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Abstract

Fiscal Aspects of Financial-Sector Restructuring in Korea

Joosung Jun and Jinwoo Hwang

The restructuring of the financial sector in Korea involves substantial government actions, which can have strong fiscal implications.  Estimation of the actual fiscal burden will provide a basis for considering potential fiscal response measures to the crisis.  However, most discussions on this subject do not distinguish the total size of the initially raised funds from the actual fiscal burden borne by the annual government budget.  

This paper presents estimates of the actual fiscal costs associated with financial sector restructuring in Korea, calculated on an annual cash-flow basis.  The fiscal costs of financial restructuring primarily consist of the annual interest payments on the net debt and the realized losses from the sale of collateral, shares, and assets of restructured financial institutions.

According to our results, the total fiscal costs of resolving the non-performing assets, which should be reflected in the budget over the next several years, may reach somewhere between 88 trillion won and 116 trillion won, which amount to 18% and 24% of the current GDP. 

Fiscal costs of those magnitudes adversely affect the fiscal balance and the debt position.  One of the major concerns is the sustainability of the government debt since the government debt has risen rapidly since the crisis.  While the government debt in Korea is likely to be sustainable as long as the current recovery continues, greater restructuring fund losses and an economic slowdown could worsen sustainability. 

국문요약

금융부문 구조조정과 재정부담

전주성 (이화여자대학교)  황진우 (한화경제연구원)

2000년 4월말까지 정부는 101.9조원에 달하는 공공자금을 금융구조조정을 위해 투입했다.  그러나 이렇게 실제 사용된 자금의 총액과 국민세금부담으로 귀착되는 예산상의 재정부담은 구별돼야 한다.  현재 정부보증으로 발행한 64조원 규모 구조조정공채에 대한 이자는 예산에서 부담하고 있지만, 원금은 구조조정 과정에서 취득한 부실채권, 금융기관 지분, 여타 자산 등의 매각을 통해서 일부 회수될 수 있다.  따라서 공적자금의 순재정부담은 공채에 대한 이자부담과 자금회수과정에서 발생하는 원금 손실로 구성된다. 

본 연구의 계산에 따르면 기존의 64조원 외에 향후 30조원의 공적자금이 정부보증채로 추가 조달되는 경우 순재정부담액은 원금손실분에 대한 비교적 현실적인 가정 하에서 총 98.8조원에 달할 것으로 추정된다.  이는 1999년도 경상 GDP 대비 20.4%에 해당하는 금액이다.  또한 회수율이 높아지는 낙관적인 경우에는 재정부담이87.7조원(18.1%), 회수율이 더 낮아지는 비관적인 경우에 115.9조원(24.0%)에 달할 것으로 보인다. 1999년말 현재 중앙정부의 부채규모가 GDP 대비 18.6%임을 감안할 때 구조조정에 따르는 재정부담으로 인해 GDP 대비 국채규모가 앞으로 급속히 증가할 것임을 알 수 있다. 

우리 나라의 GDP대비 국채잔고가 선진국 수준에 비해 낮다고 하지만, 국채규모의 빠른 증가율은 재정기조의 불안정과 이에 따른 정부신뢰도의 하락을 초래하여 새로운 경제위기의 원인을 제공할 가능성이 있다.  특히, 구조조정공채의 상환기일이  본격적으로 도래하고 복지지출, 통일비용 등 구조적 성격의 정부지출수요가 꾸준히 증가할 것이라는 점을 감안할 때, 재정기조의 안정과 국가부채의 통제에 대한 보다 근본적인 대책이 필요하다. 

2003년까지 재정흑자를 달성하겠다는 정부의 계획은 경제상황이나 정부의 지출삭감능력에 대한 낙관적인 가정을 사용하고 있으며, 공적자금의 원금손실 분을 감안하지 않는 등 매우 어설픈 단순 계산에 근거하고 있다.  대대적인 세제개혁과 정부기능조정을 통해 세입기반을 확충하고 예산집행의 효율성을 늘릴 필요가 있다.  국채관리에 관한 법 제정은 관련 규정의 실현가능성이 전제가 되지 않으면 자칫 정책의 신축성을 제한하고, 정책담당자들의 도적적해이를 초래할 가능성이 크므로 신중하게 접근해야 할 것이다. 

I.  Introduction

The restructuring of the financial sector usually involves substantial government actions, which can have significant fiscal implications.  The government employs a wide array of policy measures to rehabilitate the troubled financial system.  Measures designed to improve the finances of financial institutions, such as the purchase of non-performing loans (NPLs), recapitalization, and the repayment of debts, require massive injections of public funds. 

However, the total size of the injected funds should be differentiated from the actual fiscal burden borne by the annual government budget.  Some of the funds can be recovered from the sale of non-performing loans, for example.  On the other hand, the interest payment on the public sector debt issued to raise funds is borne by the budget.  Therefore, the fiscal costs of financial restructuring primarily consist of the annual interest payments on the net debt and the realized losses from the sale of collateral, shares, and assets of restructured financial institutions. 

This paper estimates the fiscal costs of financial restructuring under various assumptions.  The calculation of the actual fiscal burden is necessary to gauge the fiscal implications of financial restructuring.  Since the government budget in Korea has been in deficit since the economic crisis, the impact of financial restructuring on the fiscal position is one of the key concerns. 

A related issue is worsening debt sustainability.  The government debt has increased rapidly since the crisis. If the government debt exceeds a sustainable level, many problems could arise. 

The organization of this paper is as follows.  Section II reviews the methodological issues associated with the calculation of the fiscal burden.  In section III, we present a calculation of the fiscal cost of financial restructuring under various assumptions.  Section IV discusses the issue of debt sustainability and macroeconomic impact.  Section V concludes.

II.  Calculating Fiscal Costs : Methodological Issues
1.  Uses of Public Funds  

The government can employ a variety of measures to restore the health of an ailing financial sector.  It can strengthen supervision, take regulatory actions, and revise relevant regulations and laws.  If the distress is mild and not so urgent, the government might help financial institutions recover through gradual improvements in liquidity and profitability.  These ‘flow’ solutions might include reduced reserve requirements, lower discount rates, direct liquidity support by the central bank, permits for new income sources, suppression of competition, accounting and regulatory forbearance, allowing higher interest spreads, loan repayments by public enterprises, and increasing the public sector deposits.
 

However, if the problem is severe and urgent, ‘stock’ solutions tend to be more effective.  In such cases, public funds are injected to clean the balance sheet and restore the capital adequacy.  There are three ways of using public funds, which improve capital, assets, and liabilities of financial institutions, respectively. 
First, the government can recapitalize financial institutions through purchases of equity (Tier 1 capital) or subordinated debt (Tier 2 capital) with cash, bonds, or securities.  Second, it can purchase non-performing loans (NPLs), which are assets of financial institutions.  Usually, the government issues bonds and exchanges them with NPLs.  The swap can be done at book value, but it is usually done at discounted value
  Third, the government can pay off liabilities, mostly deposits, of closed financial institutions with cash or bonds.  If a deposit insurance system exists, this is done automatically without any government decision. 

2.  Components of Fiscal Costs.   

The amount of public funds raised for restructuring the financial sector should be distinguished from the actual fiscal burden borne by the annual government budget.  If the government spends cash, it will be recorded as expenditure in the budget.  Usually, bonds are issued as means of assistance.  In such a case, primary fiscal costs will consist of; (1) interest payments on debt and; (2) the losses realized in the process of selling the assets acquired in the restructuring process such as NPLs, equity, and other assets (if the sale price is lower than the price the government paid for these assets).  These losses will be reflected in the budget when the bonds are retired.  Again, if the government had floated the bonds and used the proceeds to purchase bad assets, this would have been classified as expenditure in the budget. 
Even when the debt is not floated, the total amount of bond financing may have a secondary impact on the budget.  If the debt is negotiable, the debt holders may sell the bonds in the market. In this case, interest rates and private investment may be affected.  Such an aggregate demand impact will have further fiscal implications.  While the debt issue is legally negotiable in the current case, the government strongly discourages the recipients from selling the debt.  Here, we confine our attention to primary cost items such as interest and resale losses.

Note also that as public funds are recovered, interest costs will be reduced.
  This is because recovered funds can be used to retire bonds issued for restructuring purposes.

Since the government’s intention of acquiring these bad assets is to assist financial institutions, these assets will be purchased at prices higher than their market value.  Therefore, other things being equal, when the government tries to recover funds by selling those assets, the amount recovered is likely to be less than the amount paid.
  If the government’s purchase price is lower than the market price, financial institutions will refuse public assistance and sell those assets in the market.  In calculating the fiscal burden, one should assume some specific loss rates for each type of acquired assets.  


In sum, the fiscal costs of financial restructuring primarily consist of annual interest payments on the net debt and realized losses from the sale of collateral, shares, and assets.

3.  Coverage

In order to obtain a comprehensive view of the fiscal costs associated with financial sector restructuring, all restructuring assistance conducted for public policy purposes should be included in the calculation.  Therefore, policy actions by public agencies, funds, public financial institutions, as well as those of the central government should be included as long as they were conducted for financial sector restructuring.
  However, liquidity support by the central bank and other public financial institutions are not included in most instances.  This is because it is quite difficult to distinguish routine liquidity assistance to maintain the stability of the financial system from restructuring-related assistance. However, if such supports are provided for an extended period of time or given to institutions that are not only liquidity-constrained but also insolvent in the sense that their liabilities exceed assets, they should be classified as restructuring measures. 

III.  Fiscal Costs : A Calculation
1.  The Size of Non-Performing Loans 

In order to calculate the fiscal costs associated with financial sector restructuring, the extent of financial sector problems should be assessed first.  This section examines the government estimates of problem loans and related policy measures. 

According to the Korea Financial Supervisory Commission (KFSC), the government agency responsible for financial supervision and regulation, non-performing loans (NPLs) of the financial sector in Korea total approximately 66.7 trillion won ($60 billion) at the end of 1999, or 11.3% of total loans.
  The NPLs held by banks are worth 39.7 trillion won or 8.4% of total loans.  The NPLs of non-bank financial institutions (NBFIs) are smaller at 27.0 trillion won, but it accounts for a whopping 23.2% of their total loans.  Table 3.1 shows the trend of NPLs. 

Table 3.1  Non-performing loans in Korea’s financial sector1) 
(trillions of won, %)


Mar

1998
Sep
1998
Dec
1998
Mar 

1999
Jun 

1999
Sep

1999
Dec

1999 2) 

NPLs (1)
112.0
64.0
60.2
65.4
63.4
57.9
66.7 (51.3)

Total loans (2)
773.6
614.3
576.5
571.6
560.1
574.1
590.2

(1)/(2) in %
14.5
10.7
10.4
11.4
11.3
10.1
11.3 (8.7)

Note: 
1) The financial sector consists of banks and NBFIs. NPLs are loans in arrears for at least 3 months and credit extended to entities under court receivership, composition, bankruptcy, and cooperative assistance loan recipients
2) NPLs at the end of December 1999 partly reflect new standards for asset quality assessment, which incorporate forward-looking criteria (FLC). NPLs and its share in total loans under the old criteria are in the parentheses.
Source: Korea Financial Supervisory Commission (KFSC)

These estimates, however, may understate the extent of the problems in the financial sector for the following reasons.  First, the NPLs of non-bank financial institutions (NBFIs) are likely to be underestimated since they were not calculated under the new tougher asset quality assessment standard which incorporates considerations of borrower’s future ability to service debts (forward-looking criteria).  In July, KFSC released an estimate of the NPLs in the banking sector at the end of March 2000.  After applying the new tougher standard, they reported that the NPLs held by banks rose to 64.2 trillion won.  

Second, the estimates exclude losses in corporate bonds held by financial institutions.  One study estimates that losses in corporate bonds will add 20 trillion won to total bad debts.
  

Third, the estimate might be inaccurate since it is based on reports made by each financial institution.  Financial institutions on the brink may have an incentive to underreport the size of their impaired assets since their financial position will likely determine the degree of government disciplinary actions.
  On the other hand, financial institutions that are already designated as recipients of public funds might have an incentive to overreport the size of NPLs since they can receive greater assistance. 

2.  Government Assistance Program

The government adopted three ways of providing assistance.  First, it gives restructuring bonds or cash to financial institutions in exchange for non-performing loans.  Second, the government recapitalizes financial institutions with cash raised from bond issues, borrowings, and security holdings.  Third, the government pays off the debts, mostly deposits, of closed financial institutions with cash raised from bond issues.  Korea Asset Management Corporation (KAMCO) is charged with the task of purchasing and recovering NPLs.  Korea Deposit Insurance Corporation (KDIC) pays off deposits and recapitalizes financial institutions. 

The government has spent in excess of 101.9 trillion won in direct support of financial sector restructuring from November 1997 to May 2000.  Table 3.2 shows the breakdown by use. 

Table 3.2.  Use of restructuring fund


(trillions of won)
Use
Amount

Purchase of NPLs
39.4

Deposit payoff
21.3

Recapitalization
41.2

Total 
101.9

Source: KFSC

Financing was mostly done through restructuring bonds guaranteed by the government.  64 trillion won in bonds was issued by Korea Asset Management Corporation (KAMCO) (20.5 trillion won) and Korea Deposit Insurance Corporation (KDIC) (43.5 trillion won).  The government guarantees these bonds and pays interest from the budget.  25.8 trillion won was raised through other means.  12.1 trillion won out of 18.7 trillion won recovered was recycled.  (Table 3.3)

Table 3.3  Financing of restructuring fund

(trillions of won)
Source

Amount

Restructuring bonds
Non-Performing Asset Management Fund bonds (KAMCO)
20.5
64.0


Deposit Insurance Fund bonds (KDIC)
43.5


Other 

public fund
Public Capital Management Fund
6.4
25.8


Government Property Management Special Account
2.4



Loan from financial institutions
4.6



Loan from ADB, IBRD
1.4



Government-held securities
11.0


Recovered fund
KAMCO, KDIC
12.1
12.1

Total 

101.9
101.9

Source: KFSC

Many financial institutions are still waiting for injection of public funds.  The put-back options of Korea First Bank, worth at least 5.5 trillion won, has to be honored.  Seoul Guarantee Insurance needs additional 5.3 trillion won for Daewoo-related bad debts.  3.4 trillion won is earmarked for debts and deposits of recently suspended Nara Merchant Bank.  Other assorted insurance companies, credit unions, mutual savings and financing companies need more public money.

It is likely that more public funds will be needed in the near future.  The NPLs of the financial sector are still high at 66.7 trillion won at the end of 1999.  Moreover, since a new tougher standard for asset quality assessment, which will include forward-looking criteria, was introduced this year, financial institutions will require more public funds to maintain adequate BIS ratios.  In addition, since bonds, formerly recorded at book value, are marked to market beginning July 1, investment trust companies (ITCs) and banks will incur further loss.  Furthermore, many firms remain in the debt workout program, while other firms are having liquidity problems.  This means greater NPLs in the future.  While KFSC estimates that at least 20 trillion won will be needed this year and 10 trillion won thereafter, private sector estimates are somewhat higher.
  

3.  Calculation of Fiscal Costs
The previous section shows that the size of current and future funds used is likely to be at least 131.9 trillion won (101.9 trillion won already used and 30 trillion won earmarked).  While this figure is the total size of the funds raised for restructuring the financial sector, it is different from the actual fiscal burden borne by the annual government budget.  In this section, we calculate the impact of the government-assistance program on the budget on an annual case-flow basis.  This is useful in estimating the evolution of the fiscal stance as well as the overall fiscal burden resulting from the policy actions taken for the financial sector restructuring.

The actual fiscal cost of the financial sector restructuring primarily consists of annual interest payments on the debt and realized losses of the principal from the sale of collateral, assets, and shares acquired during NPL purchase, assumption of net liabilities, and recapitalization.  Interest burden depends on the future level of interest rates on public bonds.  Realized losses depend on the rate of recovery or loss, which in turn is affected by the state of the economy. 
The recovery rate, defined as the ratio of recovered amounts over injected amounts, from the NPLs is likely to be higher than those from recapitalization and assumption of net liabilities.  KAMCO reported very high initial recovery rates from the sale of NPLs.  However, it is likely to decline over time.
   First, early recovery consists mostly of voluntary payment by debtors and repurchase of NPLs by banks.  Second, about 60% of NPLs in Korea are in the form of physical plants and equipment. 

Recovery rates from recapitalization and assumption of net liabilities are likely to be very low.  Recovery from assumptions of net liabilities is, by definition, zero.  In addition, many uncertainties exist in the sale of the shares of financial institutions.  For example, while 8.7 trillion won has been injected into Korea First Bank, the government recovered only 0.5 trillion won from the sale so far.  Moreover, share prices of publicly traded financial institutions remain depressed.  

For our calculation, we assume 30 trillion won in new debt, on top of 64 trillion won in debt already issued, will be issued.  We also assume that out of those 30 trillion won in new debt, 10 trillion won is used for NPLs and 20 trillion won for recapitalization and assumption of liabilities.  Therefore, the fiscal cost calculation is done for 94 trillion won worth of restructuring bonds (64 trillion won already issued and 30 trillion won to be issued), since these are the funds for which the central government is responsible with regard to interest payments and the repayment of the principal in case KAMCO and KDIC are unable to pay.  We calculate fiscal costs in three different scenarios, which have different assumptions about the asset recovery rate.
 

In a most probable scenario, where the recovery rate is assumed to be 75% for NPLs and 25% for recapitalization and liabilities assumption, the total fiscal burden on the government budget is expected to be 98.8 trillion won, or 20.4% of annual GDP.  The main reason why the losses are high even in this neutral scenario is because recapitalization and the assumption of liabilities, which have poor recovery rates, take up two-thirds of funds.  In a more pessimistic scenario, the costs rise to 115.9 trillion won, or 24.0% of GDP. 

Table 3.4  Financial Restructuring Cost: Burden on the Central Government Budget 1)







(trillions of won, %)

Scenario
     Recovery rate 
Loss 
Interest2)
Total  
% of GDP3)


NPL
Recap &  liabilities





Probable
75% 
25%
55.3
43.5
98.8
20.4%

Optimistic
80% 
40%
44.2
43.5
87.7
18.1%

Pessimistic
50% 
10%
72.4
43.5
115.9
24.0%

Note: 
1) The fiscal cost calculation is done for 94 trillion won worth of restructuring bonds (64 trillion won already issued and 30 trillion won to be issued) for which the central government is responsible with regard to interests and the repayment of the principal. 
2) We used an interest rate outlook from the Ministry of Planning and Budget (1999). Interest costs are the sum of annual interest payments on 30 trillion won worth of new bonds and on 64 trillion won worth of previously issued bonds. The government estimates that the interest costs on previously issued bonds will amount to 30 trillion won from 1998 to 2006.  

3) 1999 nominal GDP of 483.8 trillion won
These figures, while representing the burden of financial restructuring on the budget, do not fully reflect the burden borne by the public sector as a whole.  For that purpose, costs borne by other public sector entities as well as the central government should be calculated.  In this case, the fiscal cost calculation should be done for 119.8 trillion won worth of public funds (94 trillion won in bonds plus 25.8 trillion won raised through other means).  Table 3.5 presents such a calculation. 

In a most probable scenario, the total fiscal burden on the public sector as a whole amounts to 120.3 trillion won, or 24.39 of annual GDP.  This is an approximately 22% higher amount than the cost borne by the budget.  In a more pessimistic scenario, the costs balloon to 142.0 trillion won, or 29.4% of GDP.

Table 3.5  Financial Restructuring Cost: Burden on the Public Sector as a Whole1)







(trillions of won, %)

Scenario
     Recovery rate 
Loss 
Interest2)
Total  
% of GDP3)


NPL
Recap &  liabilities





Probable
75% 
25%
71.2
49.1
120.3
24.9%

Optimistic
80% 
40%
57.0
49.1
106.1
21.9%

Pessimistic
50% 
10%
92.9
49.1
142.0
29.4%

Note: 
1) The public sector includes public agencies such as KAMCO and KDIC as well as the central government.  Therefore, the fiscal cost calculation is done for 119.8 trillion won of public funds (94 trillion won worth of bonds and 25.8 trillion won raised through other means). 
2) We used an interest rate outlook from the Ministry of Planning and Budget (1999). Interest costs are the sum of annual interest payments on 30 trillion won worth of new bonds, 64 trillion won worth of previously issued bonds, and other borrowings (See Table 3.3).  The government estimates that the interest costs on previously issued bonds will be approximately 30 trillion won from 1998 to 2006. 

3) 1999 nominal GDP of 483.8 trillion won
Our estimates depend very much on the assumptions about underlying parameter values and debt-restructuring schedules.  One obvious source of uncertainty is the amount of NPLs.  If NPLs rise, then the cost of restructuring also increases.  In addition, alternative measures of interest rates and the rates at which asset value is recovered could yield varying fiscal costs.  Since the final rate of recovery is still yet to be determined, we handled this issue by suggesting a range of estimates based on a pessimistic as well as an optimistic set of recovery rates.  There are other minor assumptions related to the detailed methods of debt restructuring, which may also change the configuration of the annualized fiscal burden. Unless there is a drastic change in the planned method of restructuring, however, it would not affect the total fiscal burden calculated above very much.
Table 3.6 shows an international comparison of restructuring cost.  While the number for Korea which we calculated is not exactly comparable to those for other countries, it nonetheless shows that it is on the high side. 

Table 3.6  An International Comparison of Financial Restructuring Cost 
(%)

Country
Korea

1998-2006
U.S.

1984-91
Sweden

1991
Finland

1991-93
Venezuela
1994-95
Chile

1981-83
Philippines

1981-87

Cost/GDP
18.1-24.0
3-5
6.4
8
18
41.2
3

Source: Author calculation, Caprio and Klingebiel (1996)

IV.  Fiscal Implications 
1.  Debt Sustainability

The fiscal position in Korea, which has been relatively sound, went into deficit since the economic crisis.  The fiscal burden of financial restructuring has been one of the major contributing factors.  As the deficit continues, government debt has been rising rapidly.
  This raises debt service burden, which in turn expands the deficit and the debt further.  If such a vicious cycle continues, the size of government debt could rise explosively. 

If government debt exceeds a sustainable level, many problems could arise.  It might drive up interest rates and increase crowding out.  The growth potential of the economy might be sapped since the public sector takes a large amount of resources from the private sector, which will then be used for debt service instead of productive public policy purposes.  In an extreme case, the functions of the government might be impaired.  Necessary spending might have to be curtailed and fiscal policy might be limited by budgetary concerns. Then the market might question the government’s creditworthiness and the risk premium on government debt will rise.  It could eventually lead to default.  If a significant portion of the debt was external, it might trigger a debt crisis. 

One method of assessing debt sustainability is to look at the trend of the ratio of debt to GDP.  The trend of the debt relative to the size of the economy is determined primarily by the initial size of the debt, real interest rates, the economic growth rate, expenditures, and revenue.  If the initial debt is large, high interest rates raise debt service, economic growth stagnates, and expenditure rises while revenue falls, then the debt relative to GDP could rise indefinitely, eventually becoming unsustainable. 

This relationship can be described by a dynamic equation: 
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(1)

where d is the debt to GDP ratio, r is the real interest rate on government debt, g is the real economic growth rate, and p is the primary, or noninterest, balance to GDP ratio.  Intuitively explained, this equation means that interest payments on old debt and the current noninterest deficit are financed by new debt and the debt to GDP ratio falls as the growth rate rises.
 

From equation (1), the debt to GDP ratio at the present time d0 is determined as:
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Figure 4.1  Trend of government debt and debt guarantee
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First of all, if we look at the initial debt position, the debt to GDP ratio at the end of 1999 is 18.6%
, which is far lower than the OECD average of 69.5%.  Therefore, the debt situation is in relatively good shape in terms of the initial size of the debt.  One source of concern, however, is the fact that public sector debt guaranteed by the government such as restructuring bonds has increased rapidly since the crisis.  The debt guaranteed by the government rose from 7.6 trillion won in 1996 to 81.8 trillion won in 1999,  77.5% of the debt guarantee is for restructuring bonds.  While such contingent debt is excluded from the GFS-based measure of the debt position, it has the potential to become additional fiscal burden because full recovery of restructuring bonds is unlikely. 

Figure 4.2  Trend of government debt to GDP and debt guarantee to GDP

(%)
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One noteworthy aspect of equation (1) is that debt sustainability is greatly affected by the difference between the real interest rate and the growth rate.  If  r is greater than g, the system becomes unstable and the debt to GDP ratio rises exponentially unless the difference can be compensated by a primary surplus.

While the growth rate has been higher than the real interest rate in Korea in the past, the gap has narrowed in recent years.  During the crisis, the real interest rate has been much higher than the growth rate.  Furthermore, variables in equation (1) are not independent of each other.  As the size of the debt increases, interest rates on public debt might rise as government creditworthiness worsens and crowding out increases.  Excessive crowding out lowers the growth rate.  Low growth in turn will worsen primary balance since revenues will decline and spending will rise. 

The government might have to resort to fiscal adjustment to cope with such a problem.  From equation (1), the amount of primary surplus needed to stabilize the debt to GDP ratio (
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The Korean government has a plan in place to achieve balanced budget in 2003 by limiting the growth rate of expenditures to a level lower than the growth rate of the economy.
  However, this plan is based on a relatively optimistic set of economic assumptions and does not account for restructuring fund losses.  Note that sustainability is highly dependent on the state of the economy.  If financial instability worsens and leads to recession, it will increase restructuring fund losses, raise interest rates, lower the growth rate, and worsen fiscal deficits.  

In a previous study
, we found that, while the government debt in Korea is likely to be sustainable as long as the current recovery continues, the debt to GDP ratio might rise indefinitely if the gap between interest rates and the growth rate widens and restructuring fund losses increase.     

2.  Macroeconomic Impact 

When a crisis in the financial sector persists, aggregate demand and GDP weaken. Financial instability reduces efficiency of financial allocation and causes disintermediation.  Depositors lose confidence in the banking system and shift deposits into currency or foreign currency, leading to demonetization.  Financial institutions reduce lending, causing a widespread credit crunch.  They might also raise interest spreads to cover losses.  Higher interest rates and less credit depress investment and consumption, lowering aggregate demand and output.  Therefore, successful financial sector restructuring will reverse these problems and raise aggregate demand. 

Injections of public funds for restructuring could also boost aggregate demand through wealth effects.  Of course, if the beneficiaries of public funds fully anticipate those transfers and increase their savings to counter the effect of higher future taxes, wealth effects might not materialize.  However, since, in reality, it is unlikely that stakeholders in the financial sector will be sure of government assistance or that Ricardian equivalence takes full effect, some wealth effects will materialize.  

Another source of macroeconomic impact is government economic policy accompanying financial restructuring.  Usually, fiscal policy needs to be tightened in order to deal with the deterioration in the fiscal balance.  On the other hand, monetary policy will be eased to help restructuring and to counter credit squeeze, rising interest rates, market instability.

V.  Conclusions  

The public sector is actively involved in the restructuring of the financial sector in Korea.  This can have strong fiscal implications.  Estimation of the actual fiscal burden will provide a basis for considering potential fiscal response measures to the crisis.  In measuring the fiscal burden, the total size of the initially raised funds should be distinguished from the actual fiscal burden borne by the annual government budget.  

This paper presents estimates of the actual fiscal costs associated with financial sector restructuring in Korea, calculated on an annual cash-flow basis.  The fiscal costs of financial restructuring primarily consist of the annual interest payments on the net debt and the realized losses from the sale of collateral, shares, and assets of restructured financial institutions.

According to our results, the total fiscal costs of resolving the non-performing assets, which should be reflected in the budget over the next several years, may reach somewhere between 87.7 trillion won and 115.9 trillion won, which amount to 18.1% and 24.0% of the current GDP.

Fiscal costs of those magnitudes adversely affect the fiscal balance and the debt position.  One of the major concerns is the sustainability of government debt since it has risen a great deal after the crisis.  While government debt in Korea is likely to be sustainable as long as the current recovery continues, greater restructuring fund losses and an economic slowdown are likely to worsen the situation.  A more prudent fiscal adjustment might be necessary to ensure sustainability. 
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� Sheng (1996)


� If NPLs are sold at book value, the financial institution’s losses from NPLs are also covered, meaning it has recapitalization benefits.  However, the government’s burden will correspondingly increase. 


� In our calculation, we assume that the government agencies will retire the bonds they issued immediately after they sell acquired bad assets.  In practice, these agencies may hold the proceeds for a while or reuse them for restructuring assistance. This would change the annual fiscal burden figures but not the total burden over the whole period we cover.  


� Even if bonds are not retired with funds recovered from sales of assets and shares, the total fiscal burden will decrease by an approximately equal amount.  This is because if recovered funds are kept in comparable securities, they will draw an equal amount of interest revenue, thus effectively canceling out interest payments on restructuring bonds.


� KAMCO has been using various methods to maximize the resale value of the acquired assets.  One popular option is the issuance of asset-backed securities (ABS).


� Daniel (1997), p 3


�In this paper, non-performing loans are defined as loans for which interest payments were not made for at least three months and credit extended to entities under court receivership, composition, bankruptcy, and cooperative assistance loan recipients. 


� Nam(2000)


� A 1994 study by researchers in the Federal Reserve Bank of San Francisco tried to circumvent the underreporting problem by estimating the ratio of non-performing loans using default rates on corporate notes. (Huh and Kim(1994))  According to their study, non-performing loans of Korean commercial banks at the end of 1992 were estimated to be 27.1~36.7% of total loans. 


� Nam(2000) estimates that total potential bad debts of the financial sector might reach 110-120 trillion won. 


� Historically, the recovery rate has been low with a couple of exceptions of the United States in the late 1980s and Sweden in the early 1990s.  In case of the U.S., the Resolution Trust Corporation (RTC) acquired $456 billion worth of assets and recovered $395 billion during 1989-1995, achieving an 87% recovery rate (Federal Deposit Insurance Corporation (1998)). However, the main reason for the high recovery rate was that 27% of acquired assets were cash and securities (98% recovery rate), 49% were mortgages with collateral (96% recovery rate), and 7.5% were real estates.  In case of Sweden, the reason why the recovery rate rose to 79% was that the current value of unsold shares was included.  On the other hand, in case of Mexico in the early 1990s, the recovery rate was only about 30%, according to Fobaproa, the institution responsible for dealing with NPLs (Economist (1998)).


� These recovery rates might be overstated because once funds are recovered, they are again recycled.  Suppose n represents the number of times funds are recycled, X is the rate of recovery in one cycle, R is the final rate of recovery as defined in the text.  Then R=Xn.  If X is a number between 0 and 1, as n increases, R converges to 0. 


12 The central government debt has risen from 36.8 trillion won in 1996 to 90.1 trillion won in 1999


� Fischer and Easterly (1996)


� This figure excludes local government debt.  If local government debt is included, the debt to GDP ratio rises to 22.4%. 


� Korea Ministry of Planning and Budget(1999)


� Jun and Hwang (2000)
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3.9827767233

8.8004415992

1.8189682158

11.1309346791

2.8766112685

15.8923028871

16.007028116

18.6297643654

16.8978916908
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		경제 각 부문 부채(자금순환계정:금융자산부채잔액표)  단위:십억원

				기업부채		증가율		경상GDP		증가율		기업부채/		개인부채		정부부채		정부부채/		사업자부채		사업자부채/

								24388.2				GDP						경상GDP				GDP

		1979		31783.7		0		31393.4		0.2872372705		1.0124325495		4481.2		4403		0.1402524097		33576.18		1.0695299012

		1980		45783.6		0.4404742053		38148.4		0.2151726159		1.2001446981		6343.5		6085.8		0.1595296264		48321		1.2666586279

		1981		59016.2		0.289024891		47656.7		0.2492450535		1.2383610279		10219.9		7887.6		0.1655087322		63104.16		1.3241403622

		1982		71691.9		0.2147833985		54721		0.1482330921		1.3101350487		13868.4		9875.6		0.1804718481		77239.26		1.4115103891

		1983		83314.9		0.1621243125		64196.5		0.1731602127		1.2978106283		17463.6		11466		0.178607868		90300.34		1.4066240371

		1984		95364		0.1446211902		73605.1		0.1465593919		1.2956167439		21942.6		12294.9		0.167038697		104141.04		1.4148617419

		1985		110187.5		0.1554412567		82062.1		0.1148969297		1.3427331253		27013.8		13355.6		0.1627499174		120993.02		1.4744080398

		1986		123277.2		0.1187947816		95736.4		0.1666335617		1.2876732361		32571.2		13782.8		0.1439661404		136305.68		1.4237602417

		1987		134288.9		0.0893247089		112130.3		0.1712399881		1.1976147393		41198.8		14222.6		0.1268399353		150768.42		1.3445823297

		1988		145657.3		0.0846562895		133134.2		0.1873168983		1.0940637342		66112.4		13046.2		0.0979928523		172102.26		1.2926975939

		1989		174446.6		0.1976509245		149164.7		0.1204085802		1.1694898324		70430		13599.4		0.091170364		202618.6		1.3583548923

		1990		219081.8		0.2558674116		179539		0.2036292769		1.2202462975		89383		14729.7		0.0820417848		254835		1.4193852032

		1991		271543.9		0.2394635246		215734.4		0.2016018804		1.2586954144		111534.6		15611		0.0723621268		316157.74		1.4654952571

		1992		317820.7		0.1704210627		240392.2		0.1142970245		1.3220923973		131477.5		16982.7		0.070645803		370411.7		1.5408640547

		1993		372637.6		0.1724774378		267146		0.1112922965		1.3948836966		151264.2		18144.5		0.0679197892		433143.28		1.6213728822

		1994		445430.7		0.1953455583		305970.2		0.1453295202		1.4557976561		184628		19747.2		0.0645396186		519281.9		1.6971649527

		1995		527694.2		0.1846830495		351974.7		0.1503561458		1.4992390078		214645.4		23792.8		0.0675980404		613552.36		1.7431717677

		1996		640857.5		0.2144486333		389813.4		0.1075040337		1.644010955		253661.6		28633.3		0.0734538628		742322.14		1.9043012375

		1997		810642.1		0.264933468		420986.7		0.0799698009		1.9255765087		297798.6		41700.2		0.0990534855		929761.54		2.2085294856

		1998		1025405.7		0.2649302325		433616.301		0.03		2.3647766415		349615.417398455				0		1165251.86695938		2.6872879647

		*1998년 부채증가율은 1997년과 동일하고 경상GDP의 성장률은 3.0%(KDI전망)로 가정

		사업자부채=기업부채+개인부채x0.4
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		정부부채 (재경부 국고국)

				정부부채		증가율		경상GDP		증가율		정부부채/		국가채무		국고채무부담행위		국가채무(조원)		국가채무		보증채무

								24388.2				경상GDP								/GDP

		1979		0		0		31393.4		0.2872372705		0

		1980		6808		0		38148.4		0.2151726159		0.1784609577		7452		644		7.452		19.5342399681		2382

		1981		8621		0.2663043478		47656.7		0.2492450535		0.180897964		9532		911		9.532		20.001384905		3364

		1982		11169		0.2955573599		54721		0.1482330921		0.2041081121		12033		864		12.033		21.9897297199		4387

		1983		12419		0.1119169129		64196.5		0.1731602127		0.1934529141		13258		839		13.258		20.6522162423		5397

		1984		12632		0.0171511394		73605.1		0.1465593919		0.1716185427		13383		751		13.383		18.1821640077		6288

		1985		13227		0.0471025966		82062.1		0.1148969297		0.1611828116		14276		1049		14.276		17.3965813695		7247

		1986		13665		0.0331140848		95736.4		0.1666335617		0.1427356784		15027		1362		15.027		15.6962242157		7775

		1987		17392		0.2727405781		112130.3		0.1712399881		0.1551052659		18888		1496		18.888		16.8446887237		6782

		1988		17217		-0.0100620975		133134.2		0.1873168983		0.1293206404		18927		1710		18.927		14.2164823163		6252

		1989		19016		0.1044897485		149164.7		0.1204085802		0.127483245		21093		2077		21.093		14.1407450959		6228

		1990		22055		0.1598127892		179539		0.2036292769		0.1228423908		24545		2490		24.545		13.6711243797		7188

		1991		24837		0.1261391975		215734.4		0.2016018804		0.1151276755		27681		2844		27.681		12.8310552235		9843

		1992		27737		0.1167612836		240392.2		0.1142970245		0.1153822795		30974		3237		30.974		12.8847774595		13688

		1993		28998		0.0454627393		267146		0.1112922965		0.1085473861		32846		3848		32.846		12.2951494688		11766

		1994		30466		0.050624181		305970.2		0.1453295202		0.0995717884		34432		3966		34.432		11.2533834994		13324

		1995		31537		0.0351539421		351974.7		0.1503561458		0.08960019		35626		4089		35.626		10.1217502281		15029

		1996		33687		0.068173891		389813.4		0.1075040337		0.0864182709		36828		3141		36.828		9.447597235		7612

		1997		47045.8		0.3965565352		420986.7		0.0799698009		0.1117512739		50453.9		3408.1		50.4539		11.9846779008		13039

		1998		68408.5		0.4540830425		418881.7665		-0.005		0.1633121933		71437.3		3028.8		71.4373		17.0542873224		71953

		1999												90130.8				90.1				81752

		* 정부부채는 차입금(국내차입금,해외차입금)+국채이며, 국고채무부담행위는 불포함됨.

		즉 '국가채무'에서 국고채무부담행위를 제한 금액
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국가채무의 추이         (단위:조원)
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Sheet3

				경상GDP		증가율		국가채무		보증채무		국가채무(조원)		보증채무(조원)		국가채무/GDP		보증채무/GDP

				24388.2								조		조		/GDP		/GDP

		1979		31393.4		0.2872372705

		1980		38148.4		0.2151726159		7452		2382		7.452		2.382		19.5342399681		6.2440364471

		1981		47656.7		0.2492450535		9532		3364		9.532		3.364		20.001384905		7.0588185921

		1982		54721.0		0.1482330921		12033		4387		12.033		4.387		21.9897297199		8.0170318525

		1983		64196.5		0.1731602127		13258		5397		13.258		5.397		20.6522162423		8.4070003816

		1984		73605.1		0.1465593919		13383		6288		13.383		6.288		18.1821640077		8.5428862946

		1985		82062.1		0.1148969297		14276		7247		14.276		7.247		17.3965813695		8.8311169224

		1986		95736.4		0.1666335617		15027		7775		15.027		7.775		15.6962242157		8.1212579541

		1987		112130.3		0.1712399881		18888		6782		18.888		6.782		16.8446887237		6.0483205699

		1988		133134.2		0.1873168983		18927		6252		18.927		6.252		14.2164823163		4.6960134962

		1989		149164.7		0.1204085802		21093		6228		21.093		6.228		14.1407450959		4.1752505787

		1990		178796.8		0.1986535688		24545		7188		24.545		7.188		13.7278743244		4.0202061782

		1991		216510.9		0.210932746		27681		9843		27.681		9.843		12.7850376124		4.5461914389

		1992		245699.6		0.1348139978		30974		13688		30.974		13.688		12.6064511298		5.5710306407

		1993		277496.5		0.1294137231		32846		11766		32.846		11.766		11.8365456862		4.2400534782

		1994		323407.1		0.1654456903		34432		13324		34.432		13.324		10.6466431937		4.1198848139

		1995		377349.8		0.1667950394		35626		15029		35.626		15.029		9.4411074287		3.9827767233

		1996		418479.0		0.1089948902		36828		7612		36.828		7.612		8.8004415992		1.8189682158

		1997		453276.4		0.0831520817		50453.9		13039		50.4539		13.039		11.1309346791		2.8766112685

		1998		449508.8		-0.0083119262		71437.3		71953		71.4373		71.953		15.8923028871		16.007028116

		1999		483800		0.076285937		90130.8		81752		90.1308		81.752		18.6297643654		16.8978916908
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