint a special
administrator to operate a distressed company as a going concern. Danaharta has dealt with
almost all of its total portfolio of NPLs.

In 2001 Danaharta entered into a securitisation program, issuing asset-backed securities that

were hugely over-subscribed.

The CDRC was established following the financial crisis to assist creditors and debtors to
agree on restructuring and work out programs. As at the end of July 2001, the CDRC was
involved in the restructure of over 26 billion ringgit worth of debts, representing about 40%
of the total value of debts referred to the CDRC. In 2001, the membership of the CDRC was
expanded to include representatives of Danaharta and the Federation of Public Listed
Companies. The revamp of the CDRC in August 2001, particularly the fact that Dato Azman,
the chairman of Danaharta, was also appointed chairman of CDRC, materially affected the
pace of restructuring. The process was made compulsory and significant pressure applied to

finalise cases. Most cases have now been resolved and the CDRC has now been wound up.

In 2001, the Kuala Lumpur Stock Exchange (KLSE) also introduced practice notes and
guidelines increasing the disclosure and reporting obligations of distressed companies listed
on the KLSE.

Malaysia has had in place liquidation, scheme of arrangement and receivership laws since
1965. A company in financial difficulty can propose a scheme of arrangement to be approved
by its creditors and the High Court, who may order all proceedings against the company to be
suspended while the application is before the court.

A receiver can take over the management of a company under the terms of a security

agreement. A court may also appoint a receiver, if a receiver cannot be contractually appointed
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and the assets of the company are in danger of being diluted or disposed of or if the interests
of creditors would otherwise be prejudiced.

One of the ‘sleeping issues in the Malaysian insolvency system stems from the decision in
Kimlin Housing Development, a 1997 case, where a receiver was held to no longer have
powers of management over a debtor's secured assets following the appointment of a
liquidator. The Malaysian courts expressly decided not to follow the position taken in
Australia and the UK who have similar legislation. There are numerous instances where,
before this decision, receivers continued to operate businesses and exercise rights in relation
to secured assets following the appointment of a liquidator. There is a twelve year limitaton
period that applies in these cases wheré the receiver has sold land by private treaty and it is
expected that there will be a flood of litigation relating to prior cases.

The restructuring of the financial sector has also been quite remarkable, with the central bank,
Bank Negara, at one point directing the banks to merge and form 10 anchor banks. There are
further consolidations expected, although the central bank has stated that it is not forcing
mandatory mergers. The recapitalisation of the banks by Danamodal was successful - the
recapitalisation loans made by it have been repaid.

Philippines

The Philippines inidally seemed to weather the storm better than some of its neighbors,
although it experienced lower growth in the decade after the crisis. Economic and politcal
instability in 2000 and 2001 affected investment in the Philippines economy, marked by
dramatic declines in the stock exchanges indices and devaluation of the Peso to an all time low
of P 53 in July 2001.

Aspects of the underlying insolvency law and procedures in the Philippines are outdated,
inconsistent, lacking in adequate detail, defective, subject to constitutional and jurisdictional
uncertainties and simply do not provide sufficiently useful procedures to adequately assist in
the solving of the growing NPL and distressed asset problem. A number of legislative
changes coupled with the abrupt transfer of jurisdiction over insolvency cases from the
Securities Exchange Commission (SEC) to the regional trial courts (RTCs) have further
hampered efforts at rescructuring. Recent proposals for insolvency law reform have been

hotly debated with opposing policy views delaying progression of the proposals. Other
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legislative inidatives designed to expedite restructuring and artract foreign investment such as

proposed SPAV laws have been delayed or defeated by opposing policy objectives.

The Insolvency Law of the Philippines was onginally enacted in 1909. It provides for two
types of proceedings, being suspension of payments and insolvency (voluntary and
involuntary) proceedings. It applies practically the same principles and procedures to
corporations as it does to individual debtors and it contains no provision for reorganization or
rehabilitation of corporate debtors and many of its other provisions are out of step with the
modern approach to bankruptcy and insolvency proceedings in other jurisdictions. Very few
proceedings have been brought under it.

In 1981 by a Presidential Decree from President Marcos known as PD 902-A, the SEC was
given junisdiction over suspension of payments. The Supreme Court clarified that suspension
of payments cases under the SEC’s jurisdiction were limited to intra-corporate disputes and
not proceedings in respect of individual debtors. The SEC was given the power, among other
things, to grant the remedy of rehabilitation in suspension of payment cases. There were a

number of high profile cases, such as Philippine Airlines, administered by the SEC.

In August 2000, a new Securities Regulation Code was enacted that abruptly transferred the
quasi-judicial junsdiction of the SEC over suspension of payments and rehabilitation
proceedings to the RTCs. The SEC's responsibilities were guided by the adoption in the year
2000 of procedural rules governing petitions for suspension of payments and rehabilitation
known as the Corporate Recovery Rules. The Supreme Court developed Interim Rules of
Procedure (Interim Rules) to govern rehabilitation cases under PD902-A (using the
framework of the prior SEC rules), effective from December 15 2000. The Interim Rules
assume that rehabilitation under PD902-A remains an available remedy. There are

consttutional questions in relation to the Interim Rules.

There has been discussion led by the Capital Markets Development Counctl for the last 2 or
so years of proposals for a new insolvency law. House Bill No.11867, first introduced in
August 2000, contained a new insolvency regime. It was crtcized as being unduly complex,
overly protecuve of shareholder interests and novel or radical in many respects, particularly in
relation to proposals for a so-called "fast track rehabilitation” system which involved complex

transfer of assets and claims and a claim auctioning process. The latest draft of the proposed
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law represents a far simpler approach than House Bill No.11867 and is more similar to
rehabilitation approaches adopted in other jurisdictions.

The proposed law is called the Corporate Insolvency & Recovery Act contains 4 different
remedies: (1) Suspension of Payments provides a moratorium, limited to 3 months, on debt
repayment to enable a debtor to negotiate an out of court restructure with its creditors. (2)
Court Supervised Rehabilitation involves preparation of a plan for approval by creditors and
the court. (3) Pre-Negotiated Rehabilitation sets out an expedited procedure for a plan which
has been pre-agreed with a majority of creditors with objecting creditors and shareholders
being provided with an opportunity to object to the plan before it is approved by the court.
(4) Liquidation and Dissolution - there is no ability to seek liquidation as an immediate remedy

- it is only available on a defective filing for other relief or on conversion from other forms of

relief.

There have also been proposals developed by investment banks and Bangko Sentral for
legislation to support the creation of special purpose asset vehicles to acquire non-performing
assets, including loan assets and real and other properties, currently burdening the financial
sector. As discussed above, banks have been successful in obtaining large amounts of
transferred real estate by dacion en pago, judicial and extrajudicial foreclosure. Much of this
collateral, both core and non-core assets of debtors, now sits idle on bank balance sheets as
market prices fall below the net book value of the loans. Banks, hoping for improvement in
economic conditions and hoping to avoid capital write-downs, have held on to assets waiting
for higher prices. As a result, assets and capital are not circulating in the economy and banks
have become large inefficient holders of non-performing assets. Given this background,
domestic banks have engaged in discussions with foreign investors for the disposition of their
non-performing portfolios. However, to date, investors have been reluctant to proceed with

mvestments.

The original intention of the proposed legislation was to create a positive legislative regime for
the investment of foreign capital into non-performing loans and assets. The original intention
was not to implement a general amendment of insolvency and creditor nights laws or provide
for concessions or exemptions with broad perpetual application. It was envisaged that,
building on similar legislation in Thailand and Korea, the legislation would provide for a
limited prescribed eligibility period for the creation of a SPAV by eligible investors, a limited
period from enactment to make investments, together with a limited disposition period for
acquired assets. It is was originally envisaged that the SPAV would be a tax-exempt entity in
terms of corporate income tax, capital gains tax and other taxes and duties but that all fee and
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tax incentives expire within a specified period from enactment.. The SPAV was to be entitled
to the benefit of special provisions which ensure expeditious implementation of the SPAV’s
objectives and prohibit the lower courts and the regional trial courts (but not the Supreme
Court) from issuing temporary restraining orders and a power in instances where the SPAV
holds more that 50% of the amount of debt within the secured creditor class, such that 75%
of the secured creditors have the power to vote down a suspension of payments application,
and then again has the nght to vote down the plan when submurted - with no discretion to the

court.

However, much of the original intention of the proposed legislation has been lost in
amendments proposed in committee discussions such as mandatory provisions giving the
debrtor a 90 day period to restructure or renegotiate its loans or reacquire the properties before
the financial institution can offer to sell them to a SPAV together with a mandatory bidding
process, in which the borrower is able to participate, to apply to any proposed transfer to a
SPAV, have led to revised SPAV bills being described as a farce. Many of the original
incentives and tax waivers have been also been removed or watered down. It is unlikely that
the revised SPAV bills, if passed in their present form, would attract foreign investment into
distressed assets although they may well create serious impediments to other restructuring
efforts and create opportunity for abuse and delay. It is envisaged that the form of the bill be
settled in a bicameral committee shortly.

There has also been 2 new proposed securitisation law. Debate of this bill has, however,
largely been outweighed by the focus on the SPAV bills.

Thailand

Thailand introduced a number of legislative reforms to its insolvency laws and practce
following the financial crsis, including;

(a) enacung a new corporate reorganisation procedure in April 1998 (dunng the
reorganization process, a “planner” is appointed to prepare a reorganization plan for
consideration by a meeting of creditors and subsequently for court approval),
establishing a spectalised Bankruptcy Court in June 1999 and by amendments in 1999
to enhance the efficiency of the bankruptcy and reorganisation procedures;
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(b)  implementing frameworks for out of court workouts which were agreed between a
number of financial institution creditors under the auspices of the CDRAC, a
committee established by the Bank of Thailand and various associations. Despite the
legislative developments discussed above, most of the initial restructuring efforts
continued to take place outside the court system and were perceived to be moving
slowly. The pace of restructuring negotations did not progress significantly until the
implementation of binding frameworks for out of court workouts which were agreed
between a number of financial institution creditors under the auspices of the CDRAG;

(0 establishing the FRA to take over the operations of 58 finance companies that were
suspended following the financial crists. All but two were closed down. The FRA held
auctions of the assets of the finance companies, selling everything from cars and
artwork, to housing loans and business loans. The auctions were touted as the biggest
one-day sales ever seen in the world. The FRA was a very efficient disposition agency.
However, due to some of the complex profit sharing arrangements entered into to
maximise sale prices and other complexities, there has been delay and considerable
difficulties in calculating dividends for creditors. These finance companies have now
been placed into bankruptcy and their management has been handed over from the
FRA to the official receiver; and

(d)  introducing taxation and other incentives to promote restructuring and investment
including legislation permitting the establishment of mutual funds to facilitate
investment 1n distressed assets established. A number of AMCs were also established
to enable banks to transfer NPLs off their balance sheets.

Most recently, as of September 2001, Thailand has established a national AMC known as the
TAMC. The TAMC has had NPLs transferred to it by State banks and some commercial
banks. It has been granted broad powers to manage and restructure those NPLs including the
power to place the debtor into a reorganisation procedure. The TAMC may well significantly
charge the landscape in restructuring in Thailand. Although, its impact is really yet to be felt,
as few restructurings have really progressed under its management. Its portfolio is a troubled
one, and it faces significant challenges in adequately resourcing itself to handle the role it has
been designated. Its powers and procedures are subject to a2 number of constituton questions,
although there have been no challenges to date.

There are also initatives to amend the Bankruptcy Act - one proposal is to make creditors
responsible for fees incurred in preparing and implementing a plan if the application for
rehabilitation is brought by the creditors. Another proposal involves moving away from the
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balance sheet test of insolvency as an entry requirement for access to the reorganisation
procedure toward a liquidity test. A further proposal is to extend the stay to guarantors. There
was also proposals to increase the plan approval thresholds, require that the Supreme Court
rather than the Chief Justice of the Central Bankruptcy Court decide whether or not appeals
may be made against court orders, clarify the priority of new money provided during the
rehabilitation process.

There are, however, other proposals for amendments to the Bankruptcy Act, and some
include movement to a clearly debtor in possession system. At present there is no clear policy
position held by the government. These competing proposals will need to be reviewed and a
policy decision taken by the government. )

Ministerial regulations governing the regulation of planners have also been issued. These
regulations require planners to be Thai entities, and set out a system of licensing. The planners
are required to place deposits or other security prior to accepting an appointment in a
reorganisation. The amount of security is significant in large cases. However, the licensing and
security deposit requirements do not apply if the debtor or its executives are appointed as the
planner. Consequently, these regulations have emphasized the movement in Thailand to more

of a quasi debtor in possession system.

Accountants or other expert insolvency practitioners are reluctant to act as planners in
contested cases due to the level of litigation, including vexatious liugation, that is often
involved, difficulties in securing payment of their fees and expenses and personal security
issues. More often than not, the debtor or a related party to it or its shareholders is appointed
as the planner in many rehabilitation cases. Moreover, the number of expert financial advisors

generally engaged in Thailand has decreased markedly since the end of 2001.

There have also been proposals to introduce 2 new type of “business security”, although these

proposals have been dormant for some time.

India

India is possibly the next major market for bulk NPL sales. It is a significant economy which

has boomed in recent times. Its NPLs are significant and largely have arisen as a result of
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heavy government regulation and directed lending. State banks hold a significant share of the
finance market.

The Sick Industrial Companies (Special Provisions) Act regulates the rehabilitation of
corporations, while the Companies Act regulates liquidation proceedings.

Lenders are faced with significant difficulties in recovering debts and traditionally have
brought proceedings to the Debt Recovery Tribunals that specialise in handling debt recovery
cases. The processes have generally not been efficient and a dynamic for out of court

voluntary informal workouts has not developed.

A recent development has been the introduction in June/July 2002 of the Securitisation and
Reconstruction of Financial Assets and Enforcement of Security Interest Ordinance. The
purpose of this law is to enhance secured creditor rights and create a facilitating environment
for asset reconstruction companies (ARCs), India's version of an AMC. There are some
ARC:s that have already been established and investors are involved in discussions to set up

more.

In addition, there have recently been proposed amendments to the Sick Industrial Compantes
Act and the Companies Act. These proposals stem from the Eradi Committee, headed by
Justice V.B. Eradi. The Committee is charged with the task of reforming India's insolvency
laws. Under these proposed amendments, when an industrial company has becomes sick, the
board of directors is required to file a reference with the proposed National Company Law
Tribunal (NCLT) for determination of the measures which shall be adopted with respect to
the company. This tribunal is designed to replace the existing Board for Industral and
Financial Reconstruction (BIFR). It is envisaged that NCLT will be equipped with greater
powers than BIFR, and should fast track the process of referring companies to rehabilitation.

Pakistan

Pakistan has enacted a number of laws recently relating to insolvency and it is perceived that
many of these laws are overly creditor-friendly and have not created an environment to

facilitate co-operative or effective reorganization of viable businesses. Some laws are regarded

Lampros Vassiliou — Regional Paper Abstract Page 44



Allens Arthur Robinson

as being overly pumitive on debtors and are regarded as having frustrated attempts at
restructuring,

In 1997, a Recovery Act was enacted, and this was subsequently amended in 2001. The Act
facilitated self-help mortgagee sales and required that debtors obtain leave of the court to

defend against creditor actions.

In 1999, the Natonal Accountability Bureau was established by the mulitary regime, with
rather drastic provisions which labeled a 30 day non-payment as a willful default which was

punishable by imprisonment. The law was not implemented in a consistent fashion.

In 2000, the Corporate and Industrial Restructuring Corporation (CIRC) and the Committee
for the Rehabilitation of Sick Industrial Units (CIRSU) were established. The CIRC is an
AMC which has acquired a relatively small percentage of Pakistan's NPLs and the CIRSU is a
committee for facilitating restructuring.

Most recently, the Banking Laws Review Commission of Pakistan (BLRC) commussioned the
preparation of a new proposed Corporate Rehabilitation Ordinance (CRO). The CRO
contains procedures for rehabilitation and liquidation. It is aimed at providing a balance
between debtor and creditor rights. The rehabilitation procedures envisage the appointment of
an administrator in certain circumstances, although it is acknowledged that there are few
competent people who can fulfil this role without further training. The proposals contain a
number of interesting aspects. The Act provides for the appointment of an Advisory
Committee, which is to operate as an expert panel that the court may seek opinion from in
relation to certain matters. This three man expert advisory committee effectively
acknowledges that there is limited expertise in the judicial system in handling insolvency cases.
In addition to advising whether a proposed plan is fair and equitable the role of the advisory
committee includes advising on issues of adequate protection and advising as to possible
modifications to a plan.

In reorganization cases the debtor remains in possession and control of its property unless the
court orders otherwise. However, a party in interest or the Official Administrator (a
government appointed position) may apply to appoint an Administrator in listed
circumstances such as fraud or gross mismanagement of the affairs of the debtor or if it is in
the interest of the creditors or equity security holders. One reason the Ordinance adopts the
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formulation it has is to make the reorganization procedure attractive, at the entry point, to
debtors. It is suspected that debtors will realize that other provisions of the Ordinance
operate to provide for the management’s powers to be superseded by the appointment of an
Admunustrator.  Nonetheless, the dynamic this may create is that if management realize that
they can conduct the reorganization in a manner that is acceptable to creditors and devise a
plan that creditors are happy with, they will be able to retain control of the business.

The Ordinance also provides that a statement of affairs must be audited by an auditor. Many
countries exempt companies in a formal insolvency procedure from needing to have their
accounts audited. The rationale for such exemptions is often that the auditing and accounting
standards will not apply to a company in an insolvency proteeding and often cause
unnecessary expense to a company which is controlled by an independent Administrator (who
effectively provides an independent review similar to that provided by an auditor) and
therefore decrease the ultimate return to creditors. Monthly statements which the
Administrator is also required to file and detailed accounts every 6 months which must also be
audited. Whilst this an interesting, and perhaps necessary, development from a corporate
governance perspective, the onerous nature of it may well shock insolvency practitioners
experienced in other markets. There are many other laudable aspects of the proposals
including automatic conversion to liquidation proceedings if no rehabilitation plan is
approved.
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GLOBAL REFORM AGENDA: PRINCIPLES AND GUIDELINES FOR
EFFECTIVE INSOLVENCY AND CREDITOR RIGHTS SYSTEMS AND FIRM!

INTRODUCTION

Over the past five years, since the financial crises in emerging markets in the late 90s,
considerable progress has been made in identifying the components of the global financial system and
in articulating and applying standards and assessment methodologies for core system elements. The
Financial Stability Forum has identified reliable insolvency and creditor rights systems as one of
twelve core areas integral to financial system stability in which standard assessments should be
undertaken to promote compliance with international best practice.> The World Bank has taken the
lead in collaboration with other partner institutions in developing a set of principles for this purpose
and has been engaged in benchmarking domestic country systems around the globe, with a view to
elevating awareness of best practice and promoting comprehensive system reforms in these areas.

Effective and reliable credit and corporate recovery systems are fundamentals for the sound
functioning of domestic markets and for reducing the risks and costs of systemic instability. In view
of the growing recognition of the importance of knowledge sharing, capacity building and
international cooperation to accomplish the goals established by the Financial Stability Forum and
other international bodies, the World Bank has been developing the Global Insolvency Law Database
(GILD) and is now preparing to launch the Global Forum on Insolvency Risk Management (FIRM).
While considerable progress has been made in raising awareness and embarking on legal and
institutional reforms, the assessments conducted to date by the World Bank reveal that the challenge
faced by domestic policy makers and the international community is immense.’

This paper offers a brief overview of initiatives undertaken by the World Bank in the area of
insolvency and creditor rights reform. Section I discusses the role of insolvency and creditor rights
systems. Section II discusses the process in developing the Principles and summarizes key features.
Section III outlines the assessment methodology and some preliminary results from the Bank’s pilot
program of country assessments. Section IV discusses other efforts of the Bank to disseminate best

! Sections I and II of this paper contain excerpts from The World Bank’s report entitled Principles and
Guidelines for Effective Insolvency and Creditor Rights Systems, which are reprinted here by permission of The
World Bank. The entire report can be accessed on The World Bank’s website (www.worldbank.org/gild) or by
contacting Mr. Johnson, Lead Counsel, Legal Department of the World Bank (gjohnson@worldbank.org). The
policy report has now been translated into French, Spanish and Russian (in addition to English), which enables a
more robust and informed dialogue on reforms with policy makers in countries where these languages are
dominant.

2 The twelve core areas in which standards assessments are now being undertaken by the World Bank (IBRD)
and the IMF include: Market Infrastructure — Accounting & Auditing (IAS/ISA); Corporate Governance
(OECDY); Insolvency and Creditor Rights (IBRD); Financial Systems: Monetary and Financial Policy; Banking
Supervision (BIS); Insurance Supervision (IAIS); Securities Regulation (I0SCO); Payment and Settlement
Systems (CPSS); Transparency and Public Debt Management: Fiscal Transparency (BIS); Public Debt
Management (IBRD/IMF); Data Dissemination (IMF); Market Integrity: Anti-Money Laundering (IBRD/IMF).

3 Assessments undertaken (or in progress) include: Argentina, Bolivia, Brazil, Croatia, Czech Republic,
Honduras, India, Kyrgyz Republic Lithuania, Mauritius, Morocco, Philippines, Russia, Slovak Republic, South
Afnca, Thailand, Turkey, Ukraine. Other assessments requested, planned or proposed in next six months
include: Algeria, Egypt, Kenya, Mexico, Romania, Sri Lanka, and United Kingdom. In addition, the European
Commission has launched a project on ‘Bankruptcy and a fresh start: stigma on failure and legal consequences
of bankruptcy’ to identify the issues with regard to business restructuring, bankruptcy and fresh start in the
European Union, in which the World Bank Principles were used as a benchmarking exercise for all of the
member countries of the European Union and the United States.



practice through its global database and the Global Forum on Insolvency Risk Management. The
Annex to the paper contains the full Principles.

I. ROLE OF INSOLVENCY AND CREDITOR RIGHTS SYSTEMS

There are two dimensions to the global financial system. On the one hand, national financial
systems operate autonomously and respond to domestic needs. On the other, national systems are tied
to and interact daily with the systems of their trading partners. Insolvency and creditor rights systems
lie at the juncture of this duality.

The country dimension. National systems depend on a range of structural, institutional, social
and human foundations to make a modern market economy work. There are as many combinations of
these variables as there are countries, though regional similarities have created common customs and
legal traditions. The principles espoused in the report embody several underlying propositions:

o FEffective systems respond to national needs and problems. As such, these systems must be
rooted in the country’s broader cultural, economic, legal and social context.

e Transparency, accountability and predictability are fundamental to sound credit
relationships. Capital and credit, in their myriad forms, are_the lifeblood of modem
commerce. Investment and availability of credit are predicated on both perceptions and the
reality of risks. Competition in credit delivery is handicapped by lack of access to accurate
information on credit risk and by unpredictable legal mechanisms for debt enforcement.

e Legal and institutional mechanisms must align incentives and disincentives across a broad
spectrum of market-based systems—commercial, corporate, financial and social. This calls
for an integrated approach to reform, taking into account a wide range of laws and policies in
the design of insolvency and creditor rights systems.

The international dimension. New methods of commerce, communication and technology are
constantly reshaping national markets and redefining notions of property rights. Businesses routinely
transcend national boundaries and have access to new types of credit. Credit and investment risks are
measured by complex formulas, and capital moves from cne market to the next at the tap of a
computer key. Capital flows are driven by public perceptions and investor confidence in local
markets. Effective insolvency and creditor rights systems play an important role in creating and
maintaining the confidence of both domestic and foreign investors.

I1. THE PRINCIPLES

The Principles and Guidelines for Effective Insolvency and Creditor Rights Systems contributes
to the effort to strengthen global financial stability by establishing a uniform framework to assess the
effectiveness of insolvency and creditor rights systems, offering guidance to policymakers on the
policy choices needed to strengthen them. The principles in Principles and Guidelines are the product
of a broad international collaboration and were developed against the backdrop of earlier and ongoing
initiatives to promote cross-border cooperation on multi-jurisdictional insolvencies, modernization of
national insolvency and secured transactions laws, and development of principles for out-of-court
corporate workouts. The principles draw on common themes and policy choices of those initiatives
and on the views of staff, insolvency experts and participants in regional workshops sponsored by the
Bank and its partner organizations.”

The consultative process on the Principles and Guidelines has been among the most extensive
of its kind, involving more than 70 international experts as members of the Bank’s Task Force and

4 The Principles and Guidelines was prepared by Bank staff in collaboration with the African Development
Bank, Asian Development Bank, European Bank for Reconstruction and Development, Inter-American
Development Bank, International Finance Corporation, International Monetary Fund, Organisation for
Economuc Co-operation and Development, Umted Nations Commission on International Trade Law, INSOL
International, and International Bar Association (Comrmittee n.
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working groups, and with regional participation by more than 700 public and private sector specialists
from approximately 75 mostly developing countries. Papers and consultative drafts from the initiative
were placed on the Bank’s website to obtain feedback from the international community.*

The Principles and Guidelines emphasize contextual, integrated solutions and the policy
choices involved in developing those solutions.® The principles are a distillation of international best
practice in the design of insolvency and creditor rights systems. Adapting international best practices
to the realities of developing countries, however, requires an understanding of the market
environments in which these systems operate. The challenges include weak or unclear social
protection mechanisms, weak financial institutions and capital markets, ineffective corporate
governance and uncompetitive businesses, and ineffective laws and institutions. These obstacles pose
enormous challenges to the adoption of systems that address the needs of developing countries while
keeping pace with global trends and international best practices. The application of the principles in
this paper at the country level will be influenced by domestic policy choices and by the comparative
strengths (or weaknesses) of laws and institutions.

The Principles and Guidelines builds on a simple premise that sustainable market development
relies on access to affordable credit and capital investment. The principles themselves build on this
premise by articulating core elements and features of the systems that underpin credit acc€ss and
enable parties to enforce their rights and manage the downside risk credit and investment
relationships. The initial chapters of the report emphasize the relationship between the cost and flow
of credit (including secured credit) and the laws and institutions that recognize and enforce credit
agreements. Subsequent chapters focus on key features and policy choices relating to the legal
framework for corporate insolvency and the informal framework for consensual debt workouts, which
must be implemented within sound institutional and regulatory frameworks.

The principles have broader application beyond creditor rights and corporate insolvency
regimes, as well. The ability of financial institutions to adopt effective credit practices to resolve or
liquidate non-performing loans depends on having reliable and predictable legal mechanisms that
provide a means for more accurately pricing recovery and enforcement costs. Where non-performing
assets or other factors jeopardize the viability of a bank, or where economic conditions create
systemic crises, these conditions raise issues that deserve special consideration. Annexes Iand II to
the Principles and Guidelines report discuss issues relevant to bank exit and restructuring strategies
and management of systemic financial crises, areas in which the Bank will continue to collaborate
with the Fund and the international community to develop principles.

Following is brief summary of the key elements of the Principles and Guidelines:

Role of enforcement systems. A modern, credit-based economy requires predictable, transparent
and affordable enforcement of both unsecured and secured credit claims by efficient mechanisms
outside of insolvency, as well as a sound insolvency system. These systems must be designed to work
m harmony. Commerce is a system of commercial relationships predicated on express or implied
contractual agreements between an enterprise and a wide range of creditors and comnstituencies.
Although commercial transactions have become mncreasingly complex as more sophisticated
techniques are developed for pricing and managing risks, the basic rights governing these
relationships and the procedures for enforcing these rights have not changed much. These rights
enable parties to rely on contractual agreements, fostering confidence that fuels investment, lending
and commerce. Conversely, uncertainty about the enforceability of contractual rights increases the

* The papers can be accessed in the Best Practice directory on the Global Insolvency Law Database at
www.worldbank.org/gild.

¢ Effective systems rest on details as well as broad principles. The Bank is preparing a companion technical
paper with more detailed guidelines on aspects of this paper. Other organizations, specifically UNCITRAL (in
collaboration with INSOL International and Committee J of the International Bar Assoctation), are also
developing guidelines to help legislators design effective insolvency laws.
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cost _of credit to compensate for the increased risk of nonperformance or, in severe cases, leads to
credit tightening.

Legal framework for creditor rights. A regularized system of credit shouid be supported by
mechanisms that provide efficient, transparent and reliable methods for recovering debt, including
seizure and sale of immovable and movable assets and sale or collection of intangible assets, such as
debt owed to the debtor by third parties. An efficient system for enforcing debt claims is crucial to a
functioning credit system, especially for unsecured credit. A creditor’s ability to take possession of a
debtor’s property and to sell it to satisfy the debt is the simplest, most effective means of ensuring
prompt payment. It is far more effective than the threat of an insolvency proceeding, which often
requires a level of proof and a prospect of procedural delay that in all but extreme cases make it not
credible to debtors as leverage for payment.

While much credit is unsecured and requires an effective enforcement system, an effective
system for secured rights is especially important in developing countries. Secured credit plays an
important role in industrial countries, notwithstanding the range of sources and types of financing
available through both debt and equity markets. In some cases equity markets can provide cheaper
and more attractive financing. But developing countries offer fewer options, and equity markets are
typically less mature than debt markets. As a result most financing is in the form of debt. In markets
with fewer options and higher risks, lenders routinely require security to reduce the risk of
nonperformance and insolvency.

Legal framework for secured lending. The legal framework should provide for the creation,
recognition and enforcement of security interests in all types of assets—movable and immovable,
tangible and intangible, including inventories, receivables, proceeds and future property, and on a
global basis, including both possessory and non-possessory interests. The law should encompass any
or all of a debtor’s obligations to a creditor, present or future and between all types of persons. In
addition, it should provide for effective notice and registration rules to be adapted to all types of
property, and clear rules of priority on competing claims or interests in the same assets.

Legal framework for corporate insolvency. Though approaches vary, effective insolvency
systems should aim to:

o Integrate with a country’s broader legal and commercial systems.

e Maximize the value of a firm’s assets by providing an option to reorganize.

e Strike a careful balance between liquidation and reorganization.

e Provide for equitable treatment of similarly situated creditors, including simmlarly situated
foreign and domestic creditors.

e Provide for timely, efficient and impartial resolution of insolvencies.

e Prevent the premature dismemberment of the debtor’s assets by individual creditors.

e Provide a transparent procedurs that contains incentives for gathering and dispensing
information.

e Recognize existing creditor rights and respect the priority of claims with a predictable and
established process.

e Establish a framework for cross-border insolvencies, with recognition of foreign proceedings.

Where an enterprise is not viable, the main thrust of the law should be swift and efficient
liquidation to maximize recoveres for the benefit of creditors. Liquidations can include the
preservation and sale of the business, as distinct from the legal entity. On the other hand, where an
enterprise 15 viable, meaning it can be rehabilitated, 1ts assets are often more valuable if retained m a
rehabilitated busimess than if sold in a liquidation. The rescue of a business preserves jobs, provides
creditors with a greater return based on higher going concern values of the enterprise, potentially
produces a return for owners and obtains for the country the fruits of the rehabilitated enterprise. The
rescue of a business should be promoted through formal and informal procedures. Rehabilitation
should permit quick and easy access to the process, protect all those involved, permit the negotiation
of a commercial plan, enable a mayority of creditors m favor of a plan or other course of action to bind
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all other creditors (subject to appropriate protections) and provide for supervision to ensure that the
process is not subject to abuse. Modern rescue procedures typically address a wide range of
commercial expectations in dynamic markets. Though such laws may not be susceptible to precise
formulas, modem systems generally rely on design features to achieve the objectives outlined above.

Framework for informal corporate workouts. Corporate workouts should be supported by an
environment that encourages participants to restore an enterprise to financial viability. Informal
workouts are negotiated in the “shadow of the law.” Accordingly, the enabling environment must
include clear laws and procedures that require disclosure of or access to timely and accurate financial
information on the distressed enterprise; encourage lending to, investment in or recapitalization of
viable distressed enterprises; support a broad range of restructuring activities, such as debt write-offs,
reschedulings, restructurings and debt-equity conversions; and provide favorable or neutral tax
treatment for restructurings.

A country’s financial sector (possibly with help from the central bank or finance ministry)
should promote an informal out-of-court process for dealing with cases of corporate financial
difficulty in which banks and other financial institutions have a significant exposure—especially in
markets where enterprise insolvency is systemic. An informal process is far more likely to be
sustained where there are adequate creditor remedies and insolvency laws. i

Implementation of the insolvency system. Strong institutions and regulations are crucial to an
effective insolvency system. The insolvency framework has three main elements: the institutions
responsible for insolvency proceedings, the operational system through which cases and decisions are
processed and the requirements needed to preserve the integrity of those institutions—recognizing
that the integrity of the insolvency system is the linchpin for its success. A number of fundamental
principles influence the design and maintenance of the institutions and participants with authority over
insolvency proceedings.

Ongoing work. Substantial progress has been made in identifying links between the corporate
insolvency and creditor rights systems and bank insolvency (and restructuring) and financial crisis,
and the policy issues affecting the treatment of the later. The World Bank in collaboration with the
International Monetary Fund, and the Bank for International Settlements (Financial Stability
Institute), together with a core consultative group of experts, is developing a set of principles on the
insolvency of financial institutions, expected to be completed toward the end of 2003. Similar to the
process on corporate insolvency systems, the work to develop principles on bank and systemic
insolvency is being vetted in a series of regional workshops in which relevant public and private
sector specialists from developed and developing countries are invited.

TII. ASSESSMENT METHODOLOGY AND PILOT PROGRAM RESULTS

Under the aegis of the International Financial Architecture program, the World Bank has
launched a series of assessments based on the Principles and Guidelines in connection a joint initiative
between the Bank and the IMF to develop Reports on the Observance of Standards and Codes
(ROSC). To date, the Bank has launched ROSC assessments in nearly 20 countries, with another 6-7
planned by June 2003 of which half are complete or near completion.

Methodology for Assessments. Divided into four parts, the ROSC report describes the findings
and conclusions of the assessment: (i) executive summary and introduction, (ii) description of
country practice in four areas (legal framework for creditor rights and enforcement, legal framework
for corporate insolvency, regulatory framework, and credit risk management and corporate workouts),
(ii1) summary of assessment findings and conclusions, and (iv) policy recommendations. A matrix
assessing the degree of compliance with each of the 35 World Bank Principles is provided as an annex
to the report, together with additional annexes that are useful in elaborating procedures for dialogue.
In cases where pending legislation has been prepared, an annex is included assessing the proposed
legislation against the World Bank Principles in the “legal framework” section, Principles 6-24.



The Principle-by-Pninciple assessment contains a detailed evaluation of the compliance with
each World Bank Principle based on quantitative and qualitative standards. “Observed” means that all
essential criteria are generally met without any significant deficiencies. “Largely observed” means
that only minor shortcomings are observed, which do not raise any questions about the authorities’
ability and intent to achieve full observance within a prescribed period of time. “Materially non-
observed” means that, despite progress, the shortcomings are sufficient to raise doubts about the
authorities’ ability to achieve observance. “Non-observed” means that no substantive progress toward
observance has been achieved. In each case where a Principle carries less than an “Observed” rating,
the assessment provides a justification for the rating, indicating the areas in which compliance has not
been achieved. The Principle-by-Principle assessment also contains policy recommendations and
alternatives for achieving compliance. Sometimes the recommendations include the modification of
existing laws or rules or the adoption of new ones. Policy recommendations are construed as
interdependent measures, as often the improvement in one area will not be sufficient to promote an
overall strengthening of the legal and regulatory framework.

Pilot Program Results. The pilot program for ROSC assessments included geographically and
economically diverse countries, with emphasis on countries where insolvency reforms have been
made a priority or were deemed integral to the World Bank operational program or Economic Sector
work. In addition, in some cases, countries were selected to integrate the ROSC exercise with the
broader needs of the Financial Sector Assessment program needs for a country. In a few cases, the
ROSC was used as a means for developing an assistance strategy in connection with current structural
adjustment or operational programs of the Bank (Argentina, Brazil, Slovakia, Turkey). In nearly half
of the pilot program countries, assessment follow-up has led to or been linked with technical
assistance programs to promote legal and regulatory reforms on insolvency and creditor rights
systems (Argentina, Brazil, Czech Republic, Lithuania, Slovakia, Turkey). In a few other countries,
insolvency reforms were underway and the ROSC was instrumental in providing inputs and feedback
to the government on legislative proposals (Philippines and Russia). Independent of the full scale
ROSC, some countries have requested an independent review of their legislation using the Principles
to measure compliance with best practice (Croatia, Kosovo, Poland, Serbia)

The ROSC assessment was linked with the broader Financial Sector Assessment Program m at
least six (6) countries, mainly in Europe and Central Asia (Croatia, Czech Republic, Lithuania,
Russia, Slovakia, and Ukraine). In each of these countries, the more detailed ROSC was requested
due to the central nature and ongoing importance of insolvency and enterprise restructuring issues in
these countries. In certain of these countries, the ROSC was intended to promote preparations for
accession candidate countries to the European Union, and has been backed or supported by
complementing efforts of the EU PHARE project. In several other countries, the preliminary
conclusions were used to support Financial Sector Assessments conducted subsequently or
independent of the ROSC (Brazil, Mauritius and Philippines).

The Philippines assessment was undertaken 1 collaboration with the Asian Development Bank
and designed to complement ROSCs on accounting and auditing and corporate governance. South
Afnica was the first country to be assessed simultaneously by the three World Bank-led ROSC
modules: Accounting/auditing, corporate governance, and insolvency/creditor rights. In this regard,
recent high profile bankruptcies have highlighted the important linkages between the three market
infrastructure assessments.

Follow-up and applications. The insolvency and creditor rights assessments have a number of
applications for International Financial Institutions, policy makers and the private sector. They
support diagnostic and strategic work, underpin policy dialogue and lending operations, and provide
input to technical assistance and capacity building efforts. These assessments can be seen as building
blocks for diagnostic work, such as investment climate assessments, where creditor rights and
enforcement systems are viewed as pivotal to assessing non-performance and regulatory risks for
lending and investment. They also provide useful inputs into key policy documents, such as sectoral
strategies for the private and financial sectors or country wide development strategies. The strength of
the msolvency and creditor nghts assessment lies 1n the systematic standardized coverage and ability
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to benchmark against an internationally recognized standard. As such, the ROSC provides an easy
guide to policy dialogue and reform.

In addition to their diagnostic and strategic value, insolvency and creditor rights assessments
are valuable inputs into structural adjustment and programmatic lending operations. In the World
Bank, for example, the country program cycle has become the most important business model.
Programmatic adjustment lending has been found to be a cost-effective vehicle for supporting the
Bank’s policy dialogue with its clients on the social and structural agenda and for partnering with
other agencies. The country has replaced the project as the critical focus of implementation. An
example of the importance of the insolvency and creditor rights assessment in lending operations can
be seen from the strategic and central role that the assessment has served in Turkey, where it forms a
cornerstone for the real sector strategy on enterprise restructuring and distressed asset resolution.
Similarly, in Argentina, it has been viewed as one of the linchpins to developing a corporate sector
strategy to promote debt resolution and enterprise restructuring.

Insolvency and creditor rights assessments also identify technical assistance and capacity
building needs, which can be financed through operations from International Financial Institutions,
bilaterals or the private sector. As indicated above, follow-up technical assistance is being provided
by the Bank in at least six countries (Argentina, Brazil, Czech Republic, Lithuania, Slovakia, Turkey).
In Argentina and Turkey, accelerated reforms are underway to assist with the implementation of
corporate workout programs to assist with debt resolution and enterprise restructuring in the midst of
financial crises. In the other countries, the assistance ranges from advice on modernizing the
insolvency legislation (Brazil, Czech Republic, Slovakia) to implementation and institutional capacity
building measures (Lithuania and Slovakia). In the case of Slovakia, the assistance is further
supported by an Institutional Development Framework grant aimed at strengthening the institutional
and regulatory framework for insolvency, while in Croatia the Bank has extended a substantial
Learning Innovation Loan to strengthen the bankruptcy and commercial courts. The insolvency and
creditor rights assessment is uniquely suited as a tool for promoting assistance through the
Institutional Development Framework grant program, given its particular focus on strengthening
institutional capacity and reinforcing the regulatory frameworks to promote integrity in the system.

IV. PUBLIC AND PRIVATE SECTOR PARTNERSHIPS: GILD AND FIRM

Global Insolvency Law Database (GILD). GILD is a multi-partnership effort between the
World Bank and numerous outside organizations, associations, professional firms, and individuals
designed to promote awareness of best practice, foster knowledge sharing and learning, and help build
capacity by providing access to resources and research. It offers legislators and policy makers on-line
access to a wide range of information and data on the world’s insolvency laws and systems and
provides the international community a forum for research, dialogue and transparency in the fields of
insolvency and debtor-creditor systems. One objective of the GILD is to help bridge the gap in
institutional capacity that exists in many developing and emerging economies, by providing a broad
base of fundamental training and other materials for local officials, judges and professionals. By
partnering with local professional associations, the GILD also hopes to promote growth among the
domestic practitioner and bar associations.

The primary directories in the GILD include Best Practice, Countries, International, and a
Training Center. The GILD aspires to cover insolvency systems for as many jurisdictions as possible,
while tracking developments on leading international initiatives, cases and other matters of
significance in the cross-border context. In addition, there are the usual features that provide useful
information and access to links of other organizations relating to insolvency, and tracking of key
developments, conferences and workshops. With the breadth and scope of the contents, the GILD
should serve as a seminal resource and research tool for government officials, practitioners, and the
international business commumty. With access to the most current and extensive resources, tools and
mmformation in this field, the GILD is expected to enhance international awareness of and the
benchmarking of systems against international best practice, which should encourage better informed
policy setting and law development reform practices 1n this area. In this respect, the GILD provides a
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critica} interface with the World Bank’s other insolvency project on Principles and Guidelines for
Effective Insolvency and Creditor Rights Systems. Assessments conducted under the ROSC program

are expected be made publicly available on the Bank’s web site and possibly on the GILD to promote
system transparency.

. The GILD will contain a growing collection of relevant information on domestic and
international insolvency law. On the domestic side, each country site will provide an overview of the
domestic insolvency process on a range of themes following a uniform template for all countries. The
template is designed to promote internal and comparative search capabilities by words, phrases,
keywords, topic, numbers and eventually concepts. The legal overviews are supplemented by
legislation in electronic format (insolvency and relevant excerpts of statutes governing creditor
rights), and to the extent available, bankruptcy rules, official forms and examples of significant
pleadings (e.g., plan of reorganization, or a composition or scheme or arrangement), articles for
additional reading and relevant links. The international content will contain international treaties,
conventions, model laws and other materials relevant to the cross-border and international dimensions
of insolvency. The GILD will also featurc an ever growing library of information on a range of
insolvency-related subjects. Finally, the GILD eventually hopes to maintain one of the largest media-
based training centers for use in long distance learning for developing countries and the international
community.

Global Forum on Insolvency Risk Management. FIRM is expected to take international
collaboration and cooperation on insolvency and commercial reform to the next level. As part of the
longer term strategy carrying forward the work in this area, the Bank is exploring the feasibility of
establishing the Global Forum or FIRM as an independent trust to raise donor funding for use in
promoting global awareness, reform assistance and capacity building. As an independent trust, the
FIRM would be guided by an independent Board and funding.

FIRM would serve as a global think tank whose business strategy would be shaped largely by
an international alliance of the leading developmental and standard setting institutions, in strategic
partnership with the private sector and non-governmental organizations. The purpose of the Forum is
to promote global, regional and local initiatives that aim at improving the legal, nstitutional and
regulatory frameworks and practices relative to investment climates, creditor rights and insolvency
systems. FIRM would contribute to the efforts of the mnternational community to promote the private
sector as an engine of growth, reduce the vulnerability of developing and transition economies to
financial cnises, and provide incentives for investment and lending by improving the systems that
impact commercial confidence, investment and lending and that assure efficient and effective debt
recovery and resolution mechanisms. It fosters partnerships with the programs of other relevant
institutions and plays a coordinating role among donors and other relevant institutions. FIRM would
also seek to address investment climate and debt recovery weaknesses of middle income and low
mcome countries in the context of broader national or regional economic reform programs, which it
seeks to complement and enhance. Thus, the Global Forum’s activities would promote sustainable
economic growth and poverty reduction within the framework of agreed international development
targets.

The main pillars for carrying out the objectives of FIRM would include: 1) dissemination of
best practice through annual regional roundtable discussions, like FAIR, that the Global Forum would
support or sponsor in each of five major geographic regions; 2) helping to build-out and maintain the
GILD; 3) providing follow-up technical assistance for policy reform related to legal, institutional and
regulatory changes; and 4) sponsoring innovative and cutting edge research and training programs.

The Bank is planning to host the first of its Global Forum’s on January 28-29, 2003, in
Washington DC to take stock of the Experience in the ROSC program, update world developments,
and develop strategies for the next decade. This will be followed by a regional roundtable meeting 1n
Latin America in Aprl, and a Global Judges Forum to take place on May 19-23, 2003 in Malibu,
California. For information on any of these programs and efforts, contact the author
(g10hnson@worldbank.org).
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Compatible Enforcement Systems

A modern credit-based economy requires predictable, transparent and affordable enforcement of
both unsecured and secured credit claims by efficient mechanisms outside of insolvency, as well
as a sound insolvency system. These systems must be designed to work in harmony.

Principle 2

Enforcement of Unsecured Rights

A regularized system of credit should be supported by mechanisms that provide efficient,
transparent, reliable and predictable methods for recovering debt, including seizure and sale of
immovable and movable assets and sale or collection of intangible assets such as debts owed to
the debtor by third parties.

Principle 3

Security Interest Legislation

The legal framework should provide for the creation, recognition, and enforcement of security’

interests in movable and immovable (real) property, arising by agreement or operation of law. The

law should provide for the following features:

= Security interests in all types of assets, movable and immovable, tangible and intangible,
including inventory, receivables, and proceeds; future or after-acquired property, and on a
global basis; and based on both possessory and non-possessory interests;

= Security interests related to any or all of a debtor’s obligations to a creditor, present or
future, and between all types of persons;

= Methods of notice that will sufficiently publicize the existence of security interests to
creditors, purchasers, and the public generally at the lowest possible cost;

*  Clear rules of priority governing competing claims or interests in the same assets,
eliminating or reducing priorities over security interests as much as possible.

Principle 4

Recording and Registration of Secured Rights

There should be an efficient and cost-effective means of publicizing secured interests in movable and
immovable assets, with registration being the principal and strongly preferred method. Access 1o the
registry should be inexpensive and open to all for both recording and search.

Principle 5

Enforcement of Secured Rights

Enforcement systems should provide efficient, inexpensive, transparent and predictable methods
for enforcing a security interest in property. Enforcement procedures should provide for prompt
realization of the rights obtained in secured assets, ensuring the maximum possible recovery of asset
values based on market values. Both nonjudicial and judicial enforcement methods should be
considered
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A .Key Ob] ectives

and Policies

Though country approaches vary, effective insolvency systems should aim to:

o Integrate with a country’s broader legal and commercial systems.

s Maximize the value of a firm’s assets by providing an option to reorganize.

e Strike a careful balance betwesn liquidation and reorganization.

e Provide for equitable treatment of similarly situated creditors, including similarly situated
foreign and domestic creditors.

e Provide for timely, efficient and impartial resolution of insolvencies.

o Prevent the premature dismemberment of a debtor’s assets by individual creditors seeking
quick judgments.

e Provide a transparent procedure that contains incentives for gathering and dispensing
information.

e Recognize existing creditor rights and respect the priority of claims with a predictable and
established process.

o Establish a framework for cross-border insolvencies, with recognition of foreign
proceedings.




Principle 7

Director and Officer Liability

Director and officer liability for decisions detrimental to creditors made when an enterprise is
insolvent should promote responsible corporate behavior while fostering reasonable risk taking.
At a minimum, standards should address conduct based on knowledge of or reckless disregard
for the adverse consequences to creditors.

Principle 8

Liquidation and Rehabilitation

An insolvency law should provide both for efficient liquidation of nonviable businesses and those
where liquidation is likely to produce a greater return to creditors, and for rehabilitation of
viable businesses. Where circumstances justify it, the system should allow for easy conversion of
proceedings from one procedure to another.

Principle 9

Commencement: Applicability and Accessibility

A.  The insolvency process should apply to all enterprises or corporate entities except financial
institutions and insurance corporations, which should be dealt with through a separate law or
through special provisions in the insolvency law. State-owned corporations should be subject to
the same insolvency law as private corporations.

B.  Debtors should have easy access to the insolvency system upon showing proof of basic
criteria (insolvency or financial difficulty). A declaration to that effect may be provided by the
debtor through its board of directors or management. Creditor access should be conditioned on
showing proof of insolvency by presumption where there is clear evidence that the debtor failed
to pay a matured debt (perhaps of @ minimum amount). -

C.  The preferred test for insolvency should be the debtor’s inability to pay debts as they come
due—known as the liquidity test. A balance sheet test may be used as an alternative secondary
test, but should not replace the liquidity test. The filing of an application to commence a
proceeding should automatically prohibit the debtor’s transfer, sale or disposition of assets or
parts of the business without court approval, except to the extent necessary to operate the
business.

Principle 10

Commencement: Moratoriums and Suspension of Proceedings

A. The commencement of bankruptcy should prohibit the unauthorized disposition of the debtor’s
assets and suspend actions by creditors to enforce their rights or remedies against the debtor or
the debtor’s assets. The injunctive relief (stay) should be as wide and all embracing as possible,
extending to an interest in property used, occupied or in the possession of the debtor.

B. To maximize the value of asset recoveries, a stay on enforcement actions by secured creditors
should be imposed for a limited period in a liquidation proceeding to enable higher recovery of
assets by sale of the entire business or its productive units, and in a rehabilitation proceeding
where the collateral is needed for the rehabilitation.

Principle 11

Governance: Management

A. In liquidation proceedings, management should be replaced by a qualified court-appointed
official (administrator) with broad authority to administer the estate in the interest of creditors.
Control of the estate should be surrendered immediately to the administrator except where
management has been authorized to retain control over the company, in which case the law
should impose the same duties on management as on the administrator. In creditor-initiated
filings, where circumstances warrant, an interim administrator with reduced duties should be
appointed to monitor the business to ensure that creditor interests are protected.

B. There are two preferred approaches in a rehabilitation proceeding: exclusive control of the
proceeding by an independent administrator or supervision of management by an impartial and
independent administrator or supervisor. Under the second option complete power should be
shifted to the administrator if management proves incompetent or negligent or has engaged in
fraud or other misbehavior. Similarly, independent administrators or supervisors should be held
to the same standard of accountability to creditors and the court and should be subject to
removal for incompetence, negligence, fraud or other wrongful conduct.
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Principle 12

Governance: Creditors and the Creditors’ Committee

Creditor interests should be safeguarded by establishing a creditors committee that enables
creditors to actively participate in the insolvency process and that allows the committee to
monitor the process to ensure fairness and integrity. The committee should be consulted on non-
routine matters in the case and have the ability to be heard on key decisions in the proceedings
(such as matters involving dispositions of assets outside the normal course of business). The
committee should serve as a conduit for processing and distributing relevant information to
other creditors and for organizing creditors to decide on critical issues The law should provide
Jor such things as a general creditors assembly for major decisions, to appoint the creditors
committee and to determine the committee’s membership, quorum and voting rules, powers and
the conduct of meetings. In rehabilitation proceedings, the creditors should be entitled to select
an independent administrator or supervisor of their choice, provided the person meets the
qualifications for serving in this capacity in the specific case.

Principle 13

Administration: Collection, Preservation, Disposition of Property

The law should provide for the collection, preservation and disposition of all property belonging
to the debtor, including property obtained after the commencement of the case. Immediate steps
should be taken or allowed to preserve and protect the debtor’s assets and business. The law
should provide a flexible and transparent system for disposing of assets efficiently and at
maximum values. Where necessary, the law should allow for sales free and clear of security
interests, charges or other encumbrances, subject to preserving the priority of interests in the
proceeds from the assets disposed.

Principle 14

Administration: Treatment of Contractual Obligations

The law should allow for interference with contractual obhgations that are not fully performed
to the extent necessary to achieve the objectives of the insolvency process, whether to enforce,
cancel or assign contracts, except where there is a compelling commercial, public or social
interest in upholding the contractual rights of the counter-party to the contract (as with swap
agreements)

Principle 15

Administration: Fraudulent or Preferential Transactions

The law should provide for the avoidance or cancellation of pre-bankruptcy fraudulent and
preferential transactions completed when the enterprise was insolvent or that resulted in its
insolvency. The suspect period prior to bankrupicy, during which payments are presumed to be
preferential and may be set aside, should normally be short to avoid disrupting normal
commercial and credit relations. The suspect period may be longer in the case of gifis or where
the person receiving the transfer is closely related to the debtor or its owners.

Principle 16

Claims Resolution: Treatment of Stakeholder Rights and Priorities

A.  The rights and priorities of creditors established prior to insolvency under commercial
laws should be upheld in an insolvency case to preserve the legitimate expectations of creditors
and encourage greater predictability in commercial relationships. Deviations from this general
rule should occur only where necessary to promote other compelling policies, such as the policy
supporting rehabilitation or to maximize the estate’s value. Rules of priority should support
incentives for creditors to manage credit efficiently.

B.  The bankruptcy law should recognize the priority of secured creditors in thewr collateral.
Where the rights of secured creditors are impaired to promote a legitimate bankruptcy policy,
the interests of these creditors in their collateral should be protected to avoid a loss or
deterioranion in the economic value of their interest at the commencement of the case.
Distributions to secured creditors from the proceeds of their collateral should be made as
promptly as possible after realization of proceeds from the sale. In cases where the stay applies
to secured creditors, it should be of limited specified duration, strike a proper balance between
creditor protection and insolvency objectives, and provide for the possibility of orders being
made on the application of affected creditors or other persons for relief from the stay.

C.  Followng distributions to secured creditors and payment of claims related to costs and
expenses of admunistration, proceeds available for distribution should be distributed par passu
to remaining creditors unless there are compelling reasons to justify giving preferential status to
a particular debt. Public interests generally should not be given precedence over private rights
The number of priority classes should be kept to a minimum.
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Design Features of Rehabilitation Statutes

To be commercially and economically effective, the law should establish rehabilitation
procedures that permit quick and easy access to the process, provide sufficient protection for all
those involved in the process, provide a structure that permits the negotiation of a commercial
plan, enable a majority of creditors in favor of a plan or other course of action to bind all other
creditors by the democranc exercise of voting rights (subject to appropriate minority protections
and the protection of class rights) and provide for judicial or other supervision to ensure that the
process 1s not subject to manipulation or abuse.

Principle 18

Administration: Stabilizing and Sustaining Business Operations

The law should provide for a commercially sound form of priority funding for the ongoing and
urgent business needs of a debtor during the rescue process, subject to appropriate safeguards.

Principle 19

Information: Access and Disclosure

The law should require the provision of relevant information on the debtor. It should also
provide for independent comment on and analysis of that information. Directors of a debtor
corporation should be required to attend meetings of creditors. Provision should be made for the
possible examination of directors and other persons with knowledge of the debtor’s affairs, who
may be compelled to give information to the court and administrator..

Principle 20

Plan: Formulation, Consideration and Voting

The law should not prescribe the nature of a plan except in terms of fundamental requirements
and to prevent commercial abuse. The law may provide for classes of creditors for voting
purposes. Voting rights should be determined by amount of debt. An appropriate majority of
creditors should be required to approve a plan. Special provision should be made to hmit the
voting rights of insiders. The effect of a majority vote should be to bind all creditors.

Principle 21

Plan: Approval of Plan

The law should establish clear criteria for plan approval based on fairness to similar creditors,
recognition of relative priorities and majority acceptance. The law should also provide for
approval over the rejection of minority creditors if the plan complies with rules of fairness and
offers the opposing creditors or classes an amount equal to or greater than would be received
under a liquidation proceeding. Some provision for possible adjournment of a plan decision
meeting should be made, but under strict time limuts. If a plan is not approved, the debtor should
automatically be liquidated.

Principle 22

Plan: Implementation and Amendment

The law should provide a means for monitoring effective implementation of the plan, requiring
the debtor to make periodic reports to the court on the status of implementation and progress
during the plan period. A plan should be capable of amendment (by vote of the creditors) if it is
in the interests of the creditors. The law should provide for the possible termination of a plan
and for the debtor to be liquidated.

Principle 23

Discharge and Binding Effects

To ensure that the rehabilitated enterprise has the best chance of succeeding, the law should
provide for a discharge or alteration of debts and claims that have been discharged or otherwise
altered under the plan. Where approval of the plan has been procured by fraud, the plan should
be subject to challenge, reconsidered or set aside.

Principle 24

International Considerations

Insolvency proceedings may have international aspects, and insolvency laws should provide for
rules of jurisdiction, recognition of foreign judgments, cooperation and assistance among courts
in different countries, and choice of law.
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WORKOUISAND RESTRY

Corporate workouts and restructurings should be supported by an enabling environment that
encourages participants to engage in consensual arrangements designed to restore an enterprise
to financial viability. An enabling environment includes laws and procedures that require
disclosure of or ensure access to timely, reliable and accurate financial information on the
distressed enterprise; encourage lending to, investment in or recapitalization of viable
financially distressed enterprises; support a broad range of restructuring activities, such as debt
writeoffs, reschedulings, restructurings and debt- equity conversions; and provide favorable or
neutral tax treatment for restructurings.

Principle 26  Informal Workout Procedures

A country’s financial sector (possibly with the informal endorsement and assistance of the
central bank or finance ministry) should promote the development of a code of conduct on an
informal out-of-court process for dealing with cases of corporate financial difficulty in which
banks and other financial institutions have a significant exposure—especially in markets where
enterprise insolvency has reached systemic levels. An informal process is far more likely to be
sustained where there are adequate creditor remedy and insolvency laws. The informal process
may produce a formal rescue, which should be able to quickly process a packaged plan
produced by the informal process. The formal process may work better if it enables creditors and
debtors to use informal techniques.

S R kg

s syvi st IMPLEMENTATION
Role of Courts
Bankruptcy cases should be overseen and disposed of by an independent court or competent

authority and assigned, where practical, to judges with specialized bankruptcy expertise.
Significant benefits can be gained by creating specialized bankruptcy courts.

Principle 27

The law should provide for a court or other tribunal to have a general, non-intrusive,
supervisory role in the rehabilitation process. The court/tribunal or regulatory authority should
be obliged to accept the decision reached by the creditors that a plan be approved or that the
debtor be liquidated.

Principle 28  Performance Standards of the Court, Qualification and Training of Judges

Standards should be adopted to measure the competence, performance and services of a
bankruptcy court. These standards should serve as a basis for evaluating and improving courts.
They should be enforced by adequate qualification criteria as well as training and continuing
education for judges.

Principle 29  Court Organization

The court should be organized so that all interested parties—including the administrator, the
debtor and all creditors—are dealt with fairly, objectively and transparently. To the extent
possible, publicly available court operating rules, case practice and case management
regulations should govern the court and other participants in the process. The court’s internal
operations should allocate responsibility and authority to maximize resource use. To the degree
feasible the court should institutionalize, streamline and standardize court practices and
procedures.

Principle 30  Transparency and Accountability

An insolvency systems should be based on transparency and accountability. Rules should ensure
ready access to court records, court hearings, debtor and financial data and other public
information.

Principle 31  Judicial Decision making and Enforcement

Judicial decision making should encourage consensual resolution among parties where possible
and otherwise undertake timely adjudication of issues with a view to reinforcing predictability in
the system through consistent application of the law. The court must have clear authority and
effective methods of enforcing its judgments.

Principle 32 Integrity of the Court

Court operations and decisions should be based on firm rules and regulations to avoid
corruption and undue influence. The court must be free of conflicts of interest, bias and lapses in
Judicial ethics, objectivity and impartiality.
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Principle 33

Integrity of Participants

Persons involved in a bankruptcy proceeding must be subject to rules and court orders designed
to prevent fraud, other illegal activity or abuse of the bankruptcy system. In addition, the
bankruptcy court must be vested with appropriate powers to deal with illegal activity or abusive
conduct that does not constitute criminal activity.

Principle 34

Role of Regulatory or Supervisory Bodies

The body or bodies responsible for regulating or supervising insolvency administrators should
be independent of individual administrators and should set standards that reflect the
requirements of the legislation and public expectations of fairness, impartiality, transparency
and accountability.

Principle 35

Competence and Integrity of Insolvency Administrators

Insolvency administrators should be competent to exercise the powers given to them and should
act with integrity, impartiality and independence.
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CROSS-BORDER INSOLVENCY AND INFORMAL WORKOUTS:
A LOOK AT CHINESE TAIPEI

Prof. Lawrence S. Liu

Partner, Lee and Li
Professor, Soochow University Law School
and NTU Management School
Taipei

I. Introduction

For good reasons, Chinese Taipei has an archaic insolvency regime, which is being
revamped. A short explanation for this phenomenon is that insolvency system was
not necessary during high economic growth period, when the policy pattern was
encouraging export by small and medium-sized enterprises. But Chinese Taipei has
to globalize, it has opened up and diversified the domestic market, and both industrial
upgrading and financial reform policies demand more national investment in
insolvency reform.

Antiquity and Rigidity

Antiquity and rigidity of the insolvency regime in Chinese Taipei come in several
forms. First, insolvency matters are treated as “non-litigious matters”, that is, matters
that would not involve lawsuits and disputes. This cannot be farther from truth and
reality: all practitioners and economists understand the high stakes involved in
insolvency proceedings, and the human instinct to dodge and play mischief. But this
is not how Chinese Taipei received its insolvency law as part of the Civil Law
transplant that began at the turn of the last century in China proper.

Second, the system has suffered from “code fragmentation”. There has not been a
unified code of insolvency laws. For example, the Company Law enforced and
maintained by the Ministry of Economic Affairs contains a chapter on corporate
reorganizations. But only public reporting companies (including listed companies)
are entitled and subject to its application. Not even their subsidiaries can be included
(although in informal workouts, practitioners can deal with this constraint through
private negotiations).

The Bankruptcy Code, on the other hand, is a separate code in Chinese Taipei, and is
maintained by the Judicial Yuan, its judiciary. In other words, liquidation and
composition proceedings are governed by a statute separate from the corporate
reorganization proceedings.

Third, the government has heavily controlled the banking sector untl the early 1990s.
Conservatism had led to asset-based lending without much emphasis on
understanding the firm value and risks (including insolvency risks and costs).

Fourth, there is no special bankruptcy court. Judges are not well trained. Nor were
they expected under the “non-litigrous matter” mode to be fully educated in matters
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involving industry and finance so as to intelligently rule on important bankruptcy
cases. In addition, courts in Chinese Taipei are usually congested. Therefore, often
the proceedings in major corporate reorganization cases and outright bankruptcy (that
is, liquidation) cases are long drawn out. Judges also often move on to their next
rotational assignment without closing the pending insolvency docket.

Fifth, like many other Asian or emerging markets, Chinese Taipei has not developed
the necessary institutional arrangements for a credit industry. Fraudulent conveyance
is always a concemn in all foreclosure-type proceedings and workout situations.
Collection, retrieval and processing of credit inférmation is underdeveloped and
fragmented, in part because article 48 of the Banking Law prohibits banks from
sharing information with non-bank institutions.

Pressure for Reform and Progress Thus Far

This archaic insolvency system has persisted, frankly speaking, because the high-
growth economy has not felt the need for massive national investment to improve it
until recent years. Other than business cycles and global oil crises, Chinese Taipei has
not experienced major bankruptcies.

Of course, this all changed by the late 1990s. Industries began to experience the pains
of global economic downturn. Banks started to accumulate nonperforming loans.
The government had to rush through receivership and debt resolution legislation (like
the 2000 Banking Law amendment and 2001 Financial Restructuring Fund Law) and
take over community financial institutions (like credit departments of fishery
associations and farmers associations).

Despite some earlier, ill-conceived efforts to apply administrative guidance on banks
to grant moratoriums to big borrowers, since 2001 the government has demanded
NPL cleanup under a “2-5-8” plan. Financial institutions on the whole are to reduce
their NPL levels to below 5% and increase their capital adequacy levels to the BIS-
mandated 8%. These results are to occur within two years after passage of a pending
amendment to the FRF fund law that would authorize more than NT$1 trillion of tax
dollars for debt resolution.

In addition, the 2000 Financial Institutions Merger Act authorizes the formation of
asset management companies to buy NPLs from banks. The Securitization Law
enacted in mid 2002 permits and encourages banks to securitize performing loans. In
November 2001 the Company Law underwent a major amendment including
improvement of the corporate reorganization provisions. Since 2000, the Judicial
Yuan of Chinese Taipei has embarked on an overhaul of the Bankruptcy Law, and
currently there is already a discussion draft.

Unfortunately, the draft amendment to the Bankruptcy Law still follows the mode of
separate codes before. In its effort to reform the bank sector, the FIMA law sponsored
by the Ministry of Finance allows AMCs to enjoy foreclosure powers that are at odds
with general bankruptcy law principles.

Warts and all, Chinese Taipei has begun to reform its outdated insolvency system. It
is still too early to see the directions and impact of this reform effort. However, this



effort will definitely affect cross-border insolvency proceedings and informal
workouts in Chinese Taipei.

I1. Cross-Border Insolvency Rules
Proper Context for Analysis

In discussing cross-border insolvency rules in Chinese Taipei, it is important to note
that there are very few cases, formal or informal. In addition, most foreign investors
in Chinese Taipei and most Chinese Taipei investors investing abroad set up local
subsidiaries, which are separate legal entities.

Where a Chinese Taipei company (albeit a wholly-foreign owned subsidiary) is
involved, one can say that technically there is no “cross-border” insolvency, because
no foreign companies are involved. Similarly, when a foreign subsidiary of a Chinese
Taipei company files for insolvency proceedings abroad, there is technically no

“cross-border” insolvency concerns. )

The exceptions are trading companies, banks, insurance companies, securities firms,
air lines, shipping companies, and other businesses which for business or regulatory
reasons (like landing rights) have to use the “branch” model for their investment in
Chinese Taipei.

What this means is that, technically speaking, cross-border insolvency matters in
Chinese Taipei can only involve Taiwan branches of foreign companies. This is a
very limited scenario, ‘but there is still likelihood of its occurrence. For example, if
United Air Lines were to seek Chapter X1 protection in the U.S., its Taiwan branch
would need to deal with cross-border insolvency issues arising from Chinese Taipei’s
bankruptcy laws.

.Bankruptcy Law and Related Rules Currently in Force

Under the Bankruptcy Law, the concept of bankruptcy means liquidation and
dissolution of the bankrupt firm. In addition, article 4 of Chinese Taipei’s Bankruptcy
Law does NOT accord any binding effect on the bankrupts’ assets in Taiwan. As a
result, for example, a stay order arising from Chapter XI of the U.S. Bankruptcy Code
will not be applicable with respect to assets of a Chinese Taipei branch of the
American company seeking protection under Chapter XI. No courts in Chinese
Taipei has opined on the issue of whether such a Chapter XI proceeding would
constitute a bankruptcy within the meaning of article 4 of Chinese Taipei’s
Bankruptcy Law. In light of the vintage of this legislation and the pattern of narrow
interpretations, courts most likely would not draw such a conclusion.

In addition, a stay arising from a foreign insolvency proceeding is not a foreign
JUDGMENT within the meaning of article 402 of Chinese Taipei’s Code of Civil
Procedure. Under this rule, Chinese Taipei courts would not review a judgement de
novo if:

(1) the foreign court has competent jurisdiction (as viewed under Chinese Taipei
laws);



(2) in proceedings leading to the foreign judgment against a defendant in
Chinese Taipei, it has been properly served (personally or through Chinese
Taipei’s “letter rogatory” judicial assistance procedures);

(3) the foreign judgment does not contravene Chinese Taipei’s public order or
good morals; and

(4) the foreign court accords reciprocity over judgments made by Chinese Taipei
courts.

Most importantly, such a judgement has to be final and non-appealable. By contrast,
a stay order is only interim in nature and are not final judgments. In other words,
under Chinese Taipei laws, creditors of a foreign company may still seek relief over
assets of the foreign company located in Chinese Taipei.

The foreign company then would have to consider petitioning, through its Chinese
Taipei branch, for protection under Chinese Taipei’s insolvency laws. There are
several problems. First, a branch is not a full legal entity. Secondly, the Company
Law’s corporate reorganization rules only apply to public reporting companies. As
such, they cannot be invoked. Third, the Bankruptcy Law of Chinese Taipei only
contemplates outright liquidation and dissolution. This could create a problem when
the proceedings in the home state are, instead, reorganization in nature.

In addition, a Chinese Taipei or foreign creditor may seek enforcement against the
local assets of that foreign company. Such enforcement actions include attachment
from final judgment, pre-trial provisional attachment (requiring a bond of usually one-
third of the claim and a lodging a definitive complaint within seven days of such

levy).

In sum, the current state of cross-border insolvency law is a case of straightforward
irrelevance. The current insolvency laws in Chinese Taipei do not contemplate cross-
border insolvency situations at all. They do not reach over assets located outside
Taiwan. For assets of a foreign company that are located in Taiwan, Chinese Taipei’s
insolvency laws would give effect to only local legal proceedings.

II1. New Proposal under the Preliminary Bankruptcy Law Amendment Bill

Chinese Taipei’s Judicial Yuan has publicized for discussions and comments a
preliminary Bankruptcy Law amendment bill in 2002. This draft contains rules which
are a significant from both the current law and the 1999-2000 draft, in which cross-
border rules were short and ill-conceived. Indeed, I had to occasion to comment on
the 1999-2000 version and suggested that the Judicial Yuan look into the work of the
UNCITRAL, that is, Model Law on Cross-Border Insolvency.

Allowing Recognition of Foreign Proceedings

The 2002 preliminary bill allows a procedure to recognize a foreign court order
permitting composition or declaring bankruptcy through an application filed by the
representative of the composition or bankruptcy proceedings. (art. 208) Once
recognized, the law of the foreign proceedings will determine the procedure and effect
of the disposition of assets of the foreign debtor that are located in Chinese Taipei.
(art. 213) The recognition will be binding upon the debtor, bankrupt and affiliates



with respect their assets in Chinese Taipei. As a result of the recognition order, the
representative of the foreign composition or liquidation proceedings will have power
over the assets of the foreign debtor located in Chinese Taipei in accordance with
Chinese Taipei's Bankruptcy Law. (art. 214)

Parallel Proceedings

Cryptically, the 2002 preliminary bill contains extensive provisions dealing with
parallel proceedings. They cover foreign proceedings and are the subject of a
recognition order, and proceedings in Chinese Taipei that arise under the Bankruptcy
Law. This can be very confusing.

For example, the 2002 preliminary bill contains a rule that, despite a recognition order
by a Chinese Taipei court, the same composition, liquidation or bankruptcy
proceedings in Chinese Taipei would not be affected. Representatives of the foreign
proceedings covered by the recognition order, however, would be entitled to
participate in the parallel Bankruptcy Law proceedings in Chinese Taipei. (art. 217)
If the text means what it says, a recognition order does not mean much.

Where a Chinese Taipei court has pending before it an application for permitting
composition or declaring bankruptcy in the parallel Bankruptcy Law proceeding in
Chinese Taipei, the 2002 preliminary bill requires it to stop and think. In other words,
before it makes a non-appealable decision in the paralle]l proceeding under the
Bankruptcy Law, it shall discontinue the review of the application for the recognition
order, except when recognition would be more advantageous to creditors in Chinese
Taipei. (art. 218) Again, this rule could create problems in actual cases.

Because the 2002 preliminary bill essentially allows parallel proceedings to co-exist,
it also contains rules governing the distribution of the estate where a creditor has been
paid or will be paid out of the foreign proceeding. In such a situation, that creditor
will not be entitled to participate in distributions under the Chinese Taipei parallel
proceedings unless other creditors enjoying the same seniority have been paid
proportionately. (art. 219, 220).

The 2002 preliminary bill further provides that local representatives in the parallel
Chinese Taipei proceedings may participate in the foreign proceedings. In addition,
They may provide assistance and information to the foreign representatives and
demand the same from foreign representatives. (art. 221, 222).

In sum, the parallel proceedings rule of the 2002 preliminary bill gives some, but not
priority or exclusive effect to foreign proceedings. It then essentially weakens the
recognition mechanism.

Foreign Reorganization Proceedings Not Covered

One of the major problems with this recognition procedure is that it does not apply to
recognition of foreign orders in a reorganization proceeding. This seems to be a ill-
conceived corollary of the premise that the Bankruptcy Law can only deal with
liquidation proceedings. Therefore, it would not be appropriate to include foreign
reorganization proceedings when the Bankruptcy Law does not contemplate (local)
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reorganization proceedings.
Time Gap

In addition, there always will be a time gap between (at least) the foreign court
permitting composition or declaring bankruptcy and the Chinese Taipei court’s
recognition order. The 2002 preliminary bill allows good faith (meaning unknowing)
counter parties dealing with the debtor and providing consideration for transactions
with the debtor involving assets located in Chinese Taipei to assert the validity of the
transaction against the estate. Where the counter paity knowing engages in such a
transaction, it may still assert the validity of such transaction to the extent the estate
has benefited from it. (art. 215) This rule could create problems in actual cases.

Requirements for Recognition Order

The 2002 preliminary bill also requires certain documents for such a recognition
procedure. (art. 209) The more important documents are:

(1) translations and originals or authenticated photocopies of the foreign court
orders permitting composition or declaring bankruptcy;

(2) credentials of the representative in the composition or bankruptcy
proceedings and translation thereof;

(3) a full description of the financial status of the foreign debtor, including its
assets, creditors and debtors, and translation thereof; and

(4) the original full statutory text of the foreign insolvency law on whose basis
the foreign court order was rendered, or a translation of the relevant statutory
text.

While this rule is clear, it seems slightly more demanding than the requirement of the
Model Law. (art. 15-18) Once recognized, the foreign court order and the recognition
order as well as relevant documents shall be publicized. (art. 211)

Decision With Respect To Application for Recognition

The 2002 preliminary bill contains an important provision on the criteria to determine
whether to recognize a foreign court order permitting composition or declaring
bankruptcy. The Chinese Taipei court shall deny recognition if:

(1) under Chinese Taipei laws, the foreign court does not have jurisdiction;

(2) recognition would unjustifiably harm the interest of creditors in Chinese
Taipei; or

(3) if the foreign order contravenes Chinese Taipei’s public order or good
morals.

In addition, where the foreign court does not grant reciprocity to comparable orders of
Chinese Taipei courts, the Chinese Taipei court may refuse recognition.

This rule follows article 402 of the Code of Civil Procedure governing the recognition
of foreign judgments in general. A slight improvement is relaxing the reciprocity
requirement (which has been the rule under Chinese Taipei’s Arbitration Law for



recognizing foreign arbitration awards). However, the test of “unjustifiably harm the
interest of creditors in Chinese Taipei” is potentially a Pandora’s box well liked by
creative practitioners to forestall recognition attempts.

Provisional Relief

Before a Chinese Taipei court renders a recognition order and an application is
already pending, the court may in its own discretion or upon the application of the
representative of the foreign composition or bankruptcy proceeding grant the
following provisional relief:

(1) prohibit or discontinue foreclosure proceedings against the debtor;

(2) prohibit any transfer, mortgage or other dispositions of assets by the debtor;
and

(3) other necessary provisional relief.

Unless otherwise stated in the definitive recognition order, such provisional reliefs
will not be effective on rendering such an order. (art. 212)

Rescission of Recognition Order

Where justified, a Chinese Taipei court may rescind a previously rendered recognition
order. Such justifications are:

(1) where conditions under article 210 for denying recognition existed;

(2) where the foreign proceeding has been terminated or rescinded;

(3) where the representative provided false documents or representations; or

(4) where the representative has materially breached its duty under the
Bankruptcy Law. (art. 216)

IV. Informal Workout: The Wang Laboratory Case

As mentioned above, there have been only a few cross-border insolvency cases of
note in Chinese Taipei. The context of such cases is also instructive: Chinese Taipei
branches of foreign companies do not play any central role in such debt resolution.

However, an interesting cross-border insolvency case in the late 1980s is noteworthy.
This matter involves Wang Laboratory Taiwan (WLT), a subsidiary of Wang
Laboratory, Inc. (WLI) founded by Chinese American Dr. An Wang. WLI had owed
significant amounts of trade payables to WLT, which had been its dominant oversea
manufacturing plant. In an attempt to restructure and strengthen the business, WLI
then invited President Enterprise Company (PEC), a leading food processing
company from Chinese Taipei, to be a minority shareholder in WLT. But WLI soon
experienced significant losses resulting from competition from personal computers
and sought Chapter X1 protection in America. How to deal with WLT and PEC in the
WLI reorganization proceeding thus became an issue.

The Company Law of Chinese Taipei at that time prohibited share buyback, with one
major exception. A company incorporated in Chinese Taipei may buy back its shares
from a shareholder who is bankrupt, if that shareholder owes debt to the company.



This is a very unique rule that allows debt-equity cancellation. Indeed, it may not be
consistent with insolvency law principles. But it has been in the Company Law, and
was invoked in the WLT case.

In this case, WLT applied with the MOEA for a ruling and was assured that it could
repurchase shares held by WLI so as to cancel the debt owed by WLIto it. Asa result
of this buyback, WLT would be essentially taken over by PEC. Bank of Boston acted
as financial adviser in this informal workout, which proceeded smoothly. Importantly,
even though the relevant Company Law rule (art. 167) only mentions bankruptcies
(which usually mean liquidations) as the triggering condition, the MOEA had no
problem including reorganization (and indeed a foreign reorganization) proceedings in
the ambit of this unique rule.

Technically, this is not a cross-border insolvency case because WLT is a Chinese
Taipei company, and WLI itself has no other assets in Chinese Taipei. However, the
importance of this case is that WLT had been run as if it was a branch. Also, although
one can quibble about the policy of having a debt-equity cancellation rule like article
167, the fact of the matter is that the parties were able to efficiently and speedily
resolve their financial claims and consummated a workout/buyout to everyone’s
satisfaction.

The 2002 preliminary bill of the Bankruptcy Law, however, does not show this much
flexibility. Therein lie the opportunities to further improve the bill.

V. Conclusion

Chinese Taipei will continue its insolvency reform in eamnest. The reason is obvious:
the administration realizes that it has to engage in financial reform for Chinese Taipei
to stay competitive globally. Increasingly, the insolvency system is viewed as part
and parcel of the financial system. Therefore, insolvency reform has to be a part of
the financial reform.

The key to this reform is judges in the Judicial Yuan. They have the responsibility in
Chinese Taipei for both administering bankruptcy and reorganization cases and
updating the Bankruptcy Law by sponsoring amendments. In this regard, problems in
the cross-border insolvency chapter of the 2002 preliminary bill mentioned above
need to be addressed in line with the Model Law on Cross-Border Insolvency as soon
as possible. Indeed, there should be a more ambitious attempt to explore, for
example, the work emerging from the UNCITRAL process on the draft Legislative
Guide for Insolvency Law.

The executive branch in Chinese Taipei also has a large role to play. It needs to
somehow design a model for a unitary insolvency legislation that includes all kinds of
insolvency proceedings. This is important because the MOEA is charged with
updating the corporate reorganization rules of the Company Law. But this
fragmentation approach is not desirable. Again, the executive branch could monitor
and explore the current work of the UNCITRAL on a unitary, modern insolvency
regime. It also needs to be patient with insolvency reform initiatives of the judiciary,
and meanwhile not seek “quick fixes.” One of such quick fixes is to write hastily
crafted special insolvency rules into banking legislation like FIMA so as to favor

9



banks or privately held AMCs in usual corporate insolvency cases.

The private bar and the financial service community in Chinese Taipei have
demonstrated much maturity in recent years where local reorganization cases are
concerned. Since they operate in the private sector and have to react to market forces,
they have been very responsive and adaptive to foreign practices and new concepts.
For this reason, one would not be surprised if the private sector comes to lead the
effort in meaningful insolvency reform in Chinese Taipei.
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Profile of Taiwan’s Financial Institutions

- Overall picture

> There are 52 local banks, 36 foreign banks plus 38 credit unions and 278 farmers and
fishermen credit department in the market. Over banking situation is significant.
> Average capital ratio for banks reached 10.4% net worth plus reserves for banks
reached 1.75 trillion NT dollars.
»  Decreasing Profits (ROE: 3.61%, ROA: 0.26%) and increasing non-performing loansi
8.28%.
NPL Cleanup

- Business Tax lower down

»  The Ministry of Finance(MOF) reduced the Gross Business Revenue Tax (GBRT) for
banks from 5% to 2% in February 1999. Banks are accordingly required to use tax
savings to write off bad loans.

> NPL write off: Till June 2003, commercial bank’s NPL write off reached 7.56 times of
the GBRT Tax lowered down resources.

AMC Mechanism

- Financial Institution Merge Act

>
>
>

Promulgated on Dec. 13.2000.

Create AMC mechanism.

The AMCs may dispose of assets through an impartial third party without going
through the counts.

The losses of the NPL sale by banks can be amortized for 5 years.

(18}
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Taiwanese Financial Institutions Sell NPL to AMC selected

Unit: million NT$

Dated Oct. 28,2002

Financial Institution Seller AMC Buyer NPL sale
book value
First Commercial Bank Lone Star Asia-Pacific, Ltd. 13,280
First Commercial Bank Lone Star Asia-Pacific, Ltd. 12,803
First Commercial Bank GE Capital Commercial Finance, Inc. 13,278
‘Fiirst Commercial Bank TAMCO 6,533
First Commercial Bank Cyberus 10,931
First Commercial Bank Lehman Brothers 3,993
Chio-Tung Bank Merrill Lynch and Salomon Brothers 3,741
Chio-Tung Bank Deutsche Bank AG, London 4,788
Fubon Commercial Bank Lehman Brothers 5,040
Cosmos Bank Chung Hwa-Lone Shon Joint Venture Co. - 6,240
éosmos Bank TAMCO 2,195
Tai-Shin Bank Taishin AMC . 7,524
China Development Industrial Bank China Development AMC 3,251
Cathay United Bank TAMCO 1,895.11
United World Chinese Commercial Bank|China Development AMC 8,097




RTC Law
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Promuigate on July 9,2001.
Establish NT$140 Billion public funds.
Deal with problem financial institutions with negative net worth.

?rovide 100% protection to depositors only in limited time frame time limited to3 years
if permitted from Congress can be extended up to 4 years.

In year 2001 the MOF successfully using RTC funds taken over 36 problem financial
institutions.

RTC Law Amendment

>

M
2)
©)
Q)
©)

(D
2
3
4

M
()
3

(1
()
3)

The vision of Taiwan’s financial reform:

Capital adequacy ratio: more than 8%.
NPLs ratio: less than 5%.

Coverage ratio 40%( Provisioning /NPLs).
Improve over-banking situation.

Establish market exit mechanism and enhance financial safety net.

In order to achieve above objectives, the action we will take is to amend the Statute
Governing the Financial Restructuring Fund (RTC Fund). The goals and key points of
the RTC law amendment are as follows:

Goals -

Solve problem financial institutions with negative net worth.
Clean up NPLs.
Facilitate mergers in banking industry.

Help economic growth.

Key points

Enlarge fund base of the RTC from NT 140 billion to 1.05 trillion.
Expand the RTC’s function to cover NPLs purchase.

Expand the RTC’s function to cover capital injection in banks with preferred shares.

Complementary Regulatory ActionsQ
Follow International Loan Classification & Provisioning.

Adopt prompt corrective action.

Enhance corporate governance, risk management & information transparency



There are three main measures the RTC will takes to handle financial institutions:

) If a financial institution shows negative net worth, the RTC will closedown or
takeover the institution and fill asset-liability gap of the institution to protect the
depositors. The RTC estimates the funds needed to compensate the losses of
financial institutions will up to about NT 450 billion financed by lower business tax,
government budget and other incomes of the RTC.

(2) If the NPLs ratio of a financial institution is higher than the regulatory requirement
and unable to improve, the RTC will purchase the NPLs, but a committee under the
RTC will decides both of the purchase price and object of NPLs.

3 If the capital adequacy ratio of a financial institution is lower than the requirement
and unable to improve, the RTC will inject capital to viable financial institutions with
preferred shares. The funds used to purchase NPLs and inject capital totally will cost
NT 600 billion. The RTC will take loans from banks or issue self-financing
government bond to finance the funds, the Central Deposit Insurance Corporation
also can issue financial debentures to finance the funds.

Securitization

The Financial Assets Securitization Law

The Financial Assets Securitization Law was promulgated on 24th July, 2002 in Taiwan.
The main thrust of the law are as following:
1. to create Special Purpose TrustISPTUstructure and Special Purpose CompanyISPClstructure
as the conduit for asset securitization.

2. to remove the legal barriers concerning the transfer of asset and provide taxation incentives to
promote the circulation of securitized trust certificates and Asset-backed securities.

3. to establish the prudent supervisory mechanism to protect the investors. Besides, in order to
enhance the liquidity of the security, the withholding tax of income from the securitized
securities is decided 6%.
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Observation and lessons learned on Efficient Cleanup of NPLs

» Regulatory Requirements:

Regqlatory requirement of loan provisioning and adopting NPL ratio as a supervisory index will
provide a continuous pressure also a driving force for banking industry’s cleanup their NPL.

> AMC as a channel: Role of a private AMC
1. Providing its expertise to efficiently cleanup NPL.

2. Injecting liquidity to banking industry to help bank’s perform its intermediary function
through NPL purchase.

3. Helping bank’s target their human resources on business strategy instead of dealing with NPL.

» Ingredients for a successful AMC operation:
»  From the NPL purchase side:

1. Transparent market price
Transparent market price help to build buyers and sellers trust. If there is no market price
there is no NPL deals.

2. Government shall help to create the NPL market
Regulatory requirement on provisioning and NPL control will create NPL volume trading in
the market.

3. Government shall help to find market price

4. Taking Korean case as an example, Korea divided its national land into 24 using purpose and
242 zone based on using purpose of the land and zoning. Monthly courts will publicly notice
the average auction price, and the bit rate on each zone land for different using purpose. This
price would be reference as a purchase price.

5. Losses on NPL sales can be amortized for several years as an incentive.
Banks suffer big losses in a bulk of NPL sale. Amortization losses in a period of time rather
than in one year would encourage banks to sell. However striking balance between pushing
NPL sale and financial information transparency is crucial.

In Taiwan, we adopted:

Disclosure the losses on financial statement while the losses before amortized shall be reserved.
No dividend payment is allowed on this losses reserve portion.

>  From the NPL sale, restructuring side:

1. Efficient Bankruptcy Law
Shorten courts’ reviewing period for a bankruptcy application.
Creditors have more roles in bankruptcy procedure.

2. Create a mechanism that realizes real estate collaterals do not need to go to the courts.

8



4.

Create an impartial third party to evaluate and bit the property to substitute court’s auction
function.

Empowered by Law that courts’ auction function can be outsourcing to a private AMC.

Out of court workout
AMC needs to analyze the business and financial viability of a company and to choose
between restructuring and liquidation.

AMC shall require expertise to negotiate approval of , implement, and monitor the
restructuring plan and to manage operations of the company.

Securitization

Assets securitized based on NPL shall be cautious on its cash flow. After restructuring the debts
to a relatively stable situation, the assets’ cash flow would then become clear. Because the NPL
backed securities embedded a high risk nature, how to protect investors or when a bank as an
investor how to calculate its capital adequacy needs continuously making efforts on it.

>

Public fund RTC as a supplement channel for NPL purchase

Regulatory requirements on NPL control could place a great pressure on bank’s continuing
selling of NPL. If there are no other supporting measures, the market would be a buyer’s
market. Banks will suffer big losses.

RTC is able to soften the price bias by acting as a NPL purchase competitor. Besides, a
relatively longer NPL stocks resale returned plan would ease the collapse of the real estate
market. The RTC role hereby in the NPL market is able to play as a Watergate role on the
NPL pricing and its supply. In implementation, however, it shall be cautious that regulatory
authority gives banks enough time to meet the NPL control requirement either by selling it to
AMC or write of f with their own funds. That is, commercial-based approach before RTC.

»  The future of RTC

NPL purchase shall be retuned to market-based approach. Using public fund RTC to purchase
NPL shall be limited to a time frame. In terms of problem financial institutions resolution, RTC
function shall also be back to depositor insurance scheme. Accordingly, regulatory authority may
consider taking prompt corrective action as a supervisory tool to let financial institutions clearly
know when and what regulatory action will impose on them.
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Paper for Session 7
November 29™ 2002

By Howard N.H.Wang, CDIC and
Philip W.Y.Chen, Deloitte&Touche

1. How have bulk sales of NPLs /distressed assets been approached across the
region?

NPLs in the Taiwan banking system have risen sharply since the 1997 “Asian Financial -
Crisis.” In view of the increasing NPL ratio, the Taiwanese banks have strengthened
credit risk management and made use of the provision of loan loss reserves to write off
bad loans in recent years. The NPLs written off by domestic banks amounted to US$4
billion in 1999 and US$4.7 billion in 2000. However, NPLs continued to increase
dramatically in the recent years. The Taiwanese government decided to assist the banks
in reducing their NPL ratios in order to prevent a financial crisis. Government involvement
in NPL resolutions has taken in various forms.

The first measure taken by the government included the Central Bank’s announcement of
the decrease in the reserve ratio on deposits for banks in February 1999. This was
followed by a tax reduction for banks. The Ministry of Finance reduced the gross business
receipt tax (GBRT) for banks from 5% to 2% in July 1999. The GBRT rate will be further
reduced to zero effective January 2006. The additional income derived from lowered the
required reserve ratio and the decrease in the gross business receipt tax rate, estimated
to be NT$35 billion (or equivalent US$1 billion) per year, has been earmarked exclusively
for the write-off of bad loans.

In addition to the above, the government has provided a friendly legal environment to
accelerate the disposition of banks' non-performing assets. The Merger Law of Financial
Institutions (MLFI) was enacted on November 24, 2000. The Law provides the legal
framework for the establishment and operation of the Taiwan Financial Asset Service
Corporation (TFASC) and Taiwan Asset Management Corporation (TAMCO). Commercial
banks may dispose NPLs through TAMCO and an independent third party, TFASC,
without going through lengthy court procedures.

To provide the financial sector with a high-quality operating environment, the government
also set up a quasi-Resolution Trust Corporation {RTC) mechanism. The Statute for the
Establishment and Management of the Financial Restructuring Fund was enacted on June
26, 2001. The Statute provides for the establishment of a Financial Restructuring Fund in
the amount of NT$140 billion (or US$4.1 billion). Of the amount, NT$120 billion or US$3.4
billion will be generated from the collection of the existing 2% gross business receipt tax
on financial institutions over the next four years, and the remaining NT$20 billion or
US$0.57 billion will be generated the proceeds of the increased deposit insurance
premiums over the next ten years. The Fund will purchase the bad assets of the
distressed financial institutions. In September 2001, the government used part of the Fund
to restructure and liquidate NPL assets of 36 community financial institutions.

The current size of the quasi-RTC is insufficient to deal with Taiwan's distressed loan
situation. The administrative department is tried to expand the quasi-RTC scale to 10% of
Taiwan's GDP to clean up the banking sector; however, it is still under planning stage.



The following describes the financial crisis and resolution mechanism of Taiwan

Causes

Measures Taken and Outcome

<>

Over-banking and extreme competition
caused credit quality to decline.
Excessive dependence on mortgage
of real estate of which value declines.
Taiwan trading business was declining
as a result of global economy
downturn. In order to save costs and
to approach the market of Mainland
China, many companies moved their
bases to China by financing from the

RTC system is in function already. As to AMC,
TAMCO and TFASC were incorporated (by 33

financial institutions) in 2001. First

transaction was completed in March 2002. In
2002, it is expected that NPLs with total book
value of US$ 6 billion will be sold. Deal prices
fell between 20%~40% of UPB for transactions

completed.

NPL

Taiwan banking system.

Taiwan banks bulk sales of NPLs in 2002 and expected bulk sales in 2003 are listed in the

following tables:

NPL Sales
Amount
NPL Seller Bid Date (expressed USD
in millions)

First Commercial Bank March 2002 120
March 27, 2002 380

July 30, 2002 1,600

Cathay United Bank March 22, 2002 500
Fubon Commercial Bank End of May 2002 1,400
Cosmos Bank, Taiwan June 2002 4,100
Taiwan Business Bank July 5, 2002 1,700
China Bills Finance Corp. July 15, 002 1,400
En Tie Commercial Bank September 2002 1,400
Ta Chong Bank Ltd. End of September 2002 1,700
Chiao Tung Bank September 2002 5,900
United World Chinese Commercial Bank October 24, 2002 2,300
Chang Hwa Commercial Bank December 4, 002 7,200
Taiwan Business Bank December 7, 2002 7,200
Jih Sun International Bank Early November 2002 2,100
Land Bank of Taiwan December 6, 2002 1,400 - 1,800
Hua Nan Commercial Bank Anticipated 2003 5,700 - 8,600
Taiwan Cooperative Bank Anticipated 2003 8,600
The Farmers Bank of China Anticipated 2003 1,700
Bank of Overseas Chinese Anticipated 2003 1,700
En Tie Commercial Bank Anticipated 2003 900
Asia Pacific Bank Anticipated 2003 2,000
Far Eastern International Bank Anticipated 2003 2,300
The Chinese Bank Anticipated 2003 1,300




2. What factors are affecting buyer/seller interest in bulk NPL sales?

The factors that affect the value of loans will affect buyer/seller interest in the bulk NPL
sales, which are degree of risk, overdue period, and level of the completeness of
information. If banks expect to obtain favorable prices from the bulk NPL sales, the
following factors should be considered:

(1) Degree of risk. The purposes for investors investing in NPLs are to make profits from
future cash inflows. Sources of future cash inflows include the sale of collateral,
repayments of principal and interest by debtors, and formal or informal restructuring/
reorganization. Therefore, the quality and difficulties of liquidation of the collateral, all
factors of affecting debtors’ revenue and costs, and possibilities and difficulties of
negotiation between debtors and other creditors, can become the risk factors affecting
the loans.

(2) Overdue period. Generally, the longer the overdue period is, the lower possibility of
recovery. This results in the value decrease. In addition, updated information is less
likely to be as complete, further deteriorating the value.

(3) Degree of information completeness and transparency. During review periods of
loans files, if investors understand the information thcroughly, and are able to
estimate the degree of risk of loans more clearly, they will bid aggressively and more
willing to acquire at higher prices.

3. What are the benefits/dangers of bulk sales at the micro level (for the parties
involved) and at the macro level for the economy and economic recovery?

Benefits
Benefits Micro Macro

Creditor -Lower NPL ratios for banks|Overall improvement in the
-Cash flow injection financial industry and general
-Improved financial - economy
structure

Borrower -Lower financial burden on |-Overall improvement in the
the repayment of principal igeneral economy
and interest - Positive industry outlook
-Restructure opportunity

AMCs -Acquire relative lower price|Create flexibility in assets
assets transactions , and increased

circulation of assets
Dangers
Dangers Micro Macro

Creditor -Sales of NPL at lower Deteriorate value of collateral
prices

Borrower -Resistance of borrower in |Formation of price subsidy
dealing with new and result in unfair
parties/creditors competition

AMC -Acquisition of worthless Deteriorate value of collateral
assets




How have AMCs been involved?

In Taiwan, TAMCO commenced operation on November 2, 2001, and its services include
three areas the purchase of NPLs from financial institutions, the management of NPLs
entrusted by financial institutions, and cther related activities. The details of the activities
are indicated as follows:

(1) Purchase of NPLs from financial institutions
In accordance with Laws Governing the Merger of Financial Institutions, there are two
methods for financial institutions to sell their NPLs. The first method is to sell (via
auctions) to AMCs after appraisal performed by third-party auction institution (TFASC)
the other is for financial institutions to negotiate the prices with AMCs directly. (Please
refer to the diagram of the management of NPLs below).

Diagram of handiing NPLs

Financial mstitutions

entrusted toreorganize and
auction NPL
auction applied to Article 15
of Law Governing Merger of
Financial Institutions

Taiwan Financial
Asset Service Co.

. contact dirgctly or auction auction

AMC formed by
members of bankers Foreign AMC
association

AMC formed by foreign
investors and bankers

apply Article 15 of Law handle on its Assets
G.° verning Merg'er of own securutization
Financial Institutions
- o auction collect loans restructure resell
collateral on its own




(2) Management of NPLs entrusted by financial institutions
TAMCO'S paid in capital is currently NTD17.62 billion, and is insufficient to acquire
targe amount of NPLs. Therefore, TAMCO primarily handles NPLs of categories 3,4
and personal housing loans entrusted by banks on the initial stage, and it assists
financial institutions to restructure distressed companies, and dispose collaterals.
Although TAMCO handles NPLs entrusted by financial institutions, the ownerships of
NPLs are not transferred, and its right and obligation still belong to the banks.

TAMCO is assigned or entrusted to manage the real estate collaterals of the NPLs.
When the collateral has not been auctioned successfully after compulsory
enforcement, TAMCO will accept it if it estimates to be profitable. TAMCO will provide
management services (including the cooperation with professionals) to enhance the
quality of the real estate property. Subsequently, it will dispose or rent out to create
value.

(3) Other related activities
In addition to the core activities stated above, TAMCO will participate in other related
activities. These activities include appraisals, financial advisories (corporate
restructuring, Treorganization, planning of financial management, and real estate
investment consulting), general advertising services (i.e. advertisements of
compulsory enforcement from financial institutions, and leasing activities. Foreign
AMCs also purchased about 70% of NPLs sold in 2002.

5. What structures for AMCs have been successfully? What are the keys to their
success/failure?

There are currently three types of AMCs in Taiwan with various structures. These
include a joint venture formed by several banks, sole proprietorships formed by
foreigners, and wholly owned subsidiaries formed by single banks. However, since the
AMCs merely commenced operation in 2002, it is difficult to conclude at this point in time
which structure is most appropriate.

6. What have been the successfullunsuccessful ingredients in the establishment and
operation of AMCs?

Common factors that contribute to the success of AMCs include a supporting legal and
regulatory environment; strong leadership, operational independence, appropriate and
structured incentives, and commercial orientations. In addition, the operations should be
guided ultimately by the objective of profit maximization (or loss minimization), taking into
full account market conditions as well as the funding cost to the AMCs. Experience has
shown that AMCs with clearly defined, focused, and consistent goals are more likely to
be effective.

7. How have RTC type bodies and restructuring funds been involved? What do you
see as their future?

The Taiwan government is still evaluating the merits of the restructuring funds. Please
refer to Question 1 and the paper of Ms. Jean Chiu of Bureau of Monetary Affairs.



8. How have special purpose vehicles (e.g. CRF/CRC/CRVs in Korea, REITs in Korea,
SPAVs in Philippines, mutual funds in Thailand) and securitisation techniques been
utilized. What factors have assisted/limited use of these techniques?

Korea has established a range of vehicles (e.g. CRV/CRC/REIC/ABS) to acquire NPLs,
distressed assets and assist in the restructuring and recovery process.

The purpose of a Corporate Restructuring Vehicles (CRVs) is to purchase NPLs from
creditors/financial institutions. These CRVs are managed by AMCs registered with the
Financial Supervisory Commission. The distressed debtors then deal with the CRVs to
formulate a workout process.

Corporate Restructuring Companies (CRCs) may invest in or purchase the assets or
businesses of non-financial companies, which are in the workout or restructuring
programs. CRCs are eligible for tax concessions and may issue debt securities up to 10
times the value of its net assets. There are presently approximately 70-80 CRC operating
in Korea.

Corporate Restructuring Real Estate Investment Companies (REIC) for the restructuring of
the property holdings of distressed companies are eligible for tax concessions relating to
the acquisition and disposal of property assets.

From the experiences of Korea, KAMCO has operated CRCs in partnership with the
winning bidders and has shared investment interest with the winning bidders. Through the
CRC operations, KAMCO has learned the foreign advanced asset management measures
and is able to successfully maximize the effect of the resolution of NPL.

Managing distressed assets through special purpose vehicles or companies (SPV SPC)
has some key advantages in the areas of tax reduction, prevention of disposal at low
prices, maximize rate of recovery. In addition, the put-up capital of SPC/SPV enables the
sharing of the future increased profit from assets.

Generally, the usage of the above vehicles can be described as follow:

4 CRC Used to purchase businesses which restructuring is required. After
acquisition, attempts to improve operation bring in foreign capital and advanced
technology through joint venture; subsequently sell it with profit when the business
operates smoothly.

¢ CRV Lower society costs through domestic and foreign civil capital and entrust

professional AMCs for paper company with fund pattern, a type of financial
institutions but with time constraint.

4 ABS issuance
Advantages - lower financing cost, improved finance structure through brand new
financing method, lowered risk and broaden investor level,
Disadvantages - complexity of transaction structure
Limitation — assets that are suitable must have predictable cash liquidation (i.e.
liquid, bankruptcy segregation, payments on recovery of assets need to be
separated from ownership of assets, and debtors with good credit)



g.

10.

Has there been too much focus on disposal and inadequate focus on restructuring?

The Taiwan AMCs operate with a focus on the disposal of NPLs. These AMCs functioned
as rapid disposition vehicles quickly selling assets to the private sector. In all cases, the
goal was to dispose of the asset as quickly as possible so as to avoid further deterioration
in value and to minimize the carrying cost of the government.

In other countries, the government set up vehicles with focus on restructuring. In some
cases, the emphasis was on restructuring the non-performing loans so as to make them
marketable. In others, the goal was to achieve broader corporate restructuring of the
borrowers and the government owned banks.

Successful bank restructuring entails preserving the payment system, assuring that they
are functioning banks, and that the residual troubled assets are managed and disposed of
appropriately. While loan workouts are part of the normal banking business, if the size of
the distressed assets reaches systemic proportions, there are a number of reasons for the
necessity of setting up separate AMCs, not the least of which is to assure that corporate
restructuring occurs. When AMCs hold a large percentage of the financial sector assets,
corporate workouts and restructuring should become a key part of their mission.

What will be the next development in use of the above techniques?

Proper management and disposition of NPLs is one of the most critical and complex
aspects of successful AMCs and speedy bank restructuring. The government's
overarching objectives should be to maximize the value of the impaired assets in the
system, while at the same time preventing credit discipline of borrowers from deteriorating.
AMCs, with proper governance and incentive structures and practical operating strategies,
could play an essential role in achieving the government’s objectives.



