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Abstract

Problems with and Recommendations for the
Government’ sIndustrial Reviva and Elimination
Policy:

The Case of Korean Construction Companies

Introduction

Korea has witnessed a dramatic economic transformation over the last decade as many
companies have gone out of business and the nation’s industrial network has become
increasingly unbalanced. In Korea, the construction industry is particularly sensitive to
changes in the business cycle.

As a consequence, the effects of the last decade have had a much more serious effect
on the construction industry, with many observers seeing a virtual collapse of the
construction market. Indeed, as of December 2000, fully 112 construction companies in
Korea are under going debt renegotiation, creditor management, or some form of debt
work-out program. Given these conditions, it is necessary to evaluate whether the
government’s current policy for reviving these companies is an effective one.

As things stand now, the government's policy of either reviving or closing beleaguered
construction companies is determined either by the court or by bank creditors -- in the
form of composition and corporate reorganization in the case of the former, and requiring
debt work-outs in the case of the latter.

The purpose of this paper, then, is three fold: first, to summarize the the oretical basis
of the government’'s policy for company revivalor elimination such as composition,
corporate reorganization, and work-out; second, to analyze how this policy is working in
the construction industry; and third, to recommend specific policies to better reflect the

particular characteristics of Korea's construction industry.
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Characteristics of Korean Construction Companies

All government policy needs to reflect the particular characteristics of what ever group
is being targeted, and naturally needs to be differentiated on a case-by-case basis. The
characteristics of Korea's construction industry are numerous, and government policy
needs to address these aspects.

First, the assets of Korea's construction industry are difficult to assess. These include
company reputation, brand name recognition, corporate image, and specific technological
developments and advantages. This is quite different from the case of many
manufacturing industries, and needs to be taken into consideration when deciding
whether a company should be rescued or forced to close.

Second, the construction industry involves many diverse interest groups, and as a
consequence the impact of industry contraction is considerable. It affects much more
than just the immediate companies concerned, and not only has direct reper cussions on
subcontractors and tertiary employees, but also creates incalculable problems for buyers
and end-users.

Third, the production process of the construction industry is long, and production is not
easy to divide. As a result, M&As within the industry are difficult to negotiate and
have little if any spillover synergy effects.

Fourth, even in good times, the construction industry is often plagued by some form
of financial distress, with few fixed assets and a high dependence on short-term debt.

Finally, profitability within the construction industry is determined by the number of
construction orders received. Therefore, government policy should not hamper the

activities of orders already or likely to be received.

Evaluation of Government Policy
Preliminary analysis suggests that current government policy is unlikely to help revive
Korea's construction industry, for a number of reasons.

First, many Korean public institutions and public policy restrict construction companies
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under work-out programs from tendering offers for construction projects. In this case,
work-out programs effectively function to kill off beleaguered construction companies.

Second, with all companies under work-out programs assessed a degree of* D" for
company hill assessment, they are invariably in a weak position at PQ (Prerequisite
Quialification) evaluations.

Third, government policy in variably leads to a downward adjustment of trust
assessment for construction companies facing financial difficulties. As a result, additional
government funding for the Korea Housing Guarantee Corporation is necessary.

Fourth, government policy complicates Korean corporate efforts to bid on foreign
construction projects. With changes in corporate credit ratings, foreign orders can be and
often are with drawn, further under mining self-help efforts by these companies.

Finally, excessive government owversight complicates the decision-making process of
construction company supervisors, who often fail to act in atimely manner. Given that
many ofthese supervisors are now seconded from creditor banks, their infamiliarity with

the construction industry is doubly a recipe for mismanagement.

Recommendations

It is increasingly clear that the definition and implications of the government's work-
out program for struggling construction companies need to be changed, and some
additions introduced.

First, the policy must be able to accurately identifyand separate viable companies from
truly insolvent ones. If companies are fundamentally viable but happen to be
experiencing temporary financial problems, then policy instruments should be available to
help revive such firms. However, if companies are found to be truly insolvent, policy
instruments should be available to bring an end to business operations with a minimum
of collateral economic damage.

Second, policy criteria to determine whether a company should be closed need to be

flexible and diverse. As things stand, the” interest compensation ratio” that is currently
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being used is irrelevant in the case of the construction industry. Given the industry's
typically high debt ratio and heavy interest burdens, these factors need to be seen in a
different light than in the manufacturing industry.

Third, government policy needs to distinguish between a company’s ability to
construct and its financial liquidity. Indeed, a number of factors that are difficult to
assess in monetary terms need to be accessed in flexible ways to establish the true
viability of individual firms.

Fourth, government policy should include the elimination of those laws and regulations
that restrict companies from entering into new construction agreements.

Finally, government policy should promote M&A activity within the construction
industry, while at the same time promoting corporate division in those cases where poor-
performing construction subsidiaries threaten to drag down the corporate performance of

their larger parent conglomerates.
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