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After the economic crisis broke in 1997, Korea undertook a refonn 0 f the corporate

bankruptcy system in 1998-9.8.1 These refonns were not sweeping but piecemeal,

maintaining the existing legal framework intact. What, if anything, did the refonns of 1998-

9 achieve? Two years after the 1998-9 refonns, debate on refonning the corporate

bankruptcy system continued and by the end of 2001, another round of bankruptcy refonn

was still pending. What weaknesses did the bankruptcy laws and procedures have to

prompt another round of refonn?

In addressing these issues, we focus on whether rehabilitation procedures targeted



the right finns. Rehabilitation programs should target firms that go bankrupt because of

temporary bad luck, but which have a high potential for recovery. If firms do not meet this

criterion, then rehabilitation programs are doomed to failure from the start. Another related

issue is the timing of filing for bankruptcy procedures. If ailing finns file for bankruptcy

procedures too late, prospects for recovery are damaged.

In order to assess the effectiveness of bankruptcy procedures, we look at fi.rm-level

data on productivity, a major indicator of corporate performance (see Chapter Four). The

information on corporate bankruptcy was gathered from such sources as the Courts,

Financial Supervisory Service and the Bank of Korea. We analyze both the cross-sectional

distribution of corporate bankruptcy and the time series of ailing finn' s productivity before

and after bankruptcy, using data on externally audited firmS.8
.
2 We also compare the

productivity distribution of ailing firms for different rehabilitation procedures with an eye

on the changes in laws and procedures introduced in 1998 and 1999.

This paper will not elaborate on the workout program, the informal out-of-court

bankruptcy process introduced after the crisis; that program is examined in detail by Kyung

Suh Park in Chapter Seven. However, it must be emphasized that the formal in-court

bankruptcy process would work better if informal out-of-court processes work efficiently,

and vice versa. It is especially the case where, as in Korea, the scale and scope of corporate

insolvency reaches levels that pose systemic risks.

Section 1 explains recent developments in the court corporate bankruptcy system.

Section 2 shows the empirical relationship between chaebol restructuring and the corporate

bankruptcy process from 1997 to 1999. Section 3 evaluates the effects of the 1998-9



refonns of the corporate bankruptcy system. The conclusion provides an evaluation of the

1998-9 reform effort and discusses the agenda for future reforms .

1. Recent Developments in the Corporate Bankruptcy System

Before the economic crisis of 1997, most ailing firms did not use the bankruptcy

procedures overseen by the courts. The debt of bankrupt finns was usually collected on an

individual basis under the Civil Procedure Act. Most assets of the bankrupt firms were

already subject to mortgage or to security and little was left for unsecured creditors.

Additional procedures for the collection ofdebt \\ere not needed.

Although most bankrupt firms were effectively liquidated on a non-judicial basis,

some bankrupt firms were periodically bailed out by the government through various

"rationalization" measures; for example, such measures were undertaken in the mid-1980s.

These measures also undercut the use of fonnal bankruptcy procedures.

One technical hurdle to the use of judicial bankruptcy procedures was the Act on

Special Measures for Unpaid Loans of Financial Institutions. The Act gave the Korea Asset

Management Corporation (KAMCO) the authority to hold auctions of the assets of

bankrupt firms before court procedures began. It stopped the Corporate Reorganization Act

from operating in practice since the auction of assets by KAMCO effectively preempted the

corporate reorganization process. In 1990, the Constitutioml Court declared this provision

unconstitutional, paving the way for the wider use ofjudicial bankruptcy procedures.

By enacting the Rule on Corporate Reorganization Procedure in 1992, the Supreme

Court began to move in the direction of improving judicial bankruptcy procedures. Among



other things, the new rule established the conditions for the initiation of corporate

reorganization proceedings. These included high social value, financial distress and

possibility of rehabilitation; interestingly, economic efficiency was not a requirement for

corporate reorganization.

Several episodes of abuse of the corporate reorganization procedure by the

controlling shareholders of ailing firms led the Supreme Court to amend the 1992 Rule in

1996. In particular, the court argued that the shares ofcontrolling shareholders responsible

for a firm' s failure should be wiped out. This revision produced an unanticipated outcome:

the owners of ailing firms looked for other possibilities that would allow them to maintain

their control. They found such an alternative in the composition procedure. The

composition procedure was originally designed for small and medium-sized firms with

simple capital structures, but there was no explicit limit on firm size until the law was

revised in 1998. Composition required advance agreement with creditors before the court

officially considered an application. A court-provided stay under the composition

procedure applied only to unsecured creditors; secured loans could be collected. But what

made the composition procedure popular was the fact that existing management maintained

control.

Table 8.1 shows the resulting flight to the composition procedure. Filings for

composition exploded from nine cases in 1996, to 322 cases in 1997, to 728 cases in 1998.

In the first three quarters of 1997, before the onset of the crisis, many large firms facing

bankruptcy sought to file for the composition procedure. Among these firms, the case of

Kia Motors deserves special mention since it played an important role in the unfolding of



the crisis in mid-1997. The debtor and the creditors initially wanted to apply for different

procedures: Kia initially filed for composition, but shortly thereafter creditors chose to file

for corporate reorganization. When both procedures are filed in this way, the filing for

corporate reorganization overrides the one for composition. In the end, the court accepted

Kia Motors into corporate reorganization, but the uncertainty and delay in dealing with

ailing firms such as Kia clearly added to the uncertainty in the economy before the crisis

broke out.

!fTable 8.1 here!!

The economic crisis of 1997 put tre existing corporate bankruptcy system, both

judicial and non-judicial under great strain The number and scale of bankruptcies soared.

Table &1 shows that the filings for judicial bankruptcy procedures rose dramatically in

1997. This internal pressure on the system was a driving force for the changes in laws and

procedures that followed in 1998 and 1999, although the IMF and the IBRD also demanded

an improvement in the corporate bankruptcy system as a condition for the bailout

package. 8.3

The revision of 1998 represented the most substantial change in the system since the

enactment of the corporate bankruptcy laws in 1962. But pressed for time in the wake of

crisis, the government did not succeed in initiating a fully comprehensive revisiol1 which

accounts for the second round ofreform in 1999.

Through these two revisions, the role of the courts in the corporate bankruptcy

process increased significantly; if it were not for the workout procedure introduced as an

"out-of-court" settlement process in 1998, the role of the courts would have even been



larger. In this process, the relative weight of court settlement and out-of-court settlement

and the optimal size of firms participating in court settlement remain among the most

important issues for future reform. This is especially the case given that the delayed process

of financial sector restructuring is likely to put the out-of-court procedure under the

influence of the government, the controlling shareholder of several major banks (see

Chapter Seven).

To improve the court settlement process, the 1998 revision introduced new

provisions into the bankruptcy laws while maintaining the existing framework. 8.4 Most

importantly, the new law introduced an economic efficiency criterion to qualify for judicial

bankruptcy procedures instead of one based on high social value and prospects for

rehabilitation A comparison of the value of a distressed firm as a going-concern with its

liquidation value is now required for the initiation of all judicial bankruptcy proceedings.

Another important change was to speed up proceedings. Time limits were introduced for

the critical steps in the proceedings such as the decision on stay, the report of debts and

equities, the approval ofreorganization plan, and other steps.

To indlCe a more active role for the creditors, the reform also established a

creditors' conference. To enhance the capacity of the court to deal with bankruptcy cases,

the court receivership committee was introduced as a special advisor on the critical steps in

the proceedings. The process of wiping out the shares of controlling shareholders was also

strengthened and made more transparent.

To prevent the abuse of the composition procedure, some critical changes were also

made to the Composition Act. Large firms wth complicated capital structures were not



allowed to enter composition. Table 8.1 shows the impact of this change: the number of

composition filings decreased sharply from 728 in 1998 to 140 in 1999.8.
5

Despite these changes, the 1998 revision left room for further reform. 8.6 To some

extent, in fact, the 1999 revision filled the gap between initial reform proposals and what

was finally passed in the 1998 revision. 8
.
7 In the 1999 revision process there was initially

debate on the inclusion of an automatic stay in the new law. Under an automatic stay, the

debtors' assets are automatically protected on filing from the creditors' rush to secure their

claims. The pros and cons of the automatic stay were both strong. The final compromise of

sped up the initiation ofthe proceedings to within one month ofthe filing.

Automatic stay can contribute to the rehabilitation of ailing firms after bankruptcy.

On the other hand, the debtor might use the court to avoid a formal default and thereby

evade criminal punishment under the Illegal Check Control Act. According to the Illegal

Check Control Act, the managers or owners of ailing firms who issued bad checks are

criminally liable. This was developed to overcome the informational asymmetry between

the debtor and the creditors. Dealing with highly unreliable accounting information,

creditors would be much less willing to lend money to debtors without such recourse. The

debtors are in effect forced to make a credible commitment to repayment by risking

incarceration in case ofdefault.

The new revision also facilitated an efficient transition between corporate

reorganization and liquidation. After the initiation decision, the court must compare the

going-concern value of the firm with its liquidation value. If the liquidation value turns out

to be larger than the going-concern value, the court must declare the liquidation of the



finn. 8
.
8 Donga Construction was the first large finn to go down this path; the company was

liquidated in early 2001.8
.
9 This change could be regarded as one that contributes to an

efficient working ofthe market mechanism.8.10

2. Corporate Bankruptcy and Chaebol Restructuring

If we look at the size distribution of finns in the economy over the 1990s, the shape of the

distribution gets more skewed to the left over time: the number of very large finns - those

with assets over a trillion won - grows, but overall, we firId relatively more small-sized

finns over time (Lim 2001). The crisis of 1997-98 had a more serious impact on these small

firms.

Table 8.2 shows the portion of insolvent firms belonging to the chaebol category

from 1997 to 1999.8
.
11 The table shows the relative share of solvent and insolvent firms,

weighted by the size of assets. The insolvent firms in a given year include only those which

went bankrupt in that year for the first time, and do not include those which went bankrupt

in other years; hence, the table tells us the incidence of new bankruptcies in the various

chaebol categories. "Solvent finns" are those which have not gone bankrupt in any year

from 1997 to 1999.

/fTable 8.2 here//

Of the top 30 chaebols which went bankrupt, most did so in 1997; the scale of

bankruptcy decreases over time. The other chaebol categories behave more or less like the

top 30.8
.
12 On the other hand, independent8

.
13 finns show their highest incidence of

bankruptcy in 1999.



Once finns go banlcrupt, they can enter into either court or out-of-court

administered settlements, including corporate reorganization, composition, or workout. But

not all finns undergo these rehabilitation programs; some simply remain banlcrupt for a

prolonged period of time. Most credit is shut off for these finns, and transactions thus take

place in cash

Table 8.3 shows the relative share of different types of settlement for new chaebol

banlcruptcies from 1997 to 1999. The finns that went banlcrupt in 1997 show a clear pattern.

For the top 30 chaebols, the majority (94 percent in terms of asset size) entered into the

corporate reorganization procedure whereas only a fraction (6 percent in terms of asset

size) went into the composition procedure. On the other hand, quite a significant proportion

of small-sized chaebols entered into the composition program. A substantial rortion of the

independent finns (and a less substantial portion of sma 11- sized chaebols) did not qualify

for any rehabilitation program after bankruptcy.

IITab1e 8.3 herell

In 1998, the government introduced an out-of-court workout procedure. Table 8.5

shows that, for large-sized chaebols, the workout program was the main form of settlement.

Even for independent finns, the workout program played an important role. By 1999, the

role of the workout program had gotten much bigger, and most of the new banlcruptcies (in

terms ofasset size) were handled by dis out-of-court procedure.

Figures 8.1 - 8.3 show the size distribution of the year banlcruptcy cohorts and how

that distribution has evolved over time. By focusing on the year cohorts, we can control for

various year-specific effects and single out the relationship between the various



rehabilitation settlements and the size factor over time. In the figures, we put together the

size distribution of the top 30 chaebols as a reference point.

I/Figure 8.1,8.2 and 8.3 herell

In 1997, the size distributions of the two types of court settlement cases are close to

each other, although the size of firms undergoing corporate reorganization is a bit larger

than those undergoing composition. This pattern changed in 1998 and 1999; the size of

firms undergoing corporate reorganization became much bigger than those in composition.

The changes in laws and procedures in 1998 and 1999 had a clear effect on the size

distribution of court settlement cases. In the first year of the workout procedure, firms in

that process were a bit smaller than those in corporate reorganization In the second year,

however, the size of workout firms gets much bigger than those in corporate reorganization.

This fact documents clearly that the workout program was used as an out-of-court

bankruptcy mechanism for large chaebols.

3. The 1998-9 Reforms and the Performance of the Corporate Bankruptcy System

Firms go bankrupt because they cannot pay their debts. From the perspective of designing a

corporate bankruptcy system, one of the important issues is how to tell (or to elicit

information on) whether the financial distress of the insolvent firm is temporary or

persistent. One way to resolve this issue empirically is to analyze the productivity of

insolvent firms. We construct total factor productivity measures for the firms in our data set

and analyze them to evaluate the performance of the corporate bankruptcy system in place

after the economic crisis. We analyze both the cross-sectional distribution of corporate



bankruptcy and the time series of ailing firm's productivity before and after bankruptcy. We

also compare the productivity distribution of ailing firms for different rehabilitation

procedures with an eye on the changes in laws and procedures introduced in 1998 and 1999.

A. Industry Distribution ofCorporate Bankruptcy

Table 8.5 shows that the incidence of corporate bankruptcy is not evenly distributed

across industries.8
.
14 Instead, it is clustered in some industries, such as extiles, apparel,

footwear, motor vehicles manufacturing, furniture, construction and oooiesale trade, many

of whichare structurally depressed. This suggests that many bankruptcies that followed the

economic crisis were not cases oftemporary bad luck. Rather, many firms went bankrupt

because ofpersistent and industry-SPeCific di:ffi.culties.

/ffable 8.5 here//

If this is the case, then the rehabilitation mechanisms applied to such firms are most

likely doomed to failure from the start. Rehabilitation must target firms that go bankrupt

because of temporary bad luck but that have high potential for recovery. In the case of

ailing firms in structurally depressed industries, rehabilitation is targeting firms that do not

have the potential for recovery. Other policies that help firms reallocate resources would be

more appropriate. For example, ins tead of giving ailing firms in structurally depressed

industries a second chance, policies are needed for removing exit barriers and inducing the

re-allocation of capital and labor to growing sectors. Theoretically, this consideration

should be captured by the economic efficiency test for rehabilitation programs. However, it

is not easy to make this stipulation operational. The economic efficiency test inevitably



compares the liquidation value with the going-concern value in a myopic way. Therefore,

the administration should cooperate closely with the court in designing better mechanisms

for dealing with this class ofailing :finns.

B. The 1998-99 Reforms and the Relative Performance ofDifferent Procedures

Figures 8.4 - 8.6 show the productivity distribution of newly insolvent firms by

bankruptcy procedure for each year from 1997 to 1999; again the insolvent firms in a given

year include only the ones that go bankrupt in that year for the first time and do not include

the ones that went bankrupt in other years. In the figures, we put together the productivity

distribution ofsolvent firms as a reference point.

I/Figure 8.4,8.5 and 8.6 herell

Ailing firms have the freedom to choose between the two court procedures.

Changes in the provisions governing them thus have an effect on ailing firms' choice;

changes in laws and procedures lead to changes in the incentives facing newly insolvent

firms.

With the changes of the laws and procedures in 1998 and 1999, some restrictions

were put on the composition procedure to prevent its abuse, including limits on firm size:

as mentioned above, large firms with complicated capital structures were not allowed to

enter composition. These changes, together with the ones in corporate reorganization

procedure, have a significant effect on the outcome of the two court procedures. In 1997

and 1998, the productivity of the firms in composition was higher than those in corporate

reorganization, whereas, in 1999, the opposite was the case.



The bankruptcy procedures are basically a structured bargaining game among

interested parties; the court mainly oversees the process according to predetermined rules.

The outcome of this bargaining game sometimes depends on these rules in very subtle ways.

This is particularly so when the legal infrastructure in the area of corporate governance is

lacking. Under these circumstances, giving ailing firms the freedom to choose between

bankruptcy procedures often leads to unexpected outcomes; each procedure does not select

the right firms in equilibrium. In other words, the bargaining game produces an unwanted

pooling equilibrium instead of the separating equilibrium that is sought. Some restrictions

are needed on the ailing :fimi s freedom to choose between bankruptcy procedures even if it

does not produce a first-best outcome.

The 1999 workout cohort needs special mention, because productivity was

distributed in a quite dispersed manner. We could interpret this observation as meaning that

some portion of the se firms were financially distressed because of temporary bad luck.

Unlike other bankruptcy cohorts, they might have suffered from the crisis but not from

persistent difficulties. More importantly, it also tells us that the 1999 workout cohort was

selected not purely on the basis of economic efficiency test. Other political or social factors

were possibly at work; in fact, this is one of the most important criticisms for the workout

program (see Chapter Seven).

C. The Performance ofInsolvent Firms Before and After Bankruptcy

Figures 8.7 and 8.8 show that the 1997 and 1998 bankruptcy cohorts suffered not

simply from the crisis but from persistent difficulties. Several years before they went



bankrupt and were accepted into one of the rehabilitation programs, their productivity was

lower than solvent firms. As with the depressed industry cases, rehabilitation mechanisms

applied to such firms are most likely doomed to failure from the start. Again, rehabilitation

must target firms that go bankrupt because of temporary bad luck but that have high

potential fur recovery.

I/Figure 8.7 and 8.8 herell

Having said this, the reforms in 1998 appear to affected the choices of target firms.

Remember that one of the important changes in the 1998 revision was the introduction of

the economic efficiency criterion. Now, the court compares the going-concern value of the

firm with its liquidation value for the initiation of judicial bankruptcy proceedings. Figures

8.7 and 8.8 show that the 1998 bankruptcy cohorts suffered less from persistent difficulties

than the 1997 cohort. Figures 8.9 and 8.10 show that the productivity of these insolvent

firms was lower than that of solvent firms several years after the start of the rehabilitation

program. Moreover, the gap continues to widen.

I/Figure 8.9 and 8.10 herell

There are two possible ways of interpreting this observation. One interpretation is

that the 1997 and 1998 bankruptcy cohorts suffered from firm.specific and persistent

shocks. This would imply that the rehabilitation mechanisms put in place after the

economic crisis targeted firms that did not have the potential for recovery. The other

interpretation is that the rehabilitation programs were not well designed, regardless of

whether the rehabilitation mechanisms targeted the right firms. For instance, the court­

administered procedure was biased against the controlling shareholders of ailing firms



because of their exploitation of the bankruptcy system in the past. In many cases, however,

the owners-cum- management are best suited to the task of rehabilitating ailing firms, both

in terms of incentives and information. If retaining previous owner- managers seems to be a

bad idea, the court should consider aligning the incentives of post-bankruptcy management

with firm value maximization by giving the court-appointed manager a stock option or

expediting the sale of the company to new private management. If we accept the hypothesis

that the 1998 revision had some positive effect on the choices of target firms, then the

second interpretation is also somewhat persuasive for the 1998 bankruptcy cohorts; and

there is still much to be desired in the design ofKorea' s rehabilitation programs.

D. A Formal Statistical Test

The discussion so far has shown that insolvent firms are less productive than solvent

firms not just at the time of entering into the bankruptcy procedures, but both before and

after bankruptcy as well. This hypothesis can be tested statistically. Tables 8.5 - 8.7 show

regressions of productivity on a set of year dummies (not reported) and a dummy variable

denoting the 1997 or 1998 bankruptcy cohort interacted with year dummies. Only the

particular cohort and the group of solvent firms are included in the sample of each

regression. The reported coefficients thus indicate the average productivity differential

between the 1997 or 1998 cohort and the group ofsolvent firms.

/ffable 8.5, 8.6 and 8.7 here//

Table 8.5 shows that for the 1997 (corporate reorganization or composition) cohort,

the coefficients reported are negative from 1993 to 2000, and significant from 1995 to 2000.



Table 8.6 shows a similar result for the 1998 (corporate reorganization or composition)

cohort: the coefficients reported are negative from 1993 to 2000, and significant from 1997

to 2000. Table 8.7 shows the result of a similar statistical test for tre 1998 workout cohort.

The coefficients reported are negative from 1993 to 2000 but significant only for 1998 and

2000.

These statistical results are compatible with the observation; based on the

productivity distributions. First, the 1997 and 1998 bankruptcy cohorts suffered not simply

from the crisis but from persistent difficulties. Several years before they went bankrupt and

were accepted into one of the rehabilitation programs, their productivity was lower than

solvent firms. Second, the 1998 bankruptcy cohorts suffered less from persistent difficulties

compared to the case of the 1997 bankruptcy cohorts. Remember we interpreted this result

as implying that the 1998 revision had a positive effect on the choice of the target firms for

rehabilitation procedures. Third, several years after the start of the rehabilitation program,

the productivity ofthese insolvent:finns is still lower than that ofsolvent :finns .

Table 8.8 and Table 8.9 report the regression results using the pooled 1993-2000

data. In Table 8.8, the measured firm productivity is regressed on a set of dummy variables

indicating whether the firm is a member of the composition, corporate reorganization, or

workout group, as well as year dummies (not reported). The estimated coefficients can be

interpreted as the average productivity differential between each group of firms and the

solvent firms that are assumed to be common across years. 8.15 The table shows that the

productivity differential between each group of firms and the solvent firms is statistically

significant



/ITable 8.8 and 8.9 here//

Table 8.9 tests the null hypothesis that there is no productivity difference between

the composition, corporate reorganization, and workout groups. The productivity of the

workout group is higher than that of the composition or corporate reorganization groups.

The comparison between the composition and corporate reorganization groups produces a

less statistically significant result. Using the pooled 1993-2000 data, the productivity of the

composition group is slightly higher than that ofthe corporate reorganization group.

The statistical results in Tables 8.8 and Table 8.9 are again compatible with the

observatioIE based on the productivity distributions. Several years before and after they

went bankrupt and were accepted into one of the rehabilitation programs, the productivity

of these firms was lower than solvent firms. This is more so for the case of corporate

reorganization or composition than for the case ofworkout.

4. Concluding Remarks: Evaluation ofthe 1998-9 Reforms and the Agenda for Future

Refonns

This paper uses firm-level data to show that a significant portion of ailing firms suffered

not simply from the crisis but from persistent difficulties. Several years before they went

bankrupt and were accepted into one of the rehabilitation programs, the productivity of

these firms was already lower than solvent firms' . Additional evidence that ailing firms

suffered not simply from the crisis but from persistent and industry-specific shocks is the

fact that corporate bankruptcy was not evenly distributed across industries. Instead, it was

clustered in some structurally depressed industries such as textiles, construction and



wholesale trade. Rehabilitation procedures applied to such firms are most likely doomed to

failure from the start. Indeed, ve provide evidence that the productivity of the se firms

remained lower than that of solvent firms for several years after the start of the program and

that the gap continues to widen. In general, rehabilitation procedures in place after the crisis

did not target the right firms. Rehabilitation must target firms that go bankrupt because of

temponuy bad luck but that have high potential for recovery.

The analysis also shows that the 1998-9 reforms in the corporate bankruptcy system

governing in-court settlements had some positive effects on the way the government dealt

with ailing firms. 0 ne of the most important changes was the shift in criteria for target

firms of rehabilitation programs from high social ~lue to economic efficiency. The court

now compares the value of firms as going-concerns with their liquidation value for the

initiation ofjudicial bankruptcy proceedings. The statistical analysis shows that this reform

had some positive effect on the com's choosing the right target firms for rehabilitation

programs. We then discuss evidence that the productivity of the bankruptcy cohorts even

after this reform remained lower than that of solvent firms for several years after the start of

the program We interpret this as implying that the rehabilitation programs were not well

designed to induce the recovery oftarget firms.

This paper also documents that the workout program was used as an out-of-court

bankruptcy mechanism for large chaebols after the crisis, and provides indirect evidence

that the workout program did not select target firms purely on the basis of an economic

efficiency test. Other political or social factors were possibly at work, which was one of the

criticisms for the wolkout program.



While the corporate bankruptcy system in Korea made progress through the reforms

of 1998-9, there is still much to be desired. First, for the case of ailing firms in structurally

depressed industries, other policies are needed to help firms reallocate resources. Instead of

giving a second chance to such ailing firms, some policy is needed for removing exit

barriers in these industries. The administration should cooperate closely with the courts in

designing better mechanisms for dealing with ailing finns.

Second, a consolidation among different bankruptcy procedures is needed. The

1999 reVISIon achieved some improvement in the transition between corporate

reorganization and liquidation. This should be pushed further to link all the different

bankruptcy procedures. The unified code of corporate bankruptcy is one form of

consolidation, although others may also be appropriate. Our analysis implies that we need

some restrictions on ailing firms' freedom to choose between different bankruptcy

procedures. With a weak legal infrastructure ailing firms' freedom to choose between

different bankruptcy procedures has led to sub optimal results.

Third, the relationship between the in-court and out-of-court bankruptcy procedures

must be improved. The optimal weight of in-court and out-of-court procedures necessarily

varies depending on the underlying economic situation and particularly the threat of

systemic risk. But the in-court process works better if the out-o:kourt process works

efficiently, and vice versa, and reform efforts must develop in tandem.

Lastly, rehabilitation programs must target the ailing firms with good prospects for

recovery in a timely fashion. According to the Illegal Check Control Act, the management

or owners of ailing firms are criminally liable for bad checks; note that this system was a



mechanism to get around the severe informational asymmetry between debtor and creditors.

Under these circumstances, the management of an ailing :firm has strong incentives to file

for bankruptcy procedures as late as possible, which ruins prospects for recovery. However,

to induce ailing firms to file for rehabilitation programs in a timely was is critical for

successful rehabilitation programs.
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Table 8.1 Bankruptcy Filings, 1995 -1999

Year
1995 1996 1997 1998 1999

Bankruptcy Procedure
Reorganization 79 52 132 148 37
Composition 13 9 322 728 140

Liquidation 12 18 38 467 733

Total 104 79 492 407 910..
Note: 1) Bankruptcy cases mclude both corporate and mdlVldual cases
Source: Supreme Court of Korea



Table 8.2

Insolvent Firms vs Solvent Firms by the Chaebol Category

(unit: trillion won, %)

Notes: 1) The frequencies are weighted by the asset size.
2) Author's calculation for alI the finns in the NICE data.
3) Numbers in parentheses denote the percentage.



Table 8.3
Insolvent Firms' Procedure by the Chaebol Category

Notes: 1) The frequencies are weighted by the asset size.
2) Author's calculation for all the finns in the NICE data.
3) Numbers in parentheses denote the percentage.

(unit: trillion won, %)



Table 8.4 Insolvent Firms vs Solvent Firms by Industry (1997-1999)

(Weighted by asset size, %)
Industry (the Korean Standard for Industrial Classification, 2 digits) Solvent Insolvent

Agncunure 'Jo.I'J j.lll
1'orestry IVV.VV v.vv
1'lshmg 'JO.IJ j./SI

Mmmg or coal, Crude Petroleum and Natural vas, Uraruum and Thonum Ores 97.65 :,u5
Manuracture or 1'000 t'roaucts ana !:leverages /Sv.vo I'J.'J'I
lVIa1ll)racture or !Oba<:<:()prQducts IVlJ,VV lJ..vv
Manuracture ol~exnles, bX~pt:St:wn wearmgapparel IL11 L/s;W

Manura~ture.Qr:sewn wearmg Apparel ana rurAmcles JL;L'I a.lo,
larnutlgang vre~smgor t,-eatner'lVIllDuraCtureor l,uggageand 1'ootwear /';).j';) L.4;~,;)

Manufacture ofWood and of Products ofWood and Cork, Except Furruture; Manufacture ofArticles ofStraw and Phutmg Materials 'J I.L'I 1l./0

lVIanuracrure or rUlp, t'aper ana raper t'roaucls llj.LI 10./j
t'uollsnmg, t'nmmg ana KeprOaUction or Kecoraea MeOla 'J/S.:>V I.:>V
Manuracture or COl<e, Ketmed petroleum t'roducts ana Nuclear 1'uel IVV.VV V.VV
Manuracture 01 Chemicals and Chemical Products 'Jv.11 'J.ll'J
Manuracture or Rubber and PlastiC Products 'Jll.j) 1.0)

Manuracture or vtner Non-metallic Mmeral t'roaucts 'JVOIV 'J.jV
Manuracture or tlaSlC Metals llLV'I Ill.'JO
Manurac.ture.otrabncatedMetaLProducts.hxceot Machmery and l'umlture 1I1.lJlI. III.'JL.
Manuracture or Viller MaCnmeryallOhqUipmem oLe jll:,!).
Manuracture 01 Computers and Urhce Machmery n.1I 7.89
Manutacture 01 Electncal Machmery and Apparatuses n.e.c. 'J6.27 3.73
Manmacture or blectroruc components, RaOlO, TeleVISion ana Commurucalton J:.qUlpment and Apparatuses ISL..';)j I/.'H
lYlalluractur~.OJ1\ eQ1<:al, neclslollano \.jptlcal mStruments, watcnes ana UOCKS 'J/s.jV .J·IV
Manuracture or 1\ otor· vemcles, "1rauersana :seDlltrallers 4/.j4 ,;)L..oo
Manuracture or t 'ther Transport hqutpment 'J 1.1 j /5.LI

Manufacture.of Furruture; Manufacturing or ArtiCles n.e;c; '/V..o';) L.'J;j5
Kecyclmg 'J)./SI '1.I'J
blectnclty, LIas, :steam ana t10t water :SUPPlY 'J'J.'JL V.VIS
Lleneral\",onsrrucnon O/S.L:> jL/';):
:speCial J raae cQnstructlon 'J)·99 '1.j'l
:Sale qlMOIor vemcles ana Motorcycles;Ketali :sate or Automollve ruel OJ./S4· jO.lo
wnOlesale 1raae ana .\",oillDllsslon traae, bxCept or MOlor vemcles ana MOlorcycles llVA';) j'J.))
ReiaiITrade, Except Motor Vehicles and Motorcycles ' 80.59 19.41
Land Transport; I ransport via t'lpeimes 'J'J.'JI V.V'J
Water 1 ransport 'J'JA'I V.';)O
Air transport IVV.VV V.VU
:supportmg ana AuxIliary transport ActiVIties; ACtiVIties or Travel AgenCies /5 .)/5 IL.'IL
Post and Telecommunications 99.47 0.53
Fmanclal InstitutIOns, Except Insurance and PensIOn Funding IVV.VV U.UU
Activities Auxiliary to Financial InteJmediation 100.00 0.00
Real hstate ActiVIties 'JI.IO. /S.. L.'1.

Rentmgor Macnmery and hqUlpment WIthout Uperator and oll'ersonal and Household liOOdsComputer and Related AchVltles Ij.IIS .l:O.ll.l:
Kesearcn ana uevelopment IUU.uu U.VU
t'roresslOnal, :SCience, ana IecnnolOgy :service 'J/5.L'I 1./0
Busmess Support Servtees IUU.UO 0.00
Publtc AOffilmstratlOn ana uerense; \",ompulsory :SOCial :secunty IVV.UU U.VV
boucallon 'J'I.Oj ).j I
t1uman t1ealth ana vetennary ActiVIties IUU.UU V.VV
:SOCial Worl< ActiVIties 'J'J.L.,;) VT,
Uther Recreational, Cultural and Sportmg ActiVIties 'J'I.jj 2.67
:sewage ana Keruse ulspa;al, :sanitatIOn ana :SImilar ACtlVltJeS /5j.l/5 10./SL
Memoersmp vrgamzatlons n.e.c. IVV.UU U.UU
vther :services Actlvllies 'JUA'J 'J.,;)I

Note. The shaded mdustrtes denote the ones m which bankrupt finns are clustered.
Author's own calculation foraB the finns in the NICE data



Table 8.5. Productivity Performance of the 1997 Cohort
(Finns undergoing Corporate Reorganization or Composition)

Independent Variables Dependent Variable

Dummy Variable Thmoting a Specific Productivity
Cohort Interacted with Year Dummies

1993
-0.0791634

(-1.35)

1994 -0.0854446
(-1.44)

1995
-0.1333633**

(-2.31)

1996 -0.1259469**
(-2.16)

1997
-0.2794071**

(-4.50)

1998 -0.2570166**
(-4.03)

1999 -0.1445766**
(-2.10)

2000 -0.1445766**
(-2.10)

Year Dummies Included Yes
Number ofObservations 37673

Notes: 1). Numbers ill the parenthesIs are t-values.
2) * significant at the 10% significance level

** significant at the 5% significance level



Table 8.6 Productivity Performance of the 1998 Cohort
(Finns undergoing COlporate Reorganization or Composition)

Independent Variables Dependent Variable

Dummy Variable IXnoting a Specific Productivity
Cohort Interacted with \ear Dummies

1993
-0.177146

(-0.50)

1994
-0.0489432

(-1.44)

1995
-0.0530042

(-1.59)

1996
-0.0032723

(-0.10)

1997
.{).0770928**

(-221)

1998
'{),3419695**

(-7.79)

1999 -0.170335**
(-3.72)

2000 '{).1921046**
(-4.01)

Year Dummies Included Yes
Number of Observations 38222

Notes: 1) Numbers In the parenthesIs are t-values.
2) * significant at the 10% significance level

** significant at the 5% significance level



Table 8.7 Productivity Performance of the 1998 Cohort
(Finns undergoing Workout)

Independent Variables Dependent Variable

Dtnnmy Variable Thnoting a Specific Productivity
Cohort Interacted with Year Dummies

1993
-0.0232298

(-0.43)

1994 -0.0256346
(-0.49)

1995
-0.0192325

(-0.37)

1996 -0.0148943
(-029)

1997 -0.0235884
(-0.45)

1998 .0.1613028**
(-3.13)

1999 -0.0333633
(-0.60)

2000 .0.01214934*
(-1.91)

Year Dtnnmies Included Yes
Number of Observation 37774

Notes: 1) Numbers In the parenthesIs are t-values.
2) * significant at the 10% significance level

** significant at the 5% significance level



Table 8.8 The Productivity Performance of the Bankruptcy Procedures

Independent Variables Dependent Variable

Dmnmy Variable Denoting Specific Productivity
Categories of Bankruptcy Proceedings

Corporate Reorganization
-0.0800824**

(-6.95)

Composition
-0.110235**

(-8.17)

Workout
-0.0356483**

(-2.10)

Year dummies Included Yes
Number of Observation 39787

Note: 1) Numbers In the parenthesIs are t-values.
2) * significant at the 10% significance level

** significant at the 5% significance level

Table 8.9 Comparing the Productivity Performance ofthe Bankruptcy Procedures

Null Hypotheses F-Statistics

Corporate Reorganization - Composition
2.96*

Composition Reorganization - Workout
4.77**

Composition - Workout
12.00**

Year Dummies Included Yes
Number of Observation 39787

Note. * SIgnificant at the 10% significance level
** significant at the 5% significance level
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Endnotes

8.1 When the financial crisis broke in 1997, Korea had a better system of corporate bankruptcy than Thailand

or Indonesia did. However, the inefficient corporate bankruptcy system of Korea was regarded as one factor

for the crisis, or at least making systemic risks larger than otherwise.

8.2 The Act on the External Audit of Stock Companies requires a firm with assets of 7 billion won or more to

issue audited financial statements. Firm productivity is estimated using the chained-multilateral index

approach. For details on this methodology, see Chapter Four and Good, Nadiri, and Sickles (1996).

8.3 Neither the Federation of Korean Industries nor other industry groups expressed opinions against the

government's reform proposals. The Federation of Korean Industries usually presents strong opinions about

issues that have negative effects on the business operation of firms , such as class action suit s.

8.4 The 1998 revision mainly focused on corporate reorganization. In 1998, the revision of the Composition

Act was made for the first time since 1962.

8.5 Table 8.1 also shows that the number of corporate reorganization filings decreased from 1998 to 1999. The

use ofthe out-of-court workout program for large ailing firms could explain this.

8.6 The revisions in the Composition Act and the Liquidation Act were made in early 2000.

8.7 The legal profession expressed some concerns about the instability that is caused by frequent revisions in

the bankruptcy laws.

8.8 Some people in the legal profession were against this change. They pointed out that it only interchanged

the order of the economic efficiency test and the initiation decision and that what follows after the initiation

decision could be meaningless and unstable due to the possibility of liquidation.

8.9 Liquidation Act was never applied to large firms since 1962.

8.10 According to the revised corporate reorganization procedure, the comparison of the liquidation value and

the going<:oncem value is made after the initiation decision, whereas the opposite was the case in the law



revised in 1998.

8.11 The chaebols are ranked by the relative asset size of2001.

8.12 The 31-60 largest chaebols show their highest incidence ofbankruptcy in 1998.

8.13 Small business groups also belong to this category.

8.14 The figures show the relative share of solvent and insolvent firms, weighted by the size of assets. Bankrupt

firms in a given year include only those that go bankrupt in that year for the first time. Hence, the figures tell

us the incidence ofnew bankruptcies. We define solvent firms as the ones that have not gone bankrupt in any

year from 1997 to 1999.

8.15 Here, the group of the bankrupt firms under no rehabilitation procedures is excluded from the sample in

the regression.


