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Executive Summary

The COVID-19 pandemic significantly impacted the enterprise sector. Unprecedented policy measures
helped avoid a wave of insolvencies, at least temporarily. But risks remain of corporate debt overhang
and zombification of firms if untargeted support is prolonged and of a wave of insolvencies if support is
removed abruptly.

This departmental paper presents principles that could guide the design of more targeted policy support
and facilitate the restructuring of firms adversely impacted by the COVID-19 pandemic. To this end, the
paper takes stock of vulnerabilities and risks in the enterprise sector and assesses countries’ preparedness
to handle a large-scale restructuring of businesses. Crisis preparedness of insolvency systems is measured
according to a newly designed indicator that includes five dimensions of the insolvency and restructuring
regime (out-of-court restructuring, hybrid restructuring, reorganization, liquidation, and the institutional
framework). Vulnerabilities tend to be more pronounced in jurisdictions with shortcomings in crisis prepared-
ness, and those countries need to step up efforts to improve their insolvency systems.

The paper discusses options for the development of policy strategies, including targeted support measures
to viable firms and legal reforms to facilitate debt restructuring, liquidation, and reorganization of firms.
Some broad considerations for the elements of such policy strategies include:

= First, policy supportschemesrequire clear objectives asto what marketfailures are meantto be addressed.
Complementary policies, beyond the scope of this paper, can support other objectives and further ensure
the transition to a sustainable corporate sector in the post-COVID-19 economy.

= Second, policy support schemes should include strong governance and transparency safeguards to
mitigate risks and put in place clear ex ante exit plans. Burden sharing and debt-restructuring schemes
that make use of the informational advantage and skills of private creditors can be particularly advanta-
geous. Public creditors should actively participate in debt restructuring.

= Third, countries wherein fiscal space is depleted and insolvency systems are ineffective should rely more
on out-of-court and hybrid restructuring approaches, while embarking on deeper medium-term reforms
of legal and institutional frameworks. Out-of-court restructuring is based on the negotiation between
debtors and major financial creditors, with the possible support of the state and avoids interaction with
the courts. Hybrid restructuring refers to a similar negotiation supported by limited judicial interven-
tion. Countries with remaining fiscal space have more options and can provide continued support to
firms while implementing reforms, where needed, but should be mindful of the risks of zombification and
moral hazard.

= Fourth, countries with insufficient policy tools or ineffective legal and institutional frameworks to restruc-
ture, reorganize, and liquidate firms should urgently address these shortcomings. Some reforms may take
time to bear fruit and should be tackled immediately to strengthen preparedness over the medium term
alongside with improvements in or development of out-of-court and hybrid restructuring options that
take less time to implement. In contrast, improvements in out-of-court and hybrid restructuring can be
made relatively quickly and support the short-term performance of the insolvency framework.

= Fifth, all countries can improve their crisis preparedness, but priorities differ across them. Advanced
economies tend to have well developed insolvency systems and strong institutional frameworks, but there
are still areas where improvements are warranted, such as simplifying liquidation procedures; improving
technical aspects of their reorganization proceedings, including for small firms; making better use of
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out-of-court restructuring; continue using modern technology in insolvency proceedings; and creating
a legal environment more conducive to restructuring. In emerging market economies, there have been
improvements in insolvency legislation in recent years, but there is space to strengthen the court system
and the regulation of insolvency administrators. Furthermore, most emerging market economies could
also introduce or improve hybrid restructuring techniques. Low-income countries need improvements in
out-of-court and hybrid restructuring to speed up crisis preparedness, while broad legal and institutional
reforms are introduced.

= Finally, lenders’ balance sheets need to remain sound. To this end, contingency planning may include reac-
tivating tools used in the past, including during the global financial crisis. Any use of asset management
companies should consider that their success hinges on the overall design and governance framework.
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Glossary

ADR alternative dispute resolution

AE advanced economy

AMC asset management company

AQR asset quality review

BIS Bank for International Settlements

CRCC Corporate Restructuring Coordination Committee
CRI Credit Research Initiative (National University of Singapore)
EM emerging markets

FSAP Financial Sector Assessment Program

FSB Financial Stability Board

GDP gross domestic product

GFC global financial crisis

IG investment grade

IMF International Monetary Fund

LIC low-income country

NPL nonperforming loan

PD probability of default

ROSC Report on the Observance of Standards and Codes
SME small- and medium-sized enterprise
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