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1. Introduction: Corporate Restructuring in a Transition Economy 
 

 The economic crisis of 1997 marked a watershed in the evolution of the South Korean 

economy, as it put into doubt the viability of the old system based on the public management of 

private risks.  Although Korea’s government-business risk partnership had contributed to rapid 

capital accumulation and impressive economic growth, the crisis made it clear that the old system, 

fraught with the risks of moral hazard and outright corruption, could not be sustained in a new 

economic environment characterized by liberalization and democratization. 1  The crisis also revealed 

the inadequacy of the existing institutional infrastructure that had failed to impose discipline on the 

corporate sector and had, in effect, impeded the orderly exit of nonviable  firms.  No effective 

market-oriented alternative had emerged to replace the state -led approach to corporate restructuring, 

the dominant feature of the industrial rationalization programs during the authoritarian era (1961 to 

1987). 

 As a result, in order to facilitate corporate restructuring in the post-crisis period, the 

institutional infrastructure formed around the government-business risk partnership had to be 

restructured as well.  In fact, in post-crisis South Korea, the term “corporate restructuring” is often 

used interchangeably with “structural reform in the corporate sector,” referring to wide-ranging 

institutional changes in corporate governance, corporate finance, market competition, and bankruptcy 

procedures.  Although this semantic confusion is unfortunate, it highlights a crucial fact: South 

Korean2 firms have to take on the challenge of changing their business structure while the institutions 

governing corporate restructuring are themselves being changed.  They do not have the luxury of a 

well-established institutional infrastructure that has been tested through time.   

 Moreover, this problem of transition is not just one of changing a few laws.  The role of the 

government in the economy is also being changed in a fundamental yet potentially problematic way.  

As the crisis of 1997 is widely blamed on the old government-business risk partnership, the 

                                                                 
1 For a historical analysis of Korea’s government-business risk partnership, see Wonhyuk Lim, The Origin and 
Evolution of the Korean Economic System (Seoul: Korea Development Institute, 2000). 
2 Henceforth in this article, Korea and Korean should be understood to refer to South Korea (the Republic of 
Korea) 
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government no longer has the mandate to “lead” the economy.  At the same time, with the de facto 

nationalization of many banks and other financial institutions in the wake of the crisis, the 

government ironically has more resources under its control than before.  If the government delays 

the privatization of these financial institutions and yet refuses to impose discipline on financially 

distressed firms, little progress will likely be made in corporate restructuring.  Worse, if the 

government bails out firms based on non-economic considerations, the reform program itself will lose 

its credibility. 

 As the controlling shareholder of the nationalized financial institutions, the government 

should ideally abide by economic principles and take proactive steps to sort out nonviable firms and 

quickly implement reforms designed to improve the operation of the market.  Unless pushed by the 

government to sort out nonviable firms according to economic principles, the managers of the 

nationalized financial institutions have little incentive to get tough with large distressed firms.  This 

combination of government activism and adherence to economic principles should be accompanied 

by a well-designed exit program for the government.  The market-oriented reform package should 

include comprehensive measures designed to facilitate mergers and acquisitions (M&As) and to effect 

the privatization of financial institutions.  Simultaneously, it should ensure the separation of banking 

and commerce.  Of course, any appearance of government activism in the post-crisis period might 

invite charges of revived interventionism, but there seems to be no better alternative in the transition 

period as the Korean economy moves from a state-led system to a market-oriented one.  This 

observation seems particularly relevant as Korea pushes ahead with the second round of structural 

reform amid charges of “excessive government intervention.”   

 

2. The 1997 Crisis in Perspective 

 

     On the surface, the 1997 crisis may appear to have been a liquidity crisis due to Korea’s low 

foreign reserves, heavy reliance on short-term foreign debt, and loss of confidence by foreign 

investors.  In fact, as of December 1997, Korea’s short-term foreign debt was more than seven times 

the size of its foreign reserves.  When the foreign creditors suddenly decided to pull the plug, Korea 
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had little choice but to go to the International Monetary Fund (IMF) for relief.  However, it must be 

recalled that a series of bankruptcies by family-controlled conglomerates (chaebol) in 1997 had led to 

the loss of investor confidence and triggered the international bank run on Korea, not the other way 

around.  If Korea had secured a sufficient level of reserves, it might have been able to avoid a 

currency crisis, but it still would have had to face a serious problem with nonperforming loans. 

 

Figure 1. Profitability and Opportunity Cost of Capital for Korean Manufacturing Firms 
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Source: Bank of Korea, Financial Statements Analysis, various issues. 

  

What triggered the series of massive bankruptcies in 1997?  Figure 1 illustrates the basic 

nature of the problem with the Korean corporate sector.  Since the mid-1960s, Korean firms have 

aggressively pursued expansion through debt financing, even when carrying out massive investment 

projects with a long gestation period.  Such debt financing might have been justified, had Korean 

firms recorded a sufficiently high profit to cover interest expenses, but their rate of return on net 

worth has been below the opportunity cost of capital for much of the past two decades.  Operating on 

a thin margin of error, Korean firms were extremely vulnerable to adverse macroeconomic shocks, 

and could not help but fail in massive numbers when the government did not come to their rescue, as 

in 1997.3 

                                                                 
3 For a collection of perspectives on the economic crisis of 1997, see Inseok Shin (ed.), The Korean Crisis: 
Before and After (Seoul: Korea Development Institute, 2000). 
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Although the Korean economy supposedly moved in a more market-oriented direction in the 

aftermath of the Heavy and Chemical Industry Drive (1973 to 1979), the changes were notable for 

their partial character.  Starting in the 1980s, investment and capital accumulation increasingly 

depended on the initiative of the private sector, but institutional reforms required to improve financial 

resource allocation and corporate governance were not carried out.  Government control of the banks 

continued despite nominal privatization, while the chaebol expanded their influence in the financial 

sector through the ownership of non-bank financial institutions (NBFIs) such as merchant banks, 

security companies, and insurance companies.  By offering a much higher rate of return than the 

banks, the chaebol-owned NBFIs were able to attract a great deal of financial resources.  Investors 

apparently believed that their investments at NBFIs were protected by the government —  just like 

bank deposits.  As a result, the market share of NBFIs for deposits increased from 29.1 percent in 

1980 to 72.2 percent in 1995.  Partial financial liberalization, combined with the legacy of implicit 

government insurance, led to greatly increased overall risks in the financial system. 

     Problems in the corporate governance of private firms were no less serious than the increased 

risks of inefficient investment due to the control of the NBFIs by the chaebol.  On average, the 

ownership share of the founder’s family for the top 30 groups declined from 17.2 percent in 1983 to 

8.5 percent in 1997.  As is well known in corporate governance literature, this increasing separation 

of ownership and control aggravates the agency problem.  When ownership and control are separated, 

it is important to devise an incentive and monitoring scheme to make sure that the managers work in 

the interests of the shareholders rather than their own.  In pre-crisis Korea, however, the gap between 

ownership and control widened without concomitant changes in incentives and monitoring.   

Before the economic crisis of 1997, the effectiveness of the state -led monitoring and 

incentive system was greatly reduced, but few financial institutions or institutional investors were 

allowed to step in to serve this function.  This transition gap in financial resource allocation and 

corporate governance formed the background of the crisis.  Consequently, it should have been the 

focus of the reform agenda in the post-crisis period. 

 

3. From Initial Reform Drive to Bankruptcy Suspension 
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 In January 1998, five principles of corporate restructuring were announced.  Designed to 

address what was then widely regarded as “the chaebol problem,” these principles included: (1) 

enhancing transparency in corporate management; (2) eliminating cross debt guarantees; (3) 

improving financial structures; (4) improving corporate governance; and (5) streamlining business 

activities.  Principles (1) and (4) were designed to address the problem of “arbitrary imperial rule” by 

the chaebol bosses, most of whom at the time were not even legally registered as chief executives yet 

exercised complete control over their firms.  Principles (2), (3), and (5) appeared to be intended to 

break up the “convoy-style” conglomerate structure of the chaebol groups.  Their rationale, however, 

was not entirely clear since the structure of a firm is, by and large, determined by market conditions.  

In other words, the government addressed the symptoms rather than the real cause of the problem —  

distortions in the financial and product markets.  Moreover, the operational policy measure 

associated with principle (3) insisted on reducing the average debt-equity ratio of each chaebol group 

to 200 percent by the end of 1999 instead of simply encouraging the practice of charging a higher risk 

premium for more vulnerable firms.  The government’s focus on the debt-equity ratio was also 

misplaced, for what is more important for the viability of a firm is its profitability relative to its 

financial expenses — as measured by the interest coverage ratio, for instance.  As most firms met the 

government-mandated debt-equity ratio by issuing a massive number of new stocks without 

substantially reducing the debt level (i.e., by raising the denominator without changing the numerator), 

it became clear that the government had misframed the issue. 

 A problem of transition has also dogged corporate restructuring in post-crisis Korea.  

Concerned with charges of revived interventionism as well as possible litigation a few years down the 

line, the bureaucrats minimized their involvement.  Instead, they opted for “bank-led corporate 

restructuring” — an oxymoron in view of the fact that most of the banks in Korea were accustomed to 

following government directions.   As they had done prior to the crisis, the banks looked to the 

government for guidance on how to deal with large distressed firms.  More often than not, “bank-led 

corporate restructuring” turned into “bankruptcy suspension,” as the banks rescheduled just enough 

debt to keep the firms going, and the government, the controlling shareholder of the nationalized 
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banks, provided little guidance.  This troubling pattern was established in the early phase of the 

post-crisis period.  The bankruptcy of Samsung Motor in 1998 and Daewoo Group in 1999 indicated 

that the chaebol groups were no longer fail-proof, but a number of the so-called “workout” firms were 

allowed to prolong their lives in a state of limbo.  Although the government did introduce some 

policy measures (e.g., forward-looking criteria (FLC) in asset classification) to encourage the banks to 

take decisive actions against financially distressed firms, the pace of reform left something to be 

desired.  As the controlling shareholder of the nationalized banks, the government should have taken 

more proactive measures to facilitate corporate restructuring while quickly implementing reforms 

designed to improve the operation of the market.   

 Although institutional reforms in corporate governance and financial resource allocation 

were certainly less than adequate to address fundamental problems, the Korean economy did a 

remarkable turnaround in economic performance.  Aided by favorable external conditions, 

particularly an information technology (IT) boom in the United States, Korea’s GDP growth rate 

soared from a negative 6.7 percent in 1998 to a positive 10.7 percent in 1999.  Critics warning of the 

remaining problems in the economy were dismissed as Cassandras— as if a little more than a year of 

reform had managed to remove all structural problems.  The government and the chaebol continued 

to control the lion’s share of financial institutions.  Although President Kim Dae-jung mentioned the 

need for separation of banking and commerce in his 15 August 1999 speech, few concrete actions 

were taken.  Nor was there any meaningful program to facilitate the privatization of the banks.  In 

the area of corporate governance reform, the mandated increase in the number of outside directors did 

little to change established practices at the chaebol.   

 Combined with a V-shaped recovery in 1999, the advent of the National Assembly elections 

in April 2000 further slowed the momentum for fundamental reform.  Fearing the political 

consequences of increased unemployment, the government became increasingly reluctant to close 

nonviable firms and financial institutions.  The opposition party, for its part, made an election issue 

of national debt, as if it could have cleaned up the massive nonperforming loans problem without 

issuing government bonds.  It also accused the government of selling distressed Korean firms at 

fire-sale prices to foreigners, as though it knew the appropriate price for these firms.  The 
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politicization of the economic issues during the election campaign had an adverse effect on corporate 

restructuring. 

 

 

4. The Road to the Second Round of Corporate Restructuring 

 

 Although the politicians on both sides in effect tried to impede corporate restructuring, 

market forces were unrelenting.  The massive bankruptcy of the Daewoo Group in 1999 had greatly 

increased nonperforming loans in the financial system, but due to political considerations in an 

election year, the government was slow to make a request for additional public funds.  Burdened 

with nonperforming loans, financial institutions began to reduce credit supply.  Moreover, the 

Saehan Group’s abrupt filing for workout proceedings in May 2000 revived concerns about the 

reliability of credit ratings, as the company had been rated investment-grade all along.  It once again 

highlighted the need to enhance the transparency of corporate management and accounting.  The 

Saehan case also raised uncertainty about the viability of medium-sized chaebol and resulted in a 

flight to quality in the financial market.  The credit crunch was aggravated by the continued 

existence of nonviable workout firms, as they sucked in precious resources at the expense of their 

competitors.  Increasingly, these competitors began to complain that “the living dead were driving 

out the living,” and expressions like “zombie companies” or “vampire companies” began to gain 

currency.  Both the bureaucrats and the nationalized banks, however, had incentives to stick to 

forbearance policy rather than adopt structural measures such as privatization to make bank-led 

corporate restructuring more credible.   

 Although the politicians and bureaucrats might have hoped that weak firms under 

“bankruptcy suspension” could grow out of their problems, the economic boom did not last long.  In 

particular, rising crude oil prices and falling semiconductor prices starting in the third quarter of 2000 

dramatically worsened the terms of trade.   

 In addition to the credit crunch and deteriorating external conditions, the continuing troubles 
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at the so-called MH division of the Hyundai Group raised the specter of another massive corporate 

bankruptcy. 4  In addition, the feudalistic infighting for corporate control at Hyundai illustrated that 

Korean firms had changed very little with regard to corporate governance.  The confluence of these 

events eroded investor confidence and shook Korea’s financial markets by the fourth quarter of 2000.  

 In order to calm the markets, the government had to show that it was serious about corporate 

restructuring.  In October, the government summoned the banks to evaluate the credit risks of 

financially distressed firms meeting the following descriptions: (1) firms classified as “precautionary” 

or worse according to the FLC asset classification; (2) firms whose interest coverage ratio was less 

than 1.0 for the past three consecutive years; or (3) firms whose potential default risks were being 

closely monitored by the banks.  On 3 November 2000, the banks announced the results of their 

credit evaluations for 287 such firms.  Of these, 136 were classified as “normal”; 28 were deemed to 

“have temporary liquidity problems”; 69 were judged to “have structural liquidity problems but are 

viable” through such measures as a debt-equity swap; 52 were categorized as “nonviable”; and 

Ssangyong Cement Industrial and Hyundai Engineering & Construction, two of the largest firms on 

the list, were classified as “other.”  Although this announcement did mark the end of bankruptcy 

suspension for the “nonviable” firms, the result also raised some questions about the strictness of the 

evaluation criteria used.  In response to criticism, the government promised to encourage the orderly 

exit of nonviable firms on a regular basis rather than hold an annual or biennial screening event.  The 

government also emphasized that institutional reforms designed to facilitate the exit of nonviable 

firms, improve corporate governance, and enhance transparency and accountability would be the 

cornerstone of the second round of corporate restructuring. 

 

5. Remaining Challenges 

                                                                 
4 The Hyundai Group is in the process of being split up into three major sub-groups controlled by three of 
honorary chairman Chung Ju-young’s sons.  The automobile division, controlled by Mong-koo (MK), met the 
legal requirement for disaffiliation from the rest of the Hyundai group in 2000, and the heavy industry and 
shipbuilding division, controlled by Mong-joon (MJ), is planning to separate by the end of 2001.  The MH 
division of the Hyundai Group refers to the sub-group of Hyundai affiliates controlled by honorary chairman 
Chung’s fifth son, Mong-hun (MH).  The MH division includes Hyundai Corporation, Hyundai Electronics 
Industries, Hyundai Engineering & Construction, Hyundai Merchant Marine, Hyundai Securities, and a number 
of smaller affiliates.  The vulnerable financial structure of Hyundai Electronics Industries and Hyundai 
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 In the last week of December 2000, the Korea Development Bank (KDB) announced a plan 

to help the corporate sector by rolling over a significant portion of debt that firms would likely have 

trouble refinancing in 2001.  Dubbed the KDB’s “quick underwriting program,” it is helping to roll 

over 80 percent of the maturing corporate bonds that the issuing firms have trouble refinancing.  As 

of February 2001, five Hyundai affiliates and two firms in the overcrowded cement industry have 

been selected for the program.  Taken together, the seven firms have more than 8.2 trillion won 

(about 6.56 billion dollars) of corporate bonds coming due in 2001.   

 The KDB’s quick underwriting program is symbolic of the problem of transition that Korea 

faces in the post-crisis period.  The bunching of maturities and the absence of a well-developed 

market for junk bonds may provide some justif ication for the program, but the government should not 

just stop at providing relief to the problem companies.  After all, not every Korean firm has trouble 

having its corporate bonds rolled over.  The KDB should charge a premium to reflect the risks 

associated the problem bonds and should demand a rigorous program of corporate restructuring, just 

as the IMF attaches conditionalities to its bailout loans.  If the firm in question has more than a 

simple liquidity problem, it should not be selected for the program.  The government may 

temporarily assume the role of underdeveloped or missing markets, but it should abide by economic 

principles and make serious efforts to let these markets develop. 

 In particular, such market-creating efforts should focus on improving the autonomy of the 

financial sector and introducing private remedies to address the problem of corporate governance.  

As long as Korea’s structural problems remain in the areas of corporate governance and financial 

resource allocation, the investment efficiency of the economy is likely to suffer, making the economy 

extremely vulnerable to external shocks.  Korea needs to push ahead with the second round of 

structural reform with sights firmly set on the fundamental problems that have plagued the economy 

for a long time.  

                                                                                                                                                                                                          
Engineering & Construction, in particular, has been a cause for concern since the first half of 2000. 
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