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1.  The East Asian Banking Sector
1.1   Introduction: Banks’ Dominance in East Asia 
1.1.1 The fact that banking activities are linked to the real sector is long recognized.  Bagehot (1873) and Schumpeter (1912) highlight that British industrial revolution is largely ties to the presence of fluid financial sector that pumped society’s savings into their best uses.  Schumpeter (1912, pp. 74) illustrates.. “The banker, is not so much primarily a middle man,…He authorises people, in the name of society as it were,…[to innovate]", assigning critical and leading role to banking activities in churning real activities.
 Thus, banks are active agents that influence the performance of the real sector. 

1.1.2 Modern theoretical models justifying the existence of banks show that financial activities perform by banks exerts real effect. Banks are modeled as unique solution to various market imperfection-type problems. Banks are proposed, among others, to; act as efficient monitoring agent (Diamond (1984), Ramakrisnan and Thakor (1984), Boyd and Prescott (1986)); provide insurance against idiosynchrotic needs of liquidity (Diamond and Dybvig (1983)), efficiently smoothed risk intertemporally (Allen and Gale (1997), provide research function that channels capital to earn highest return (Greenwood and Jovanic (1990)), alter savings profile that leads to optimal capital investment (Benchivenga and Smith (1991), Japelli and Pagano (1993)), provide incentive for good governance and corporate control (Bhide (1993)), and induce effective contract enforcement (Rajan and Zingales (1998)). Removal of market frictions permits efficient allocation and utilization of resources that translate into greater real activities. Thus, banks are not passive agents, their intermediation functions form a critical ingredients for economic development. 

1.1.3 The episode of 1997-98 East Asian economic crisis witnessed these roles of banks in setting real activities.  The detereriotion of banks’ balance sheets following the drastic decline in region’s currencies that begins in July 1997 assume a major contributing factor that worsen the depth of the crisis. Within East Asia, banks play vital role in the financial intermediation process that ensures efficient allocation and utilization of resources. As indicated in Table 1.1 and Figure 1.1, compared to the case of the U.S., banks’s dominance in East Asia is significantly greater. Deposit money bank assets contribute to about 68 percent and 83 percent of total financial assets in the Plus-3 nations (Japan, Korea and China) and South East Asian – 5 nations (Indonesia, Malaysia, Philippines, Singapore and Thailand or SEA-5). For SEA-5, this is more than double to the case of the U.S. The size of banks’ assets in the Plus-3 nations reached 128 percent relative to the GDP compared to only 69 percent for the U.S. 

Table 1.1: Banks’ Dominance in East Asia

	Country
	Bank Assets/Total Fin. Assetsa
	Relative to GDP

	
	
	Bank Assets
	Bank Credit
	Stock Market Capitalization
	Bond Market Capitalization 

	
	
	
	
	
	

	Japan
	0.48
	1.40
	1.05
	0.60
	0.44

	Korea
	0.77
	0.95
	0.91
	0.48
	0.50

	China
	0.78
	1.48
	1.36
	0.41
	0.10

	
	
	
	
	
	

	Indonesia
	0.91
	0.44
	0.22
	0.20
	NA 

	Malaysia
	0.69
	1.02
	0.94
	1.41
	0.53

	Philippines
	0.84
	0.48
	0.31
	0.40
	0.00

	Singapore
	0.94
	1.37
	1.09
	1.36
	0.23

	Thailand
	0.76
	0.85
	0.77
	0.56
	0.16

	
	
	
	
	
	

	Average:
	
	
	
	
	

	Plus-3
	0.68
	1.28
	1.10
	0.50
	0.35

	SEA-5
	0.83
	0.83
	0.67
	0.79
	0.23

	U.S.
	0.36
	0.69
	0.63
	1.17
	1.13


Source: 

World Bank Database on Financial Development and Structure: (http://www.worldbank.org/research/projects/finstructure/database.htm).

a : Japan (1997), China and Indonesia (BIS 1999)

Figure 1.1: Banks’ Dominance in East Asia
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1.1.4. East Asian banks form a major supplier of credit that suppports firms activities. In 2003, the volume of credit pumped by banking firms reached 110 percent of the GDP for the Plus-3 nations and about 67 percent in the SEA-5 (93 percent if excluding Indonesia and Philippines). These heavy reliance on bank-intermediated funds partly reflect the limited availability and accessability of direct financing sourced through the capital market. Market-based financing (via equity or debt) depict major sources of financing for the U.S.. Limitation of capital market development in East Asia is indicated by low equity and private bond  market capitalization relative to the GDP. In the U.S. these market capitalizations reached 117 percent and 113 percent respectively, in most cases double the size of those of the East Asians. The underdevelopment of bond market in East Asia severely penalized the diversity of debt-financing that in turn could be a detrimental aspect to the ability of the region to absorb shocks such as those of the late nineties. Limited development of and accessability to direct capital market partly signals the presence of greater market imperfections (information asymettries) and also due to the structural aspect of regions’ economies that are dominated by smaller-sized firms that are conventionally bank-dependents.     

1.1.5. Banks are not only major suppliers of funds for business enterprises but also assume vital role as placement of East Asian savings through their deposits facilities. With limited savings instruments available, significant amount East Asian savings are concentrated in the banking systems.  From 1990-2004, average SEA-5 economies saved about 34 percent of GDP each year. By end of 2004, the amount of savings pooled by deposit money banks in SEA-5 reached nearly doubled (1.99 times) the amount of average yearly savings (see Table 1.2) . The fact that East Asian banks acted dominantly on both sides of socienty’s balance sheets exposes the economy to greater vulberability and risk that under certain circumstances can be vicious. The repercussions of borrowers’ inability to repay their debts are quickly transmitted into the economy as society’s balance sheets are adversely affected. As experienced in Indonesia during the crisis, wide scale of default on loans triggered down society’s confidence on banks’ ability to honour their deposits. Runs on banks exemplified  the debt-crisis as banks’ lending facilities are constraint by large withdwrawal of deposits. Thus, in an economy such as the East Asians where banks assume dominant role in the economy, banking efficiency and stability ranks top in the agenda of policy makers.

                      Table 1.2: Savings Pooled by East Asian Banks (1990-2004)

	Country
	Gross Domestic Savings (GDS) / GDP
	Deposits at Banks/ Average GDS

	Korea
	35.40
	3.25

	China
	40.90
	2.6

	
	
	

	Indonesia
	29.60
	1.35

	Malaysia
	41.60
	2

	Philippines
	16.20
	1.6

	Singapore
	47.50
	2.4

	Thailand
	34.70
	2.6

	
	
	

	Average
	
	

	Korea & China
	38.15
	2.93

	SEA-5
	35.10
	1.99


                          Source: Asia Development Bank (ADB)-Key Indicators  2005.          

                           http://www.adb.org/

1.2 East Asian Banking and The Macroeconomy        

1.2.1 It is now well documented that East Asia’s remarkable growth prior to the crisis is critically driven by the availability of credit supplied by banks. Table 1.3 shows the average growth rate of bank credit and output for the crisis-affected countries (Indonesia, Korea, Malaysia, Philippines, and Thailand). The performance of these economies is clearly link to the growth of credit issued by  their respective banks.  Before the eruption of the crisis, banks in these affected-nations acted generously in their credit issuances with average annual growth rate of 29 percent. Fueled with easy financing, regions’ economy charted high speed GDP growth rate of 7 percent per annum. Following the crisis, economic growth reduced more than half to 3.1 percent per annum paralled to the scale down in lending by banks as indicated by significantly low credit growth rate of about 4 percent. During the post-crisis period, average credit growth in Thailand was within negative range reflecting the severity of the banking crisis in the economy. It is important to note that these positve links between credit and economic growth can also be due to the demand-side factors such that credit slowdown is a reflection of less demand for outputs. Nevertheless, for the case of these crisis-affected nations, the fact that credit slowdown is a reflection of supply-driven factors (credit crunch) is obviously mirrored by the occurrence of economy-wide banking crisis.           

Table 1.3: Bank Credit and Growth in Crisis-Affected Nations

	Country
	Average Growth: 1990-1997

(% Per Annum)
	Average Growth: 1998-2004

(% Per Annum)


	
	Credit Growth
	GDP
	Credit Growth
	GDP


	Indonesia
	28.3
	7.6
	9.8
	1.5

	Korea
	42.0
	7.5
	5.2
	4.2

	Malaysia
	20.7
	9.2
	7.1
	3.5

	Philippines
	31.3
	3.1
	0.9
	3.5

	Thailand
	24.0
	7.4
	-1.5
	2.7

	 
	 
	 
	 
	 

	Average
	29.3
	7.0
	4.3
	3.1


Source: Asia Development Bank (ADB)-Key Indicators  2005: http://www.adb.org/

1.2.2 It is widely argued by various post-crisis analyses that excessive growth of bank financing forms a major contributing force to the occurrence of the 1997-98 economic crisis.  East Asian banks are blamed for their reckless lending behaviour fuelled by lax regulatory supervisions and ineffective incentive schemes that under liberalized environment turn the system to be fragile and adversely exposed toward external shocks (see for example Demirguc-Kunt and Detragiache (1998), McKinnon and Pill (1998), Krugman (1998), Hickson and Turner (1999), Sarno and Taylor (1999), and Mishkin (1999)). A critical aspect of banking operation that drags East Asian banks into crisis is the imbalance of external exposures of banks’ assets-liabilities. As plotted in Figure 1.2,  there is a clear trend in the increasing imbalance of East Asian banks’ exposure toward external shocks. The net foreign exposure of banks in the region as measured by the ratio between banks’ foreign liabilities to foreign assets increased quite drastically prior to the crisis particularly for Thailand, where the crisis originated. Thailand’s banks foreign liabilities were nearly eight times of foreign assets. Thus, banks in Thailand were significantly exposed to external shocks. While not as worst as Thailand, all other crisis-affected countries also experiencing similar pattern. This ‘borrow Dollar-lend Baht’ phenomena is further worsens by maturity mis-match (borrow short-lend long) that is conventional to normal banking operations. The net foreign exposure of banks in these nations are now can be considered to be well balance. In 2005, the average ratio of foreign liabilities to foreign assets for these affected nations stood at about 1.0 compared to 2.7 for 1997 (for Thailand: 2005: 0.6 and 1997: 6.3).       

Figure 1.2: Foreign Exposures of Banks in Crisis Affected Nations
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Source: International Financial Statistics (IFS), International Monetary Fund.

1.2.3 A leading factor that contribute to the depth of the banking crisis relates to the reactions of policy makers in countering the drastic decline in domestic currency. The initial reactions exert adverse consequenses on East Asian banking operations. In the earlier stage of the crisis, contractionary policies adopted by  majority of central banks in the region as  immediate reactions toward drastic decline in domestic currencies (due to panic rush-out by international lenders) exert adverse consequences on both, bank lending capacity and borrowers debt burden. Interest rates in affected East Asian nations spiked drastically reaching as high as 81 percent for Indonesia (Figure 1.3). Slowdown in aggregate demand that dragged corporate performances sparked greater precaution and pessimisms among banks resulting in sudden dry-up of supply of bank loans.  Systematic collapse of banking operations crippled real activities bringing real growth to its decade low in 1998. All five crisis-affected nations (Indonesia, Malaysia, Philippines, South Korea, and Thailand) recorded deep negative growth averaging at minus 7.7 percent. Reversions in banks’ capacity and willingness to issue new loans choked real activities. Firms are strangled by low output demands and large debt burden that led to collapse of private activities. 

Figure 1.3: Exchange Rates and Interest Rates in Crisis Affected Nations
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1.2.4 The intricate links of banking operations with real activities lead to a vicious economic collapse. Economy-wide corporate failures inject poisonous venoms into the banking system. Widespread loan defaults turn banks into red as loans losses are recognized. Sudden accumulations of non-performing loans (NPLs) erode banks’ capital position that lead to bank insolvency. Within such bank-dependent economies, prolong distruptions of banking operations spell greater disaster to the real activities. Realizing this critical role of banks, restoring the health of nation’s banking system became an immediate priority of governments in all affected-nations. Immediate measures are adopted to allow East Asian banking services to resume  that in turns jump start economic progress.
1.3   East Asian Banking Environment 

1.3.1 A critical element that ensures the effciency and stability of the banking sytem rests on the system-related factors, i.e. characterizations of East Asian banking environment. These industry elements shape and motivate the incentive to adopt best-practices among bankers in the region, if exist, could be a potential shield toward adverse consequences of external shocks. Improvement of East Asia’s banking system requires evaluation of these elements of structure, operations and regulatory environments of regions’ banking industry. 

1.3.2 Table 1.4 tabulates several measurements reflecting East Asia banking industry’s structure,  efficiency and risk from 1995 to 2003. The table also includes similar measurements for the U.S. banking industry for comparison.  Overall, conventional belief that market concentration prohibits incentive for efficiency is not applicable to East Asian nations. Compared to the U.S. (concentration ratio of 31 percent), top-three largest banks in all East Asian nations dominate nearly half of nation’s total banks assets (Plus-3 (47 percent) and SEA-5 (58 percent). Market concentration is highest in Singapore (92 percent), followed by China (72 percent) and Thailand (66 percent). Nevertheless, banking overheads in these countries are lower than the U.S. Thus, high concentration does not necessarily translates into high cost banking in East Asia. 

Table 1.4: East Asian Banking System-Structure and Operations

	Country
	Concentration
	Overhead

	NIM
	Fee 
	Capital
	Risk

	
	
	
	
	
	
	

	Japan
	48.5
	2.07
	1.63
	0.20
	11.0
	0.30

	Korea
	45.9
	2.42
	2.29
	0.41
	11.7
	1.69

	China
	72.2
	1.43
	2.36
	NA
	NA
	NA

	
	
	
	
	
	
	

	Indonesia
	53.5
	3.28
	5.94
	0.37
	4.8
	2.08

	Malaysia
	45.5
	1.57
	3.06
	NA
	13.0
	NA

	Philippines
	45.9
	3.75
	4.01
	1.03
	14.5
	0.99

	Singapore
	92.3
	1.41
	1.87
	0.36
	18.4
	0.47

	Thailand
	65.8
	2.28
	1.96
	0.48
	13.3
	4.55

	
	
	
	
	
	
	

	Average:
	
	
	
	
	
	

	Plus-3
	55.5
	1.97
	2.09
	0.20
	7.6
	0.66

	SEA-5
	60.6
	2.46
	3.37
	0.45
	12.8
	1.62

	U.S.
	31.1
	3.79
	4.27
	0.74
	12.9
	0.29


Definitions:

Concentration: Ratio of top-3 largest banks’ assets to total banks’ assests.

Overhead: Overhead costs / Total assets.

NIM: Net Interest Income / Total Interest Bearing Assets 

Fee: Non-interest Operating Income / Total Assets

Capital: Risk-adjusted Capital Ratio

Risk: Standard deviation of return on bank assets (ROA)

Source:

Concentration, Overhead, and NIM: World Bank Database on Financial Development and Structure: (http://www.worldbank.org/research/projects/finstructure/database.htm).

Fee and Risk: Demirguc-Kunt, Laeven, and Levine (2003). http://www.nber.org/papers/w9890

Capital : Barth, Caprio, and Levine (2001). World Bank Database on Bank Regulation: (http://www.worldbank.org/research/projects/bank_regulation.htm). All figures are retrieved from latest database compilation in 2003 except for Indonesia retrieved from earlier database updated in 2001.

1.3.3 The level of net interest margin (NIM) can be interpreted in two perpectives. First, higher NIM indicates higher earning capacity of banking firms in their conventional activities, i.e. fund-based activities. With this interpretation, on average, the U.S. banks are more efficient in generating interest income with NIM of 4.27 percent compared to lower capacity in the Plus-3 nations (2.09 percent) and SEA-5 nations (3.37 percent). On caution note, high NIM could also reflects high intermediation cost such that what banks pay to depositors is significantly low relative to what banks receive from borrowers, i.e. high banking spread. This is potentially valid for the case of Indonesia and Philippines that both have high NIM of 5.94 percent and 4.01 percent respectively. The low level of banking development identfied earlier (see Table 1.1) for Indonesia and Philippines is consistent with this view. The intensity of U.S. banking firms in fee-based activities is signifcantly higher. Non-operating fee based income measures to about 74 percent of U.S banks total assets. Intense competition from the non-banking institutions following liberalization of banking regulation forces U.S. banks to shift their actiities into fee-based activities. On the other hand, East Asian banks involvement in fee-based activities remain relatively low. SEA-5 banks show greater participation in fee-based activities (45 percent) compared to the Plus-3 nations (20 percent). With current trend of liberalization and emergence of non-bank institutions, the importance of fee-based activities is anticipated to be higher in East Asia. As banks shifted into non-traditional activities, their vulnerability toward interest rate volatility is expected to be lower as well.

1.3.4 The shift into non-traditional services, on the other hand, potentially contribute to greater overall risk for banks. This is especially true if these fee-based activities are captured by off-balance sheets items. With respect to bank risk as measured by standard deviation of return on assets (ROA), banking firms in Japan and Singapore (similar measurement is not available for China) can be grouped as low risk category with standard deviation of ROA of 0.3 and 0.47 respectively. The level of risk for Korea, U.S., Indonesia, and Thailand is more than trippled compared to Japan. Except for Indonesia, this greater level of risk is supported by higher level of risk ajusted capital ratio. As indicated in Table 1.4, all countries (except Indonesia) level of risk adjusted capital ratio passes the minimum requirement of Basle Accord of 8 percent.  

1.3.5 Table 1.5 displays several measures refelecting the regulatory frameworks for banking system in East Asia compared to the U.S. Various studies noted earlier (see 2.2) alert on the potential efficiency disincentive effect of  direct participation of  government in the banking industry. Government stake in the three badly hit nations (Korea, Thailand, and Indonesia) is significantly high with more than 30 percent of total bank assets are owned by government controlled banks. State ownership is frequenly argued to be a major deterrent to bank efficiency, alleviating moral hazards, and leading to weak monitoring and supervisions of banking activities. In analyzing the episode of the crisis, various cases of connected and directed lending without proper risk evaluation were recorded. Thus, policy aiming at reducing the participation of the state in private banking practices should be an important agenda in these nations. In addition, the low presence of foreign participation in several East Asian nations (Japan, Indonesia, and Thailand) could also limit the level of competition within domestic banking system. To the extent that most foreign participations are originated from a highly developed financial system, their limited participation in these nations would limit the transfer of technology and best banking  practices.      

Table 1.5: East Asian Banking System-Regulatory Framework

	Country
	State Owned
	ForeingOwned
	Activity Restriction
	Banking Freedom (1999)
	Banking Freedom (2006)

	
	
	
	
	
	

	Japan
	0
	6.7
	13
	3
	3

	Korea
	40
	29.5
	9
	2
	3

	China
	NA
	NA
	14
	3
	4

	
	 
	 
	 
	 
	 

	Indonesia
	44
	7.0
	14
	3
	4

	Malaysia
	0
	19.0
	10
	3
	4

	Philippines
	11
	15.0
	7
	3
	3

	Singapore
	0
	50.0
	8
	2
	2

	Thailand
	31
	6.8
	9
	3
	3

	
	
	
	
	
	

	U.S.
	0
	19.0
	12
	2
	1


Definition:

State Own: Share of banking system assets that are in state-owned banks, defined as 50 percent or more state-ownership.

Foreign Own: Share of banking system assets that are in foreign-owned banks, defined as 50 percent or more foreign-ownership.

Activity Restriction: Indicator of the degree to which banks face regulatory restrictions on their activities in securities markets, insurance, real estate and owning non-financial firms.

Source:

State Owned and Foreign Own: Barth, Caprio, and Levine (2001). World Bank Database on Bank Regulation: (http://www.worldbank.org/research/projects/bank_regulation.htm). All figures are retrieved from latest database compilation in 2003 except for Indonesia and Singapore retrieved from earlier database updated in 2001.

Activity restriction: WB Data Base

Banking Freedom: Economic Freedom Index, Heritage Foundation. Index ranked from 1-5 with larger values indicate less freedom.

1.3.6 Compared to 1999, banking freedom in four nations (Korea, China, Indonesia and Malaysia) detereriorate in 2006. The banking freedom index of the Heritage Foundation all pointed to the decline in banking freedom in these four countries while all others in East Asia remains. These patterns of worsening or unchanged banking freedom should be attended seriously by policy makers in East Asia. Compared to the U.S., where banking freedom is significantly high and improving (level 1 in 2006), low banking freedom could limit further banking development in East Asia. Freedom of decisions is a critical element in liberalized market environment.  Higher level of banking freedom encourages innovative ideas and creativity that would be acnhor to the development of banking system in a globalized environment.  

1.3.7 With respect to diversity of activities, banks in Japan, China and Indonesia are relatively more  restricted in their scope of activities compared to other East Asian countries. Greater activity restrictions indicate that banks in these countries are quite restricted in engaging in non-conventional business such as underwriting, insurance, real estate and in owning non-financial firms. Quite high restriction is also observed in the U.S. All other countries adopted fairly flexible rules  for banks to involve in these non-conventional busineses. Limited scope of activities can be a virtue such that it insulates banks against direct influence of shocks from other parts of the economy. On the other hand, with limited range of activities, banks’ ability to diversify their activities will be constrained and could also add pressures on banks earning capacity, particularly with the emergence of non-banking institutions that are more flexible in their offering of services (see Edwards, 1993 and Edwards and Mishkin, 1995) 

2.  NON-PERFORMING LOANS IN EAST ASIA 

2.1 Introduction

2.1.1 The East Asia 1997-98 economic crisis that occured within economies that heavily depends on banks as discused in the earlier section have contributed to the large accummulation of non-performing loans (NPL) on balance sheets f banks in East Asia. In most cases the crisis were preceded by many years of bank credit expansion that fueled rapid GDP growth. The causes of crises include micro, macro and system-related have been well documented (Goldstein and Turner,1996; Hawkins and Turner,1999). 

2.1.2 Amongst others, microeconomic factors that contributed to the rise of impaired assets in the region include poor banking practices, inadequate assessment of credit risks, lending to connected enterprise; and excessive maturity and currency mismatch. On the macro level, rare prudential banking practices are prevalent in the region hence banks do not have enough cushion to cope with cyclical downturns, exchange rate depreciation and decline in asset prices. System-related factors identified include not having a conducive developed banking sector that include a large state-own banking sector which distort the banking industry, government directed credit assistance hampered the assessment skills of banks and poor legal framework have weaken the efficiency of the banking system.

2.1.3 Having identified the causes of NPLs, many countries in the region have taken keen initiatives to manage these bad assets. Apart from monetary tools employed, establishing asset management companies (AMCs) seems to be the most logical and popular step undertaken. All of the crisis-affected countries begin setting up loan restructuring agencies in an effort to manage the non performing assets before proper AMCs
 were established. Bad assets management has included efforts involving government capital injections, mergers and acquisitions of banks. 

2.1.4 There is therefore a need to resolve the NPLs in order to avoid other indirect costs or human costs involved. These hidden costs include the loss or delay in accessing deposits, lack of credit; higher interest rates charged to cover losses on NPls; lost wages as a result of layoffs in both financial and corporate sectors associated with foregone investments. The burden also falls disproportionately  on the poor as taxes are increased, income reduced, job oppurtunities lost, and badly needed infrastructure and social programs reduced or eliminated.

2.1.5 High levels of NPLs require a major and expensive overhaul of various banking systems. Heavy  stocks of NPLs carry the burden of a heavy price; they weaken the repayment ethics. As borrowers see others default without penalty, they follow to gain the same perceived benefits. A large NPLs locks up scare financial capital in non-productive projects and impedes the resumption of efficient intermediation that is vital for sustainable economic growth. Proper management and disposition of impaired assets is one of the most critical and complex tasks of a successful and speedy financial restructuring. Hence, various incentives for voluntary debt restructuring and asset management policies were initiated  in the region to accelerate the resolution of the NPLs.

2.1.6 There are basically two alternatives for asset management strategies. The first method, will be a more conventional approach where banks traditionally manage their own NPLs, also refered to as the decentralized, creditor-led work-out approach or a bank led approach. The second, involves the setting up of a government agency with full responsibility for acquiring, restructuring and selling of the assets known also as the centralised approach or the use of Asset Management Companies (AMCs).(Dado and Klingebiel ,2002). The discussions that follows will outline both the strategies and approaches used to implement the resolution strategies.

2.2     Strategies Adopted in Resolving NPLs in the Region

2.2.1 Bank Led Approach

At the onset of the crisis, asset resolution were mainly initiated by banks within an incentive framework that allow bank to cushion banks’ capital position from eroding, fulfillment of prudential standards and enforcing contracts within the legal framework .  To engage in a successful asset resolution and corporate restructuring, banks need to be adequately capitalized to absorb losses as NPLs is positively correlated to capital levels. A standard capital adequacy framework were introduced in the region in accordance to the Basle Capital Accord.The collapse of the real estate and stock markets in Thailand for example, rendered substantial shares of bank portfolios as nonperforming and as banking problems reached crisis proportions, the capital positions of banks weakened. The capital shortfalls of the Thai banks needed US$30 billion to wither the crisis (Dado & Klingebield, 2002). Thailand banking system have been regarded as severely undercapitalized and insolvent with a CAR below 2% and NPL exceeding 25%of the total loans. For a bank to be regarded as adequately capitalized, the CAR must be above 4%.  

2.2.2   Depending on the scale and severity of the NPLs, banks were encourage to restructure credits by changing the provisions and regulations stipulated in the loan agreements. In-house work outs include extending repayments periods, reduction in interest rates and loan principals and a moratorium where borrowers need to only service interest portions. Banks took step to extending repayments (interest and principal) of firms. This enable borrowers to service debt over the near term without affecting their profitability and having no effect on its capital. For firms/borrowers with temporary problems that can service all accumulated debt, banks do not incur economic losses in such arrangements. Banks also took steps to reduce interest only where it will not only improves firms’ profitability and capital but bank has to recognizes an economic loss over time in accounting terms.

2.2.3   All work outs adopted by banks were in an effort to ease repayment burdens among borrowers. Since banks were seen to have institutional knowledge of the borrower which ensures the informational capital that bank have accumulated on their borrower is preserved, selling the NPLs to an outsider were never an option as yet. This however proof  to be fatal as banks did not recover NPLs as expected rather they have to settle with carrying the NPLs in their books. In Malaysia alone, where NPL were  RM103.26 million  in 2000; more than 50% of it are carried forward from the crisis of the mid eighties.  Non compliance to the single borrowing limit guidelines were observed in the earlier part of the 1995 crisis which gives rise to the asset bubbles. Hence, bank exposure to a single borrower were reviewed in most part of the region. In Malaysia, Guildlines on the Credit Limit to a single customer were introduced. Prohibitions of loans to Directors, staffs and interested corporations were also introduced in 1986 to prevent conflicts of interest and irregular practices among bankers. 

2.2.4   Financial institutions incentives to engage in corporate restructuring is also influenced by the prudential standards. Loan classification and loan loss provisioning rules for banks to determine the extent banks can carry non-performing loans without classifying them as such  and can be rendered as uncollected interest. As a result, capital and income were overstated and bank have little incentives to restructure their loans since they can hide losses. Banks in Thailand had to classify a loan as non-performing only after 360 days while banks in Japan after 180 days. Hence resulting in a 20% of  Thailand loans as substandard, 75% doubtful and 100% loss. Efforts by banks in the region were made to reclassify their loans as nonperforming after 90days in an effort to better provide for provisions. Banks took the option to forgive a portion of debt (debt write-downs) in an effort to reduce debt service for troubled borrowers. For firms unable to service all accumulated debt,  repayment of remaining debt is made more certain and exceeds the anticipated proceeds from liquidation. Bank immediately recognizes an economic and accounting loss without the potential for recovery.

2.2.5 For an insolvency system to be effective, creditors/ borrowers need to be able to rely on the judicial system to enforce a contract. The nature of the contracting environment in a country can substantially influence the incentives facing banks and borrowers. Especially important are contract enforcement provisions such as foreclosure and bankruptcy. Banks in the region as in Malaysia establish rehabilitation units to slow down foreclosure excersizes. Formal rehabilitation procedures were instituted by banks to curb spending behaviors of borrowers. Bank representations in corporate borrowering firms were not uncommon. Banks ultimately were managing real estate assets, plant and equipment of nonviable clients. Options to accept equity in lieu of debt repayment through debt equity swaps, increase the banks’ potential to exert governance over firms; but creates potential conflicts of interest with banks as owners and creditors. However, this option creates an upside potential for banks to participate in firms’ recovery.

2.2.6 All of the above approaches however, entails much disadvantageous with respect to the economies in scale where consolidation of scarce work out skills and resources are not achieved. Bank experience a credit squeeze coupled with the concern of risks, lack of liquidity, accounting and provisioning disincentives and limited collateral. Ownership links between banks and corporations are not dealt with and may thus impede corporate restructuring. Conventional bank restructuring activities calls for a different types of skill and may prove a distraction for banks’ core business of ‘making loans’. Efforts to revive the financial syatem in Malaysia, Indonesia plus other neighbouring countries in the region were intensify but with a different approach. Banks could no longer be expected to remedy the NPLs problems alone. Hence goverment though various agencies in the region, initiated specialized and formalized institutions to tackle the problems. 

2.3 The Qualitative Perspective: Classifications and Provisioning

2.3.1 A major issue faced in attending NPLs-related problems has to do with the method of measurement subscribed by authorities in respected countries.  At the multilateral platform, IMF’s 1993 System of National Accounts does not provide criteria to decide what should be classified as non-performing loans; the bottom line in the international manuals seems to be that loans are good unless there is absolute certainty that a loan is not going to be repaid under existing arrangements. Thus loans remain on the balance sheets until a debt cancellation, write-off or write-down has taken place. Thus, meaningful cross-country comparisons of NPLs are complicate by unstandardized accounting standard.  Methods to define non-performing loans have been based by both quantitative and qualitative norms. Some countries particularly in East Asia used the quantitative criteria i.e. the number of days of overdue scheduled payments while qualitative criteria are based on initiatives taken to reduce NPLs (through mergers exercise). 
2.3.2 Countries in East Asia have taken steps to adhere to these international standards in defining their non-performing loans. However, loan classification and provisioning guidelines often fall short of international best practice and imply substantial forbearance (Claessens,Djankov, and Klingebiel, 1999). The table below illustrates the trails of financial sector reform against international best practice. Table 2.1 shows how the East Asian countries have been ranked according to the international best practices; the Regulatory and Loan Restructuring Framework for their practices with respect to the treatment of non-performing loans and loan loss provisioning.
                     Table 2.1: Regulatory and loan restructuring framework

	Country
	Loan classification
	Loan loss

Provision

	Overall

Index

	Indonesia
	2(2)
	2(1)
	2(1.3)

	Korea
	3(2)
	3(3)
	3(2.7)

	Malaysia
	2(2)
	1(1)
	2(2)

	Thailand
	3(1)
	3(1)
	2.7(1)

	Japan
	4
	4
	4


                       Source:Financial Sector Discussion Paper No.3 & World Bank Data

                      Notes: 

                      Loan Classification categories; 1= loan past due >360days; 2 = loan past due > 180days; 3 =    

                      loan past due >90 days; 4= loan past due is < 90days. 

                      Loan loss provisioning categories; 1= 0% substandard, 50% doubtful, 100% loss; 2 = 10%-  

                      15% substandard, 50% doubtful and 100% loss; 3 = 20% substandard, 75% doubtful and 

                      100% loss; 4 = PV of future cash flow or fair value of collateral.

                       Figures in parenthesis are pre-crisis period (1997-98) and post-crisis data is for 1999.   

2.3.3 Countries are scored on a scale from 1-4, with 4 indicating best practice and 1 indicating poor practice in classifying impaired loans and providing losses. Numbers in parentheses indicate scores prior to the episode of the 1997-98 economic crisis.  Except for Japan and Korea, prior to the crisis, all other countries reported subscribed to relatively lax standard in loan classification and provision. This is especially true for the case of Indonesia and Thailand where overall index are 1.3 and 1 respectively, coincide with the depth of banking crisis experienced in both countries.   Overall, severely affected nations (Indonesia, Korea, and Thailand) have shown improvement  in their practices in classifying NPLs during the post-crisis period hence improving their  regulatory and supervisory framework. Thailand took steps to provide 20/75/100 percents provisions for substandard/doubtful/loss compared to 0/50/100 percents provisions before the crises. Indonesia strengthened its provisioning by identifying 10-15/50/100 percents of its impaired loans as substandard/doubtful/loss compared pre-crisis recognition of 0/50/100 percents. 

2.3.4 Initiatives taken by countries in the region to identify loan as non-performing also improves. Thailand took a drastic effort to reclassify its impaired assets when it classified loans as non-performing if it default payments by more than 90days. This was not the case prior to the crises when loans are regarded as bad only when payments have been in arrears for 360 days. This was definitely a prudent step in estimating loan loss. Korea reclassifies its loans by recognizing it non-performing if payments were 90 days in arrears as apposed to 180 days before the crises. Malaysia and Indonesia did not make any change in its classification of non-performing loan i.e. 180 days as the cut-off day. These stands were taken due to the qualitative norms taken to define impaired loans as non-performing only after management judgment about future payments have been considered. Late recognition of the level of assets being impaired will leave financial sector vulnerable and hinders it from withstanding shocks. Conservative classification of loans according to their quality will give a meaningful indicators of asset quality and hence,  capital adequacy of financial institutions.

2.4  The Quantitative Perspective: Scale of NPLs and Provisions 

2.4.1 Table 2.2 shows the status of NPLs in selected East Asian countrie from 1999 to 2003. Overall, by 2003, significant progress has been achieved in managing impaired loans in an effort to address the systemic crisis in the financial sector in these nations. NPLs has increased quite dramatically following th eruption of the crisis. Indonesia and Korea recorded significantly large amount of NPLs  of 33 and 39 percent respectively. This is in line with preceding facts of lax in the standard subscribed in loans classifications and provisioning. This was however rectify when non-performing loans were taken out of the books of financial institutions and transferred to AMCs. The table below revealed the amounts of annual non-performing loans across the region in relation to total loans.
               Table 2.2: Non-performing loans/total loans of Crisis-Affected Nations 

	
	Indonesia
	Korea
	Malaysia
	Philippines
	Thailand

	1998

1999

2000

2001

2002

2003
	     48.6

64.0

32.5

34.4

28.6

22.1
	  16.1

8.3

8.9

3.3

2.4

2.6
	22.6

16.6

15.4

17.8

15.8

13.9
	10.4

14.6

24

27.7

26.5

26.1
	45.0

38.6

17.7

10.5

15.7

12.9


                   Source:Asia Development Bank (ADB)-Asia Recovery Information Centre (ARIC):     

                    http://aric.adb.org/

           Note: NPL/Total loans refers to the percentage of loans classified as non-performing in the total loan stock. NPL refers to the total value of loans outstanding for which principal and/or interest has been in arrears for a minimum of 3 months.

2.4.2 Table 2.2 shows the significant progress that has been made to address the systemic crisis in East Asian banking sector. In most countries government initially injected liquidity into the banking sector to avert runs on individual banks, and subsequently guaranteed all deposits and often other financial liabilities as well. Having guaranteed bank deposits early in the crisis, government took responsibility for bank losses. In Korea, Malaysia and Indonesia non-viable and insolvent banks were either closed or merged with healthier ones or even nationalize before bad loans are transferred to public asset management companies. 

2.4.3 Total NPLs including those transferred to AMCs begin to shows signs of recovery. In year 2000, AMCs have acquired substantial amounts of non-performing loans from troubled institutions: 75 percents of Indonesian NPLs, 55 percents of Korean loans and 43 percents of Malaysian NPLs (World Bank, 2000). With the exception of Philippines, in all countries non-performing loans declined in the year 2003 compared to 1999; Indonesia NPLs reduced from 33 to 22 percents, Korea 8 to 3 percents, Malaysia 17 to 14 percents, and Thailand 39 to 13 percents. The Philippines however, saw an increase from 24 to 26 percents.  The large volume of impaired assets has been the result of an over-investment in real assets during the boom years. Indonesian IBRA in 1999 assess the adequacy of its bank capital by employing international standard to categorize loans as adequately capitalized. By 2000 all banks were subjected to CAR minimum requirement standards of 4 percents. Bank Indonesia also required banks with non-performing loans exceeding 35 percents of their outstanding loans to be placed under IBRA surveillance. Efforts to put banks under tight scrutiny of IBRA have resulted in the reduction of NPLs from the years 2000 to 2003. By the year 2000 most East Asian countries have adopted the international standards of classifying loans plus government initiatives to inject funds hence a reduction in NPLs were seen. The loan provisioning requirement adopted by countries across the region (shown below) showed improvements.

2.4.4 Reduction trend in the NPLs in most East Asian nations (except for Philippines) indicates an improvement in the asset quality across the region, hence a lower risk of insolvency of financial institutions. These came about from the loan classification system adopted and loan loss provisioning instituted on top of the loan granting procedures adopted in tandem with the international best practices.  According Claessens, Djankov, and Klingebiel (1999) while many weaknesses in the financial sector regulation have been addressed, specific areas- such as loan provisioning and loan classification guidelines, still trails international best practice. More need to be done to tightened rules for dealing with weak financial institutions. Improvement in corporate governance rules have improved but not fully enforced.While a large role of the government was beneficial at the early stages of the crises, the tasks of cleaning up impaired loans still remains. Most AMCs across the region are still saddled with bad assets as a result of the transfer of NPLs from the banking systems. While the books of banks appears to be somewhat clean, the tasks of rehabilitating is now in the hands of AMCs where their performance will be measured as will be deliberately the section that follows.

2.5 NPLs and Provisioning: Issues and Challenges

2.5.1 Loan classification system: NPLs, Restructured Loans, and Multiple Loans
A clearly and consistently defined loan classification system improves the  assessment of assets impairment. With effective classifications the scale of banking problems stem from late recognition of level of assets impairment will be reduced. By encouraging banks in the region to classify their loans effectively, the loan classification system plays a key role in obtaining meaningful indicators of asset quality, and hence capital. To what extend does the practices of recognizing non-performing loans across countries consistent is important. A lenient classification of problem loans will have a severe effect on capital adequacy.  With respect to restructured loan, consistent treatment must be formaly established. In the absence of strict guidelines for restructuring of problem loans, banks can concealed their level of loan impairment through practices ‘ever-greening’ i.e. extending credit facility in view of delaying or hiding the reporting of non-performing assets thereby under-provisioning.  A consistent treatment of multiple loans to a single debtor should be estblisheduced to better assess banks credit risk exposure. Although, different loans often involve different risk profiles, difficulties in one loan could signal the deterioration of a debtor’s creditworthiness and financial conditions. This will affect capital adequacy of the financial institutions.

2.5.2 Provisioning Rules: Requirements, Objectives and Scope
Clearly defined provisioning policies help interpret the soundness of the financial system. Well defined and quantitative provisioning rules are key factors in producing meaningful macro-prudential indicators of asset quality and capital adequacy. If provisioning requirements are guided by general principles, banks can exercise discretion over respective provisioning levels. This lack of conformity across banks in the region blurs the interpretation of capital adequacy and asset quality. There is a concern that provisioning rules based on lagged indicators (such as interest past due) may amplify the business cycles. During a contraction, when default risks rise, banks raise their provisions which, reduce their capital and limit the ability to lend, which further contributes to economic downturn. Hence provisioning should be guided by objective to cushion for probable future losses (forward looking losses) rather than to address identifiable loss events (backward looking losses). In addition, provisioning should cover the aggregate risk exposure. Off-balance sheet exposures can contribute to a buildup of vulnerabilities and hence, need to be closely monitored and subject to provisioning. If provisioning rules account only for on-balance sheet exposures, capital requirement ratio may over estimate capital adequacy of banks.

3.  EAST ASIA’s AMCs: Institutional Arrangements
3.1 Key Institutional Features

3.1.1 Institutional arrangement of AMCs operating in East Asian region differ quite significantly among nations. In general, these differences reflect the thrust of nation’s economic system, the scale of banking crisis faced by the nation, major episode or economic environment surrounding the nation, and quite signficantly the plitical will behind the establishment of the AMCs. With respect to its decision and operating structure, AMCs establishment can be classified as centralized versus decentralized structure. The degree of centralization can further be viewed from two dimensions; the ownership of  AMCs and the number of AMCs operating in a given country. Along the ownership perspectives, AMCs initiated by the government falls into the centralized grouping whereas the decentralized grouping includes AMCs initiated by the private sectors.  In terms of operations, centralized approach refers to the operation of a single AMC whereas the decentralized approach is characterized by the operations of several competing AMCs.  For instance, the four state-owned AMCs in China were initiated by the Chinese government but their operations are decentralized in nature.  According to Ma and Fung (2002),  the decentralization of China’s AMCs partly reflects the alarming scale  of NPL on China’s banks balance sheets. For the crises-affected countries, the need of resolving the NPL problems within the banking system became very urgent in the aftermath of the Asian financial crisis.  Table 3.1. summarizes the main organizational aspects of AMCs in four major crisis affected countries,i.e. Indonesia, Korea, Malaysia, and Thailand. 

Table 3.1. East Asia’s AMCs: Institutional Arrangements 

	Country
	China
	Indonesia
	Korea
	Japan
	Malaysia
	Thailand

	Name of AMC


	Great Wall, Orient, Cinda and Huarong
	Indonesia Bank Restructuring Agency (IBRA)
	Korea Asset Management Corporation (KAMCO) 


	Resolution and Collection Corporation (RCC)
	Danaharta
	Thai Asset Management Company (TAMC)

	Legal Structure
	● State Council executive order in 2000.
	● Established by presidential decree and revised banking law in 1998


	● Established by law in 1962 to manage and dispose of government owned properties. 

● Role expanded in 1997 through the Nonperforming Asset Fund to purchase NPAs 


	● A merger of the Housing Loan Administration Corporation            (HLAC) and the RCC, following the revision of two laws 
	● Incorporated under the Companies Act of 1965


	● Established by royal decree 



	Setup Year

Sunset Year


	1999

10 years
	1998

2004
	1962

    -
	1999

NA
	1998

2005
	2001

2013

	Official Mandate


	Restructuring/Rapid Disposition


	Restructuring


	Restructuring/Rapid Disposition


	Rapid Asset Disposition/Collection


	Restructuring/Rapid Disposition


	Restructuring

	Ownership


	Ministry of Finance
	Ministry of Finance
	Shares owned by Ministry of Finance and Economy, the Korea Development Bank, and 24 commercial banks


	Subsidiary of DIC which is wholly owned by Japanese Government
	Ministry of Finance
	Ministry of Finance

	Governance Structure
	Board of supervisors consist of representatives from MoF, PBoC and CSRC.
	Oversight committee
	Board with no outside members
	----
	Board with outside members, oversight and audit committee


	Board with outside members, audit committee

	Transparency


	None of the AMCs publish annual report. However, press release is held regularly via PBoC.
	Issues regular reports to the financial authorities, but none appears to have been made public


	Issues annual reports and website regularly updated
	Website regularly updated


	Issues semi annual and annual operating reports, website regularly updated, regular press conference


	Issues annual reports and website regularly updated

	Funding Structure1:

● Direct government funding

● Debt 

- AMC bonds

- Other  borrowings 


	Yes.

3%

Yes.

58%

39
	Yes

100%

No

0

0
	Minimal

0.6

Yes

94.9

4.6
	Yes. 

100%

No.

0

0
	Yes 

20%

Yes

67

13
	Minimal

0.4

Yes

99.6 2

0


1 As end -2002 (in percentages). 2 To be issued.

Source: Adapted from Cooke and Foley (1999) and Fung et al. (2004)

3.1.2 Unlike the establishments of AMCs in the four crisis affected countries, the 


setting up of AMCs in China and Japan was not a direct response to the Asian 


crisis.  In 1999, the Chinese government through the Ministry of Finance took a 


bold step towards NPL resolution by establishing four AMCs, one for each 


wholly state-owned commercial bank: Great Wall Asset Management (for 


Agricultural Bank of China), Orient Asset Management (for Bank of China), 


Cinda Asset Management (for China Construction Bank) and Huarong Asset 


Management (for Industrial and Commercial Bank of China).  In the case of 


Japan, effort to restore the banking system to health was part of the government’s 


strategic plan to revive the economy.  In February 1998, the Financial 


Revitalization Plan was enacted under which Japan’s AMC, known as Resolution 


and Collection Corporation (RCC) was established in 1999. In Malaysia, 


Danaharta was incorporated under the Companies Act of 1965 on 20 June 1998.  


In Indonesia, IBRA was established by presidential decree and revised banking 


laws in 1998.  Thailand has started using public AMC only in the year 2001.  In 


Korea, KAMCO was originally established in April 1962 as a subsidiary of the 


Korea Development Bank (KDB) to initially liquidate KDB’s non-performing 


assets and its role was later extended to other financial institutions (He, 2004).  In 


1997, through the Non-Performing Asset Management Fund (the NPA Fund), 


KAMCO’s scope of operations was extended to help restore the financial system 


to health.       

3.1.3. With regard to sunset dates, some AMCs were established with unlimited 

lifespan; for instance, no sunset date was fixed for the AMCs in Korea, Japan and 

Taiwan.  Although KAMCO had played an important role in resolving the NPL 

problems during the financial crisis, its role diminished five years after the crisis.  

In fact, according to Fung et al. (2004), KAMCO is at present seeking for a new 

role and incidentally this new role is related to the recent financial difficulties 

associated with credit companies in Korea.  For Malaysia, Danaharta is scheduled 

to wind down its operations by December 2005 and TAMC in Thailand is set to 

cease operations in 2013.  As for Indonesia, the activities of IBRA came to an end 

in February 2004 and had since passed on the remaining assets to holding 

companies put under the supervisions of the Ministry of State-Owned Enterprises, 

and IBRA had also handed over some of its responsibilities to a special unit 

within the Ministry of Finance (Hagiwara and Pasadilla, 2004).  As for China, 

according to Gilligan (2005), although the initial life span of the AMCs was 10 

years, this has been extended given that the functions of AMCs are evolving into 

other areas as well such as corporate and investment banking.   In addition, 

Gilligan (2005) also highlighted the fact that the role of the AMCs in China has 

developed over time; these AMCs are no longer strictly attached to one particular 

bank, in fact they have been competing among themselves in purchasing NPLs 

from banks. Specification of sunset dates during the initial establishment of AMCs is a critical signal to the nature of AMCs’ operations. Traditionally, within a centralized structure, AMCs (such as those in crisis-affected nations) are established with specific goals to be achieved within a specific time frame. Clearly defined sunset dates demands each AMCs to abide to these goals and act as motivating force for efficiently run AMCs.   

3.1.4 The official mandates set the mode of operation to be prioritized by AMCs. Conventionally, official mandates granted to the AMCs spread over two ends, i.e. corporate restructuring or assets disposition or combination of the two.  Both, Malaysia’s Danaharta and Korea’s KAMCO have clear mandates of restructuring and rapid assets disposition.  The primary objectives of Danaharta are to remove distressed assets  from the banking system and to maximize the recovery value of these assets through asset management and financial restructuring. The Danaharta Act 1998 gave Danaharta the ability to carry out this objective. KAMCO plays an important role in assisting the rehabilitation of the Korean economy  by acquiring, managing and disposing of NPAs.  The main policy objective of AMCs in Thailand and Indonesia is more on restructuring.  Thailand’s TAMC does not have the authority to sell loans to third party since its official mandate is restructuring.  Although IBRA’s official mandate was to build a warehouse that carries the carved-out NPLs and to  restructure large debts, it started disposing unstructured loans in 2002 to help finance the budget deficits (Fung et al., 2004).  The Financial Revitalization Plan has given RCC an extended mandate of purchasing NPLs from solvent as well as insolvent banks (Montgomery, 2002).  Given its clear mandate,  Japan’s RCC initially focused its function solely on loan purchasing.  However, recently the RCC has been additionally involved in the restructuring activities of banks (Fung et al., 2004).  The official mandate of the four state-owned AMCs in China was to purchase the NPLs of the four big state-owned commercial banks which was paired up with each of the four AMCs, and to dispose of the NPLs over a 10-year period. 

3.1.5 Another critical element that direct AMCs operations is its ownership.  As a whole, East Asian AMCs are all funded and owned by the government. There are two reasons for this. First, since AMCs are likely to be loss-making entities (Fung et al., 2004), it is therefore difficult to attract private investors to assume the ownership of AMCs. Second, sufficient funds need to be raised to remove a significant amount of NPLs from banks and if a private AMC is to do this, it will require government guarantees to cover the future value of the asset portfolios. Government is in better position to own the AMC rather than providing this guarantee as the government can benefit from upward price movement of the assets. AMCs in Malaysia, Indonesia, Thailand, Japan and China are all wholly owned by the Ministry of Finance. China’s Ministry of Finance provides each of its four AMCs with an initial equity capital injection of RMB 10 billion. Though each of these four AMCs pairs up with one of the four big banks in China (i.e. Bank of China, Agriculture Bank of China, China Construction Bank and Industrial and Commercial Bank of China), these banks do not have any equity stakes in the AMCs (Ma and Fung, 2002). The Ministry of Finance is the sole owner of these four AMCs. In Korea, KAMCO is jointly owned by the Ministry of Finance and Economy, Korea Development Bank (KDB) and some commercial banks.  Of total KAMCO’s paid-in capital, 42.8 percent is owned by the Ministry of Finance and Economy, 28.6  by KDB and the remaining 28.6 percent by other financial institutions (He, 2004). On the ground that AMCs are funded by tax payers money, prolong reliance on public AMCs as mechanism to ensure banking sectors efficiency will be a costly strategy. In addition, resorting to AMCs approach in cleaning up banks balance sheets could potentially invite immorality of banks (moral hazards) in the long run. Nevertheless, as evidenced by the success of AMCs in several crisis-affected nations, AMCs operations are indeed an effective strategy in restoring banking stability particularly in facing economy-wide crisis. Thus, AMCs are effective means for restoring banking stability in the short run but potentially ineffective for long-run goals.        

3.1.6 An important organizational aspect which is critical for ensuring a successful functioning of an AMC is good governance structure. The governance structure of AMCs in Malaysia, Korea and Thailand consist of a board of directors.  The board members of Danaharta and TAMC also include outside members who are responsible for supervising and monitoring the activities of AMCs.  In the case of Malaysian Danaharta, it is interesting to note that despite being government-owned, its board structure is dominated by non-government representatives.  In addition to a board of directors, Danaharta also has a separate oversight committee which approves appointments and terminations of its special administrators and independent advisors. This committee comprises of three members, one each from the Ministry of Finance, the Securities Commission and Bank Negara Malaysia. Both Danaharta and TAMC have an audit committee to carry out audit on their financial statements and therefore ensure transparency with regards to its operations.  Unlike Danaharta and TAMC, the board of directors of KAMCO do not consists of any outside members. It is governed by a Management Supervisory Committee comprises of 11 members including the Managing Director of KAMCO; the Deputy Governor of the KDB; representatives from various groups such as the Ministry of Finance and Economy (MOFE), the Ministry of Planning and Budgeting (MPB), the Financial Supervisory Commission (FSC), the Korea Deposit Insurance Corporation (KDIC), two representatives from the banking industry and three professionals including an attorney-at-law, a certified tax accountant and a university professor or a doctorate holder attached with a research institute (He, 2004). Fung et.al. (2004) mentioned of separate agencies supervising RCC, but unlike the AMCs mentioned above, who is actually in charge the Japan’s RCC is sometimes not clear. Effective governance structure ensures efficiently run AMCs.  
3.1.7 With regard to transparency, it is important that public AMCs exhibit an adequate level of transparency since these AMCs are accountable to the public for its actions.  Malaysia’s Danaharta issues semi annual and annual operating reports, regularly update its website and conduct regular press conference.  In addition to the regular updates of their websites, some AMCs have their annual reports audited by international accounting firms, for example: KAMCO and TAMC (Fung et al., 2004).  In contrast, although IBRA issues regular reports to the relevant financial authorities, none of those reports appeared to have been made public.  To make the matter worse, there is no easy access to the IBRA’s website. The progress of asset management activities in Indonesia has been difficult to gauge as IBRA do not provide information on amount of nonperforming assets resolved. This is also true for Japan’s RCC.

3.1.8 Generally, the funding of AMCs in the four crisis affected countries is obtained from two sources; either directly from the government or from AMC borrowing through the issuance of AMC bonds and other types of borrowings (Fung et al., 2004).  These AMC bonds are non-tradable but they carry the government guarantee.  The Indonesian government injected all the funds needed to the Indonesia’s AMC. In Japan, funding is obtained through government-guaranteed DIC bonds where the proceeds are into the RCC as the initial capital. For Korea and Thailand, direct government funding does not represent a major source of financing for the AMCs; the figures are 0.6 percent and 0.4 percent for Korea and Thailand respectively as at the end of 2002.  In Malaysia, the government provided 20 perdcent of the funding for Malaysia’s AMC and the remaining 80 percent was sourced from the issuance of AMC bonds and other borrowings.  The funding from government is obtained either directly from the government’s budget or from the issuance of tradable government bonds. Direct funding from the government through the issuance of tradable government bonds has an added advantage of supporting the local bond market development.  In contrast, raising funds through the issuance of AMC bonds are not only more expensive than government bonds but these AMC bonds contribute little to the development of local bond market due their non-tradable nature.  However, Fung et al. (2004) highlighted the fact that many regional governments have preferred to provide guarantee for AMC bonds than to provide funding directly to the AMC in order to avoid a direct budget hit.
3.2 Institutional Features: Issues and Challenges 
3.2.1 The progress made in resolving NPLs problems has been uneven across the 


Asian AMCs – with Korea and Malaysia leading the list and Indonesia lagging 


behind.  Fung et al. (2004) attributed several factors to these notable differences 


in the speed of asset resolution across these AMCs.  In general, AMC’s mandates 

play a crucial role in influencing the pace of asset resolution of AMCs.  AMC’s official mandates which include a combination of rapid disposition and some debt/corporate restructuring are more likely to result in a more speedy asset resolution. This is evident for AMCs in Korea and Malaysia whose official mandates include both asset disposition and debt/corporate restructuring and the usage of both approaches is more or less evenly distributed.  In fact, although the main policy objective of some AMCs is only restructuring, in practice most Asian AMCs have somehow employed both approaches in resolving their NPL problems.  For instance, although IBRA’s official mandate is to build a warehouse for its acquired loans and to restructure those loans, it started disposing unstructured loans in 2002 to finance budget deficits.  As for TAMC, given that its official mandate is restructuring, TAMC resolved most of its acquired loans using the restructuring approach.  Given that TAMC’s mandate mostly excludes the possibility of loan sales, this somehow hinder its ability to rapidly unload the acquired NPLs from its portfolio.  Note that the policy goal of TAMC is strikingly different from that of the FRA which was to dispose rapidly of the asset transferred but not to manage its assets for maximum recovery.   

3.2.1 With regard to the lifespan of AMC, it is important that all AMCs have specific 

sunset dates.  This is to prevent the AMC from sitting on its acquired asset for an 

extended period of time which would potentially increase the costs to the AMCs.  

Furthermore, there are several institutional constraints which make it not feasible 

to use public AMC as a long term policy tool in resolving the NPL problems.  For 

instance, strong political backing together with supportive legal and regulatory 

infrastructure such as the granting of special powers to these AMCs are clearly 

needed to ensure an efficient and successful operation of the AMCs.  In addition, 

it is also very costly to operate public AMCs on a long term basis.  Operating 

private AMCs on  a commercial basis may not be a viable option too as these AMCs are without government’s financial support and hence would need to purchase the NPLs at a very deep discounts from the banks.  Thus, public AMC with a limited lifespan is still considered the preferred choice in resolving the NPL problems.  AMCs with sunset dates would technically be dissolved as soon as they have accomplished their missions.  However, in the case of China, Pei and Shirai (2004) indicated that due to the lack of investment banks, the Chinese government is now considering transforming the AMCs into investment banks after the completion of the NPL resolution tasks.

3.2.2 As mentioned earlier, a common feature of Asian AMCs is that all are funded and owned by the government. Once the institutional arrangements of AMCs are in place, government needs to begin mobilizing sufficient public funds. This public fund may be used to purchase assets (i.e. the nonperforming loans) from banks or to finance the operations of the AMCs, particularly the cost of skilled staff, advisors, and other contracted professionals (such as asset managers). The resources mobilized can take several forms, including cash; government notes or bonds; or government guarantee of debt issued by agencies such as the central bank. The funding of the AMCs, therefore, must also contemplate the cost of directly issued securities. Securing sufficient public funds to finance the AMCs depends critically on the political leadership and on political consensus. The Korean government, in particular, was able to mobilize a significant fund early on, signaling the government’s determination to tackle their 1998 financial crisis (Scott, 2002). Gaining quick political consensus on a financing package helped to restore confidence by bolstering the credibility of the government’s statements and commitments. Conversely, delay (which often results from lack of political commitment) in securing sufficient fund can undermine the effectiveness of crisis resolution efforts. This delay will allow costs to rise further. Therefore, assets acquired by AMCs in the course of crisis resolution have to be sold quickly so that the proceeds can be used to reduce the size of the financing package and hence reduce the cost of restructuring. 
4. Performance and Success Factors of AMCs

4.1     Introduction

4.1.1 Success of AMCs depends on the objectives, economic and banking environments, and the extent of banking problem an economy is faced with.  Fung et al. (2004) note, “The problem is that each party wants to get something different out of it. The government wants to stimulate lending. The Central Bank wants to force the banks to narrow their spreads. And the commercial banks want to offload their worst assets. Each of these aims needs a different kind of AMC to make it the most effective.” Japan and Taiwan’s problems in NPLs are mainly real estate origin. While Chinese NPLs are not related to banking failures but due to the transition from socialist to market economy, Southeast Asian (including Korea) NPLs came from financial crisis. Thus, the success of an AMC is critically subjected to and measured against the objectives of its establishment.     

4.1.2 The performances of AMCs are reflected by several key performance indicators (KPI) with respect to difference stages of operations; 1) Establishment Stage;  2) Acquisition Stage, and 3) Resolution Stage. In the first stage, several factors are critical, including; establishment objectives, AMC’s organization, funding, legislation, disclosure programmes and governance. In the second stage, AMC’s performance is influenced by; targetted assets and acquisition procedures (acquisition guidelines, methodology and valuation of assets). The final stage is divided into two sub-stages; management of NPLs and exit options. The soft approach of NPL management includes; plain loan restructuring, settlement and schemes of repayments. On the hand, the hard approach may include appointment of special administrators, foreclosure of collateral and legal action againts the borrowers. Three strategies need to be taken into account in the exit option; exit strategies, loans disposal and assets disposal methods. 

4.2 Establishment Stage

4.2.1 At the establishment stage, strong political commitment, sound legal backing and well-defined AMC mandates will ensure the success and speed of AMC incorporation. Strong political will and commitment from the government to address the NPLs form the most important aspect at the establishment stage. 
            Malaysia’s Danaharta created in mid-1998 , for instance, began its operations within 3 months after the announcement of its establishment. This establishment period is significantly less compared to other AMC’s experience in the region that set 5 to 15 months as standard period of establishment. The governments of East Asia established a policy framework that would facilitate out-of-court settlements. Given the costs and risks associated with even the most developed bankruptcy systems, out-of-court settlements were considered efficient.   Supportive legal infrastructure particularly in bankruptcy and foreclosure were strengthened as part of debt resolution process while, special legal powers allow AMCs to achieve quicker resolution and higher recoveries. Bankruptcy laws were passed and amended in countries within the region. Korea increased the use of courts to resolve issues which was never the case before. Malaysia has taken serious effort to increase specialized letigation skills. Thailand established a separate and new ‘bankruptcy court’. As highlighted in the Section 1, the existence of efficient legal framework allevaite financial efficiencies and this similarly applies to AMCs’ operations.  
4.2.2 Financing of AMC’s operation can be categorized into three sources; issuance of AMCs’ bonds, fund from government and loans. AMCs in Indonesia and Japan operate on a fully-funded basis, where respective governments are sole financiers of AMCs. AMCs of China, Korea, Malaysia and Thailand were mainly funded by the issuance of AMCs bonds and other borrowings. The only central bank in the region to provide fund was China; contributing about 39% of total funds raised. Details as to the funding and payments of regional AMCs are illustrated in Table 4.1 below.

Table 4.1:  Source of funds for AMCs as of end 2002
	
	
	CN
	ID
	JP
	KR
	MY
	TH

	Direct government funding(%)
	3
	100
	100
	0.6
	20
	0.4

	Debt (%)
	97
	0
	0
	99.4
	80
	99.6

	     AMC bond
	58
	0
	0
	94.9
	67
	99.6

	     Other borrowings
	0
	0
	0
	4.6
	13
	0

	     Loan from the central bank
	39
	0
	0
	0
	0
	0

	memo item:1
	
	
	
	
	
	

	Total fund raised
	1440
	654
	212
	21.6
	15
	232

	      As a % of GDP
	15
	44
	0.04
	3.96
	4.48
	4.5

	NPL/NPA acquired2
	1400
	606
	9548
	38.7
	9.0
	238


1In billions of local currencies, except in Indonesia and Korea, which are in trillions of local currencies. 2Assets acquired at purchase price.

            The highest funds raised were from Indonesia, about 44% of its GDP for the running of its AMCs. However, the least fund raised was in Japan, about 0.04% even though these countries’ governments have contributed fully to the funding of the AMCs.  

4.2.3 On the management and operating structures, an AMC operates on a basis that is similar to that of a public listed financial institution. Additional operational and management attributes will include; government oversight through board representation or an independent oversight committee; extensive use of functional or industry specialists or both, and  best practices regarding procurement and conflicts of interest. 

4.2.4 Corporate governance awareness were beginning to be seen everywhere within the region. In Korea the minimum equity holding requirements for call action suits was drastically reduced fron 1% to 0.01% in an effort to protect the  rights of shareholders. Code of best practice for directors were instituted in countries. In enhancing effective governance, Malaysia established the Malaysian Institute of Corporate Governance in 1998 to promote awareness and practices as a long term measure.                                                                                                                              

4.3     Acquisition of Assets

4.3.1 The performance of AMCs at the second stage is measured by the time taken and the amount of NPLs carved-out to relieve banking system from the pressure of NPLs. Danaharta set its completion of primary NPL carve-out exercise by 31 December 1999 but managed to complete this exercise by June 1999, six months ahead of schedule. In terms of amount carved-out,  RM8 billion was set by 31 December 1998 and a cummulative amount of RM33 billion by December 1999. By 31 December 1998, Danaharta was able to carve-out RM19.73 billion and a cummulative amount of RM39.33 billion by 31 December 1999. As the result of this exercise, Danaharta was able to reduce the ratio of NPL in the banking system in Malaysia from a high of 11.4% in August 1998 to 6.6% in March 2000 after the final carve-out exercise.The Oriental Asset Management Corporation (OAMC), one of China's four state-owned asset management corporations, handled non-performing assets worth 22.1 billion yuan in 2002. By January 2002, the corporation recovered 5.57 billion yuan of non-performing assets in cash, up 26.08 percent from the previous year, and an amount equal to the total of what the OAMC had recovered in 2000 and 2001. According to statistics released by the OAMC, the corporation has handled a total of 45.4 billion yuan worth of non-performing assets since its establishment in 1999.

4.3.2 The acquisitions of assets by AMCs resulting from NPLs and NPAs must be professional, commercially driven, and transparent for the success of the operations and achieving the initial objectives of AMCs. Several issues need to be taken into account for an efficient acquisitions of NPLs, among them are;  methods to carve out the NPLs; proportion of NPLs to be removed; the status of  participation of financial institutions; the size of the loans eligible for the sceme; approach of acquisition, and valuation of NPLs. 

4.3.3 The pricing methods used by AMCs can have an enormous impact on the speed of NPLs transferred and eventually on the performance of these  AMC.  Detailed pricing methods differ across AMCs in East Asia and in general, the two broad approaches employed to price NPLs are book value and fair value as summarized in Table 4.2.  AMCs in China and Indonesia used the book value method to purchase the NPLs, that is paying 100% based on the book 
value of the acquired NPLs.  Most other AMCs such as in Japan, Korea and Malaysia have employed the fair value pricing approach. Thailand used some derivation of the fair value method to determine the purchase price for NPLs. As shown in Table 4.2, the average acquisition price of NPLs for Malaysia and Korea is 46% and 36.1% respectively of the book value of the acquired NPLs.  

Table 4.2: Approaches to asset transfers by AMCs

	
	CN
	ID
	JP
	KR
	MY
	TH

	Ave. Acquisition price 

(as a % of book value)
	100
	100
	7.2
	36.1
	46.0
	33.2

	Pricing approaches used

Book value

Fair Value

Others
	Y

N

N
	Y

N

N


	N

Y

Y
	N

Y

N
	N

Y

Y
	N

N

Y

	Incentives/Penalties

Statuatory requirements

Gain- or –loss-sharing (options)
	Y

N
	Y

N


	Y

N


	Y

Y
	Y

Y
	Y

Y


Note: CN=China; ID=Indonesia; JP=Japan; KR=Korea; MY=Malaysia; TH=Thailand.

Source: Fung et al (2004). 

4.3.4 The use of fair value pricing method coupled with strong political will, have 


indeed contributed to the impressive performance and success stories of AMCs in 


Malaysia and Korea.  For instance, in Malaysia, the government had put strong 


pressure on the banks to promptly transferred their NPLs to Danaharta at the 


offered price or else risk writing down the NPL to 80% of the offered price.  In a 


press release dated 24 November 2005, Danaharta announced that it had recorded 


a final recovery rate of 58% and this figure can be compared favorably to the 


experiences of other similar agencies in Asia whose recovery rates ranged 


between 20% to 50%.  Similarly, the banks in Korea were subjected to strong 


pressure to strip off their NPLs as the government injected equity in banks. China’s four AMCs which employed the book value approach have managed to achieve a recovery rate of 33.6% as of 31 December 2002.  Interestingly, as revealed in Table 4.2, although Japan’s RCC is also using the fair value pricing approach, its average acquisition price is only 7% of book value. This unusually low purchase price is partly due to the strong political resistance of the government in spending taxpayers’ money to resolve the NPL problems.

4.3.5 To facilitate rapid asset transfer, certain profit/loss sharing or option schemes between AMCs and the selling financial institutions have been arranged. In Malaysia, for instance, selling banks participate in profit-sharing with Danaharta at ratio of 8:2 (80% for the selling financial instituion and 20% for Danaharta). In Thailand, the ratio  of loss sharing is calculated at the end of the fifth and tenth year of operation. The selling banks will have to bear the initial 20% of a loss – whilst the second 20% will be shared equally between the banks and TAMC. The remaining 60% will be absorbed wholly by the TAMC. If any NPLs provides a profit, the banks and TAMC share equally the first 20%, with the remainder going solely to the selling banks. As for Korea, selling banks retained call options while KAMCO retained the put options. This put/call options had injected government-backed securities that was badly needed during the recent financial crisis into Korea’s financial system.

4.4 Disposal of Assets

4.4.1 The disposal performance of AMCs is measured through their extent and effectiveness in recovering the value of NPLs. The goal, being to maximise the recovery value of NPLs, is influenced by the speed at which NPLs are “processed” and the loan recover rate. However, a low recovery rate of one AMC itself need not be seen as an indication of its poor recovery performance, as AMCs are faced with a predetermined quality of the acquired asset. Danaharta for instance, had set a recovery rate of 49.8%. However, it managed to recover 58% of NPLs by the end of 2005. In the process of dispositions, AMCs may be faced with a trade-off between speedy resolution and maximizing recovery value of NPLs, as is the case of KAMCO when it aimed to sell 98% of all NPLs by 2003 to avoid deterioration if “warehoused”. 

4.4.3 Using several strategies that are available, the success of the dispositions of NPLs  is restricted by the borrower's circumstances, type of loan, market and macro-economic conditions and public interest, among others. Whatever the conditions, the overriding objective of the AMC will be, wherever possible, to enhance value in order to maximise disposal proceeds. Disposal proceeds will normally be assessed using market principles, taking into consideration on the rehabilitation and realisation costs and the appropriate time value of money. This may be a balance to strike between fire sales and extended warehouse parking. However, it is agreed that AMCs should aim for speedy resolution of their assets.
4.4.4 The performance of regional AMC with respect to the disposal rate can be summarized from the table below;

       Table 4.3: Disposal rate of AMCs

	Year
	Disposals, as % of NPLs Acquired

	
	Indonesia
	Korea
	Malaysia
	Thailand

	2004
	… 
	71.6
	…
	98.9

	2003
	…  
	 … 
	…
	93.8

	2002
	20.1
	57.2
	100.0
	67.2

	2001
	6.7
	57.8
	99.9
	…

	2000
	1.7
	48.0
	75.5
	…

	1999
	 … 
	52.2
	33.1
	…


From the table above, the performance in dispositions of assets varies across AMCs. Danaharta was able to dispose all of its NPLs by 2002 while IBRA managed to do so for about 20% of the acquired NLPs. By 2004, KAMCO and TAMC were able to disposed 72% and 99% of the NPLs respectively.  KAMCO and Danaharta began disposing their NPLs earlier and by the end of 1999, they managed to dispose 52% and 33% of their NPLs respectively, contrary to TAMC that started to dispose in 2002.

4.4.4 In the dispositions of assets, besides the amount disposed by AMCs, the recovery rate is another factor that will determine the performance of the disposition of assets. Table 4.4 and 4.5  below show the the performance of AMCs with respect to the recovery of NPLs. 

Table 4.4: Disposition and recovery of asset transferred cumulative as of 31 December 2002
	
	
	CN
	ID
	JP
	KR
	MY
	TH

	Resolution
	301 bn
	…
	…
	65.0 trn
	52.5 bn
	293 bn

	% of asset transfer
	22
	…
	…
	58.8
	100
	40.82

	Recovery
	…
	…
	…
	…
	…
	…

	
	Total recovery
	101 bn
	134.9 trn
	5.99 trn
	30.3 trn
	29.7 bn
	…

	
	Total recovery rate(%)
	33.6
	34
	…
	47
	57
	…

	
	Total cash recovery
	67.5 bn
	102.6 trn
	5.99 trn
	26.5 trn
	14.6 bn
	0.6 bn

	
	Cash recovery rate(%)
	22.4
	25.9
	na
	41.4
	27.8
	0.2

	
	Total target recovery
	na
	…
	…
	42 trn
	30.2 bn
	…

	
	% of asset transfer
	30
	…
	80
	42
	57
	47


Table: 4.5: Cash Recovery of AMCs

	AMC in the region
	Cash Recovery (over face value of assets transferred)
	Cash Recovery (over amount of disposed assets)

	IBRA
	31.4
	44.6

	DANAHARTA
	34.1
	58.7

	KAMCO
	29.2
	47.4

	TAMC
	1.81
	2.46


From the tables above, the percentage of recovery to asset transferred ranges from 30% (China) to 80% (Japan). While it was expected for ASEAN countries to recover 20% to 50% of book value, Korea, Malaysia and Thailand had shown performances at the higher end of the range. In term of cash recovery, TAMC’s cash recovery is about 2% while that of IBRA, DANAHARTA and KAMCO are about 30%. This may be due to the fact that TAMC’s restructuring of assets is 64% while IBRA, DANAHARTA and KAMCO are 25%, 54% and 48% respectively.

4.5 Issues and Challenges
4.5.1 Effective governance mechanism and professionalism are vital in ensuring the success of AMCs. As AMCs should have independence and freedom from political interference, the members of the board would be an indication of the willingness of government in solving NPLs problems. The choice of members of board of directors is crucial in an attempt for the AMCs to operate independently and efficiently. It is equally important that AMCs are staffed with skilled professionals that have vast experience and skills in managing impaired assets. With effective incentives and schemes that are tied to performance, speedy resolutions can be assured.     
4.5.2 Most of the NPLs transferred have been non-performing for an extended time, thus banks have been carrying this unrecognized losses. In general, fair value approaches carry less moral hazard risk and fiscal burdens for taxpayers, if sufficient political backing is in place to effect speedy stripping out of NPLs. The potential trade-off between speed and fair value may hinder the efficient transfer of loans. Therefore, government pressure is often applied to banks to speed up NPL stripping-out to the AMCs. At the same time, certain profit/loss-sharing or option schemes between AMCs and the selling financial institution need to be arranged to alleviate voluntary participations of banks.
4.5.3 Besides the approach of loans disposal and corporate restructuring that are used by AMCs, asset securitisation has not been widely used. The use of this approach, which is backed by a pool of assets, not only could attract a broader investors base but also has a potential in reducing the administrative costs for AMCs. Promotion of asset securitisation is perhaps timely to prepare for future NPLs problems. From a wider perspective, securitization strategies would also contribute to the depth of nation’s capital market that in turn reduces East Asian dependency on banking institutions as highlighted in Section 1.

5. RECOMMENDATIONS

5.1 Preceding analysis describe the status of banking system in East Asia vis-a-vis the operation of AMCs in the region. It is significantly obvious that the efficiency and stability of region’s banking system is central to the development of East Asian economies. With banks dominating the intermediation process, healthy banking industry is critical for progress of real activities.  Formulations of effective macro and micro policies that ensure efficiency and stability banking sector form critical agenda for policy makers. Establishment of AMCs as means to restore banking operations is appropriate particularly with the occurence of nation-wide systematic banking crisis. Despite of being costly to national budget, AMCs’ operations are able to salvage nation’s banking system and allow major services of banks to resume. This, however, requires properly set institutional arrangement and environment that would allow AMCs to be able to deliver their services effectively. The following are recommendations deduced from the study:

5.1.1 Financial structure and system-related parameters. The over-reliance of East Asian economies on banking firms as major intermediation agents contribute toward the worsening of the crisis. Despite its special role in the economy, banks are subject to greater risk of systematic crisis that easily erode large portion of the nation’s wealth. Disturbance originated from real sectors will be transmitted into bank balance sheets and the health of the economy through banks borrowers and depositors. A  balance East Asian financial structure calls for the development of efficient capital market. This will lessen the risk of over concentrating on banking firms. In terms of system-related parameters, banking system of East Asia requires a more effective environment that churns best practices among bankers. The role and interference of government in banking decisions should be lessens. Promotions of healthy competitive environment and regulatory frameworks are vital for the health of banking system.

5.1.2 Adoption of international standards and best practices. Efforts to improve the quality of banking assets in the region should focus more on the preventive apart from pathalogical measures. A step towards this, is a prudent banking practice at the early stage of assessing a loan application. As channeling of funds to the priority sectors are sometimes politically inclined and somewhat unavoidable, banks in the region cannot compromised on basic approving standards. Viability of loans must be the most important criteria when granting financial assistance. This can be made possible by adopting standard international procedures and best practices which include the adoption of credit scoring system. While quantitative analysis may influence the forecasted viability of loans, qualitative criteria must not be ignorned. Financial institution must concentrate on efforts to reduce the adverse selection and moral hazard problems when deciding loan approval. International practices on single borrowing limit and gearing position of borrowers must be followed as this will have a direct effect on future loan quality.

5.1.3 Banking surveillance mechanism. A standard benchmark on practices of financial institution to identify, classify and actions taken in the managing of impaired assets must be developed, adopted and enforced by countries in the region. Early surveillance mechanism to detect loan quality detererioration and a forward approach in accounting for losses can be formulated from a credible credit scoring system adopted. Continuos monitoring of performance of banking system particularly lending operations ensures early detection of worsening banking firms. The benchmark should take into account the political aspirations of developing priority sector within member countries.  Adopting international practices as instituted by the IMF wholesale may prove to be disastrous as social pressures are different between countries in the west and East Asia.   

5.1.4 Disclosure of NPLs. The status of NPLs held by the banking system must be made public whether or not there is crisis . Public disclosure on NPLs was virtually nonexistent for most Asian countries before early 1990s. As there was limited information on banks’ asset quality available for the public, combined with the fact that there were no major bank failures until the mid 1990’s, the sense of how bad banks asset quality was not cultivated at the time. Thus, the authorities needed to put priority on disclosure of this information and therefore preventing a panic in the market later on. How much disclosure should be made and how quickly the scope of the disclosure should be expanded should also be discussed. If the size of NPLs increasing, measures should be taken promptly so that banks would be provisioned sufficiently.

5.1.5 Regulatory framework and accountability. While the setting up of AMCs does show improvement in the quality of impaired assets, not tightening the rules for weak financial institution may be hazardous to the economy. Moral hazard incentives among financial institutions, may leave international best practices unobserved. Banks must be made accountable for the erosion of asset quality and hence the need to vigilently measure the performance of banks across the region. Otherwise face the risk of being a candidate for mergers and acquisition or even revoking of license of doing business. While business cycle and banking prudence can be strong reasons for loans being impaired, the regulatory framework within economies is even more important. Time and cost to resolve conflict  and  to enforce a contract must  be treated as important among countries. Giving banks the authority to resolve problems outside the formal structure such as in the courts will help speed up problems. Countries must consider training more legal personnel on top of educating the societies on entreprenuenial skills.

5.1.6 The role of government and participation of professionals. The AMCs  reviewed in this study showed that some have suffered from a number of weaknesses which are related to their institutional arrangements.  These institutional weaknesses tend to interfere with an AMC’s ability to operate in a successful and timely manner.  In order to facilitate and expedite the asset management process, the government has an important role to play in minimizing political interference by increasing the involvement of the private sector.  In this context, it is critical that the AMCs are manage profesionally with greater participation of professionals sourced from the oprivate sector.  Properly planned governance and organizational frameworks have the advantage of attracting and retaining the best expertise to carry out the asset management and or disposition tasks of AMCs.  For instance, KAMCO’s initiative to include joint-venture partners in its asset management process has proven to be successful.  

5.1.7 Official mandates and operational features. In order to  achieve the goals for which AMCs were established, their operating policies and procedures must be consistent with their stipulated official mandates.   Unfortunately, in practice, the scope of operation of AMCs in a number of instances such as IBRA and TAMC have somehow diverged from their original  mandates.  This in turn, partially contribute to a slower asset resolution progress in these AMCs. The divergence may be partly due to the changing institutional capacity of the country over time.  For instance, in order to avoid a budget hit, IBRA started to sell unstructured loans in 2002 although its original mandate was restructuring.  As such, the task of specifying an appropriate mandate for an AMC must be viewed with caution.  In addition to being well defined, where possible, the specification of the mandates must also take into consideration the institutional capacity of a particular country given the fact that there is a high degree of uncertainty in the recovery process.  
5.1.8 Financing of AMCs.  An important element that ensures the success of AMC is its financing. The fact that AMCs deal with impaired assets of banks balance sheets forms serious hurdle toward private-sector financing. It is well-accepted that bank loans as a whole is hard to be priced by market mechanism. Thus, purchasing and disposing of impaired private loans is prone to losses. On this ground, it is imperative to consider public funding as main source of financing for AMCs. Since direct allocation through public budget would be very costly, it is best for AMCs to issue bonds for financing their activities. AMCs in Korea (95%), Malaysia (67%) and Thailand (99%) used significant amount of bonds to finance their operations.  AMCs bonds backed by government guarantee not only serve to attract funds but also fulfills liquidity needs of banks. In addition, issuance of government-backed bonds also has the potential to contribute to the depth of nation’s capital market. 
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�  Italics are quoted from Levine (1997, pp. 695).


 


�  Korea setup the Corporate Restructuring Coordination Committee in 1997 and later KAMCO, Thailand setup Financial Sector Restructuring Agency and Asset Management Corporation in 1997. Malaysia established Corporate debt restructuring Committee in 1998. Indonesia setup the Indonesia Bank Restructuring Agency in 1998.


� Definition of provisioning according to 1993 International Standard are; Sub-standard: Full repayment is in doubt due to inadequate protection and/or interest or principal or both are more than 90 days overdue. These assets show underlying, well-defined weaknesses that could lead to probable loss if not corrected and thus risk becoming impaired assets.


Doubtful  : Assets for which collection/liquidation in full is determined by bank management to be improbable due to current conditions and/or interest or principal are both are overdue more than 120 days. Assets are impaired but not yet a total loss because pending factors may strengthen the assets’ quality (merger, new financing or capital injection)


Loss : Assets are virtually uncollectible and/or interest or principal or both are overdue more than one year.
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