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ABSTRACT
The purpose Aof this thesis is to explainb the evolution of foreign bank_'regulation
using a multi-paradigm methodology, which is applied to two case studies: Japan
_and Korea. Three analytic paradigms, or models, adapted from\ those developed
by Graham' T. Allison,. are applied to éach country. Each model consists of an

alternative framework of explanation.

The first model, the Rational Model, views the Japanese government and
the Korean government as rational, unitary decision-makers who take decisions on
foreign bank regulation (and financial liberaiization in general) based on a set of
Aobjectives and strategic problems,l in order to serve the national interest in the
bést possible way. Thé second model, the Or_‘génizational Process Model, views
governmental actions .as organizational outputs, rather than as rational acts and
choices. Regulations governing foreign banking activities are explained as outputs
~of the decision‘-makingr processes of the financial authorities. The third model, the
Politiéal Model, focuses upon the 'strategic interaction of multiple stakeholders.
This model views governmental'. actions neither as choices nor as outputs, but

rather as the resultants of various bargaining games among players. -

The evolution of foreign bank regulation and the process of financial
liberalization raise some important questions which the models attempt to answer.
The three models are applied in turn to each case study. The purpose is not to
select the "best model” but rather to provide alternative explanations and gain

additional insights into the subject of foreign bank regulation.
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In Japan, vthe analysis  using phe Rational Model explains the
liberalization process and the evolution of foreign ba;nk regulation as the result of
the country’s mature domestic economy, high trade sﬁrpluses, _expansion' of its
financial industrieé abroad, and foreign pressure. The Rational Model fails,
however, to answer why financial markets in Japan are still- more regulated than
financial markéts in other developed countries, and why foreign banks are not
provided national treatment. In Korea, the analysis using the Rational Model
explains the highly restrictive measures governing foreign banking activities as
necessary considering the poorly-developed state of the domestic banking sector.
" However, the Rationé.l Model fails to answer why government intervention in the
banking sector has remained so strong; even though the size and complexityb of
the Korean economy calls for the introduction of a free and competitive financial |

" sector.

Applied to Japan, . the Organizational Process Model explains the slower
- pace of financial liberalization and the regulation of foreign banks as the result’
-of ‘ the Ministry of Finance;s organizational prbcess. The process is phéracterized
by the strong parochial objectives of the bureaus within the Mihistry, the growth-
and protection-oriented priorities of regulators, and the use.of inflexible standard
operating procedures. The Organizational Process Model applied to Korea explains
the poorly-developedv state of the banking sector as the result of the government’s
use of a centr‘alized and autonomous policy-making process, which is outdated and

in contradiction with the objective of financial liberalization.

The Political Model offers alternative explanations. In Japan, the

~
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numerous. bargaining games arﬁong the powerful private interest groups and
ﬁnanciai authorities have influenced the implementation of regulatory policy.
Applied to Korea, the Political Model suggests that liberalization of the banking
séctor 'was never considered a viable option' because of the government’s
invOlvemeﬁt in several power struggles to retain ‘its control »ovef the ﬁnancial_

sector.

The models can be seen to complement each other. Separating the
analysis into three alternative frameworks of = explanation has facilitated the
generation of hypotheses and has highlighted features that might have otherwise

been overlooked.
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'CHAPTER 1. INTRODUCTION

A. BACKGROUND

One of the major financial developments since the 1960s has been the grdwing
A internatiénalization of banking. Today, international banks are among the largest
service corporations in the wbrld. In many major developed countries for which
data are available, the second largest .position in - both outward and iﬁward
_investment . in. services from the early 1970s to mid-1980s, is occupied by

banking, insurance and other financial services (UN, 1987, p. 27).

During the 1980s, the markets in which international banks operate have
underg(')ne significant changes. These have tended to blur the boundaries betweeﬁ
‘natibnal financial markets in the developed market economies (ibid, p. 41). The
growing internationalization of banks has encouraged the development of world

financial centres and offshore banking centres.

One of the most important factors contributing to the integration of
world financial markeﬁs has been the trend toward deregulation. Increased market
integfation, in turn, has accelerated the ﬁrocess of deregulation as countries have
been forced to respond to iﬁternational market forces pressing for uniform

regulation.

The banking sectors of practically all developed market economies are
more rigidly regulated than ahy other commercial or industrial sector. Richard

Dale, in his book Regulation of International Banking (1984, p. 53), provides four
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reasons for  this rélatively high level of regulation. To begin with, authorities
want to control the quantity of bank deposit liabilities (mori_ey) through minimum
reserve requirements. Secondly,‘ since banks are a majof toql ‘f"or channeliiﬁg
financial resources to the rest of the economy, governments Amay want to conﬁol
the -direction of lending. Thirdly, bankts‘ raise funds vpartly through the public’s
savings, and thefefore they ought to be subject to consumer protection legislation.

Lastly, since they are vulnerable to financial collapse, banks may face extensive

prudential regulation.

Governments have imposed extensive controls on their domestic bankihg
sectors. Dale distinguishes between preventive regulation (capital adequacy,
liquidity, permissible business activities, etc.) and- protective regulation (deposit

insurance, official support as "lender of last resort", etc;) (1984, pp. 55-69).

Regulations governing .foreign‘ banking activities tend to be ebvenv more
restrictive. Generally, authorities implement a broad set of regulatory measures
pertaining to the entry and form of establishment (;f foreign banks, acquisition by
foreign banks of shares in local banks', operations of establisﬁe’d foreign-controlled

banks, and cross-boundary international banking operations (Pecchioli, 1987, p.

10).

Reasons for the application of these regulatory measures include the
desire by authorities to control the .competitive balance in the domestic banking
sector, avoid “overbanking", avoid possible circumvention of domestic monetary

policy and prudential controls, ensure capital adequacy, control  foreign exchange



resources, reduce capital movements across borders, etc.

The formulation and implementation of foreign bank regulation is a
complex process because it involves many stakeholders domestically and abroad. It
is influenced, not only by domestic political and economic developments, but also

by events and trends in international markets.

B. PURPOSE OF THIS THESIS
The purpose of this thesis is to explain the evolution of foreign bank regulation
using a multi-paradigm methodology (described later in this chapter), which is

applied to two case studies: Japan- and Korea.

The choice of these two countries providées an opportunity to examine the
differences between the regulatory process in a major world financial centre
undergoing a. process of deregulation and a financial centre in a
_ newly-industrialized country (NIC). It was expected that while regulators in a
NIC could pursue a banking policy that is more insulated from deﬁands for
deregulation impésed by interﬁational markets, regulators in a world financial
centre are more likely to respond promptly to such demands.

To explaih the evolution of foreign bank regulation in Japan and XKorea,
we apply three analytic paradigms, each providing an alternative explénation to
the question of foreign Bank regulation. These models have been adapted from

those developed by Graham Allison (1971).



C. ALLISON’S MODELS

Graham Allison, in his book The Essence of Decision' - Explaining the Cuban

Missile Crisis (1971), demonstrates that while governmental decisions vare mostly
analyzed in terms of actions taken by a ratio.nal, 'unitary actor - the government
-- this line of analysis is not sufficient by itself and fails to take ihto
consideration other very important faqtors. According to vAllison, govérnmental
actions are too complex and involve too many players to be explained solely by
rational motives, hence the need to go beyond a rational mgdel of explanaﬁion.
Government actions are also outpﬁté of the government’s organizational pr;)cess

and/or resultants of governmental politics.

In his aﬁalysis of the Cuban missile crisis, Allisoh used three analytic
paradigms (models), each consisting of an alternative frafnework of explanation.
The three models are the Rational Actor Model, the Organizatipnal Process Model,
and the Governmental Politics Model. These analytic paradigms are iilustrated in

Figure 1.1 '

Rational Actor Model: Allison (1971, pp. 2-3) argues that when we are

puzgled by a happening in foreign affairs, ‘the source of puzzlement is typically a
particular outcome. When searching for an explanation, one typically puts himself
in the place of the nation, or the government, and tries to find out why he
might have chosen this particular outcome. Explanations offered are thﬁs under
the assumption that governmental behavior can be most _sé.tisfactorily understood

by "“analogy with the purposive acts of .individuals" (ibid, p. 3).



Figure 1.1
ALLISON'S MODELS

THE RATIONAL ACTOR PARADIGM
1. Unit of Analysis: governmental action as choice .

2. Organizing concepts:
a) National Actor:  nation or government conceived as a rational, unitary decision maker.
b) Problem: action is chosen in response to the strategic problem the nation faces.
c) Action as Rational Choice: components include goals and objectives, optlons, consequences and

choice (rational and value-maximizing)

3. Dominant Inference Pattern: “if a nation or government performed a particular action, that nation or government
must have had ends toward which the action constituted a maximizing means"

4. Explanation of Event: action is done given strategic objectives

5. Predictions: (what a nation or government will do or would have done) generated by calculating the rational action
to take in a certain situation, given specified objectives

THE ORGANIZATIONAL PROCESS PARADIGM
1. Unit of Analysis: governmental action as organizational output

2. Organizing Concepts:

a) Organizational Actors: actor is not a monolithic nation or government, but rather a constellation
of loosely allied organizations on top of which government leaders sit.

b) Factored Problems and Fractionated Power: each organization perceives problems, processes
information and performs a range of actions in quasi-independence

c) Parochial Priorities and Perceptions: primary responsibility for a narrow set of problems
encourages organizational parochialism .

d) Action as Qrganizational Qutput: activity of each organization is characterized by goals which
emerge as a set of constraints defining acceptable performance; sequential attention to goals;
Standard Operating Procedures (SOPs); programs and repertonres (set of SOPs); and uncertainty
avoidance

e) Central Coordination and Control: government action requires decentralization of responsibility and
power, but the necessity for decentralization runs headlong into the requirement for
coordination.

3. Dominant Inference Pattemn: “if a nation or government performs an action today, its organizational components
must yesterday have been performing an action only marginally different from today’s
action.”

4. Explanation of Event: identification of the relevant organizations and display of the patterns of organizational
behaviour from which the action emerged.

5. Predictions: identify trends that reflect established-organizations and their fixed procedures and programs.

-



Figure 1.1 - continued

THE GOVERNMENTAL (BUREAUCRATIC) POLITICS PARADIGM

1. Unit of Analysis: Governmental action as political resultant

é. _ Organizing Concepts:

a) who plays; whose interests and actions have an important effect on government’s decisions and
actions '

b) what determines each player’s stand: parochial priorities and perceptions, goals and interests, stakes
and stands, and deadlines which force settlement of issues

¢) what determines each player’s impact on results: power (effective influence on government decisions
and actions)

d) what is the game: action channels, rules of the game, action as political resultant

3. - Dominant Inference Pattem: ‘i a nation or government performed an action, that action was the resultant of
' bargaining among individuals and groups within the government"

4. Explanation of Events: achieved by displaying the game - the action-channel, the positions, the players, their
preferences, and the pulling and hauling - that yielded, as a resultant, the action in question

5. Predictions: generated by identifying the game in which an issue will arise, the relevant players and their relative

power and skill.



: .

The Rational Actor Model is the traditional rﬁodel of explanation used by
analysts to explain governmental actions. Each country or government under
study is viewed as a rational, unitary decision-maker. ’I/‘his rational actor has. one
set of | specified goals and objectives and, depending on available options and their
consequences, takes a value-maximizing, rational decision (Allison, 1971, pp.

32-33).

Treating governments as 1f they were ufxiﬁed actors provides a useful
shorthand for understanding policy. But this simplification obscures the peréistently
neglected fact Qf bureaucracy: "the maker of government policy is not one
calcﬁlating decisionmaker but is rather a conglomerate of lafge organizations and
political actor_s" (Allison; 1971, p 3). Allison thus intrbduced two alternative

conceptual models to provide a base for improved explanation and prediction.

The Organizatib'nal Process Model: This .model views governmental actions
as organizationai outputs rather than as rational acts é.nd éhoiceé. The
decision-maker is no longer a monolithic nation or government, but a. &onstellation
of loosely allied organizations on top of which government leaders sit (Allison,
1971, pp. 80-81). Action is detérmined not by rational choice but by such
elements as ‘cheb parochial objectives,' _priorities  and perceptions of the  civil
servants, the use of standard operating procedures, and the use ‘of pre-determined

programs and repertoires.

The Governmental Politics Model: The third model focuses on the politics

of a government. This model, in contrast to the Rational Model,  sees no unitary
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actor, but raﬁher many actors as‘ players, or stakeholders. Each player pulls,
hauls, bargains, and compromises, using the power at his disposai to achieve his
ox&n particular goals. 'Policy-'making is therefore a process of conﬂiét and
consensus building (Allison, 1971, p. 157). This model views governmental action
neither as choices nor as .outputs, but rather as the resultant of varipus

bargaining games among players within the government.

Although the models provide accounts which _ emphasize quite différent
factors in explaining governmental action, they can be seen to complemenf each
other. Allison (1971, p. 258) .states that the Rational Actor Model fixes the
broader céntext and the larger national patterns. Within this - context, the
Organizational Process Model highlights the prganizational routines that produce
the information, alterﬁatives and action. Within the second . model’s ’context, the
Gévernmental Politics Model focuses in greater detail on the. individual leaders of
é government and the politicvs among them that determine major governmental
choices: Allison (1971, p. 259) concludes that, "the best analysts of foreign policy
manage to weave strands of each of the three conceptual models into _their

explanation.”

To summarize, the Rational Model involves the fewest variables out of
the three conceptual models, postulating that choices of actions and solutions to
constrained optimization prol;lems allows the analyst to formulate relatively sharp
predictions or hypotheses (see Figure 1.1) Indeed, in policy domains where there
is. a consensus on national objeétives and where the "technologies" of public

management are perceived to be well understoq@, ‘the specification of a rational
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model can be easily derived and its power of explanation should be sufficient.
The problem with the Rational Actor Model is that it ignores two important
face£s of the régulators’ process, 1) the role that uncertainty in determinig
objectives and technologies play in the regulatory process, and 2) the "reactive"
nature of the policy environment, i.e.,‘ the active role that other (than the
government) stakeholderé play in influencing the regulatory process and' the
implementaﬁionvv of regulations. .Ailison’é Organizaﬁional Process Model postulates
that organizational decisions are a reflection  of o‘rganizatiorial coping with
ung:eitainty, in objectivesl. and teéhnologies. Thé Governmental Politics Model on

the other hand deals with the reactive nature of the policy process. -

The choice of the three models allows one to move from a deterministic
formulation to two more complex ones: one focusing on uncertainty and the ‘other
focusing upon .stratégic interaction. (Of course, one could deal both-  with
uncertainty and reactivity but such a model may be unmanagéable.) ‘The
advantage of this analytic procedure is that it permits the analyst to economize
in assumptions ‘and "degfeeé of freedom". In the applicati;)h' ‘of Allison’s
Organizational Process Model and the Governmental Politics Model, one may
_foliow a similar strategy, starting in each with a restricted number of decision

units (say two) and keép refining the model by subdividing and adding decision

units until one explains all the key phenomena.

‘While Allison’s conceptual “models can be applied to many types of
governmental action, one must adapt the models to the specific policy domain. In

our case, the governmental action under study is the formulation and
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implementation of foreign bank regulation.

D. THE PROPOSED METHODOLOGY FOR THIS THESIS

The methodology in this | thesis is similar to the one used by Allison, as we
apply each of the three models in turn to ‘two. case studies of foreign bank
regulation. The evolution of foreign bank regulation in Japan and Korea -raises
some importaht questions which the models attempt to answer. These models
have been modified to take intq consideration the purpose of this thesis, i.e.,
explaining foreign bank regulation. The three models used, variants of .Allison’s
models, are the Rational Model; the Organizational Process Model, and the

Political Model.

The Rational Model is very similar to Allison’s Rational Actor Model. We
view the Japanese government and the Korean government as rational, unitary
decision-makers who take decisions on foreign bank regulagion (and financial
liberalization in general) ‘b.ased on a set of national goals and objectives, and
strategic\ problems facing the nation, in order to mé.ximize "benefits, i.e., serve

_national interests in the best. possible way.

The methodology used to apply the Rational Model to each case study
consists of two f;arts: 1) assessing -the major trigger events influencing
govemmental action, determining the assumed national objectives, the problems
facing the nation, and the implied solutioﬁs that should be chosen, and 2)
providing a descriptive account of the actual . actions that were taken in terms of

financial liberalization and foreign bank regulation. The main actor is the
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government, and foreign bank regulationé »are. analysed as choices made by this
slinglef ‘ur>1ita'ry ‘decisiorll-maker. The  evolution of foreign baﬁk regulatioh in each
country is divided int(-)l differeﬁt time periods and is summarized in figures
‘provided .in each section dealing With its respective period. The reader will find it
beneﬁci.al to refer to these figures as they illustratte the ratidnal banalytic
framework of explanation. By comparing the actual measures implemented with
thé implied ‘solutior_ls, we can assess to what extent the model explaihs the
regulations gov‘erning foreign banks. The elements mentioned above, which are

also presented in the figures, are defined as follows:

-Trigger events: These are general conditions prevailing in world markets
which -can influence governmental action (world recéssion,- World_ trend toWard
greater financial liberalization, situation of trading partners, etc_.) as well as
external events whose c.onsequences are specifically directed at the country
under . study (foreign pressure for incr-eased liberalization, oil crisis, balance

of payments problems, etc.).

-Assumed Objectives: These are the stated national objectives of the country.

-Implied Problems: These are the major strategic problems facing the nation

that constitute obstacles in attaining national objectives.

-Implied _Solutions: These . consist of governmental action (in terms of

financial liberalization and foreign bank regulation) predicted by the model,

considering the trigger events, assumed objectives, and implied problems.

The analysis under the Rational Model also provides an account of actual
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measures taken by the government. From these measurés, ;zve can derive the .
implied objectives lying behind actual go&ernmental action. When implied objectives
are different from the implied solutions predicﬁ;d by the model, we must explain
the discrepancies. Elements which are not, or only partially explained by the
‘model, raise additional important questions that must be addressed. In order to
do so, we have' ‘to go beyond a rational approach and. apply two additional

frameworks of explanation.

The Organizational Process Model used in this thesis is also similar to
Allison’s Organi;ational Process Model, except that the organization studied is not
the government as a whole. The sections dealing with this model focus on the
decision-making pfocess of organizations responsible for policy-making and policy
implemenpation in_ the banking .sector. Thus, in Japan, we will focus our analysis
on the Ministry of Finance, and in Korea, on the small group consisting of thé
Presideﬁt, the close presidential advisers, and -theA bureaucrats of the Economic
Planning Board. The model attempts to demonst_:rate that actions taken by these
organizations are determiﬁed mainly by features of their -decision-making ' process,
which are quite inflexible and resistant to change. In ‘order to do so, we will
idéntify the parochial priorities and perceptions of ;he different factions composing
the organizations under study, their standard operatiﬁg procedures, and their
programs a'nd repertoires. -

The second alternative framework to the Rational. Model is the Political
Model. This model is a generalization. of the Rational Model in the se;lse that it

considers multiple stakeholders each making i‘ational choices in a ‘'strategic
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fgame".' The Political Model used in this thesis differs somewhat from Allison’s
Governmental (Bureaucratic) Politics Model as it also takes into consideration the
inﬂuenee of players -outsi‘de the government. The sections dealing with this model
provideb numeroﬁs eccounts of power struggles, bargaining, and comprornises
among the wvarious interest gr-oups', all of which influenced the ,regulatien of
foreign banks and the pace of financial liberalization; While it is difficult to know
the details of where every ple.yer stood behind the scenes, and what his stake
was, the wuse of publicly available documents and newspapers can provide

.sufficient episodes and anecdotes to enable us to draw reasonable conclusions.

The reader should note thet the purpose of this thesis is not to select
the "best model”, but rather to provide alternative explanations and gain
additional insights into the subject of foreign bank regulation, starting with the
most "economical" (or sharp) model and then augmenting its insights with two

alternative models.

E. ORGANIZATION OF THE THESIS

Each case study employs, sequentially, the ‘Rational Model, the Organizational
Process Model and the Political Model. Specifically, Chapter II provides a
historical perspective of foreign banks in Japan and a general assessment of the
environment in which they corﬁpete. Chapter III. applies the three models to the
evolution of foreign bank reguiation in Japan. Chapter IV and Chapter V provide -
the same analysis as Chapters II and III, but applied to the Korean case of
foreign bank regulation. Lastly, Chapter VI consists of a general conclusion whxch

highlights the main differences and s1m11ar1t1es between the two case studies,
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assesses each model’s contribution to explaining the regulation of foreign banks,

and describes the broader lessons we can learn from these models.



CHAPTER II. FOREIGN BANKS IN JAPAN

A. HISTORICAL PERSPECTIVE

The presence of foreign banks in Japan can be traced as far back as 1870,
when two British banks established branches. In 1898, another British bank
opened a branch, followed by two each from the United States, France, and the
Nethe_rfands and one each from Germany and the USSR. By 1929, 10 foreign
banks were conducting business in Japan through 23 branches (Ursacki vand.
Vertinsky, 1989, p. 2). These banks concenfrated theix; operations mainly in trade

financing, particularly with their home countries.

World WarF'II suspended foreign banking operations, but a. dozen banks
reopened during the Arrierican occupation, including three each from the United
States and the . United King&om, btwo from the Netherlandé, and one each from
Ffance, Korea,- India and Chiﬁa (Schiffer, 1962, cited in Ursacki and Vértinsl;')r,

1989, p. 3).

In 1949, the American authorities turned over control of and
responsibility_ for Atvhe banking ,sectorrito the Japanese government formed under
the direction of General Douglas McArthur. A highly restrictive entry policy
followed and from 1950 to 1967, only seven additional. foreign banks were
allowed to open a branch in Japan (Pauly, 1987, p. 179). Startiné in 1955,4the

Bank of Tokyd and some of the city banks (large commerciél banks) expanded
their operations abroad, in line with the growth and globalization of their major

clients.

15
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Until the late 1960s, the banking sector remained highly regulated, with

foreign banks and domestic banks both operating in their separate market niches.
However, when Japan became a member of both the OECD and the IMF,
liberalizaﬁion of its. financial markets was undertaken as a response to féreign
demands for reciprocal  access. | Morgan Guaranty was the first to benefit from
this process when it was granted a branqh licence i.n 1969. This signal opened
the door for many fo'reign. banks to .pene:trate the market: in the following

decade, 46 others opened a branch (Ursacki and Vertinsky, 1987. p. 3).

Although the number of foreign banks increased signiﬁcantiy, their
presence was‘ (and still is) considered rnargin.il to the Japénese market. Their
market share of deposits remained at the level of 1% and their share of the
loans market increased from 1.5% bt(') 3% (Ursacki and Vertinsky; 1989, p. 3.
Proﬁtability was also unimpressive, with return on assets (ROA) averagihg less

than .3% by 1979.

At that time, the picture was discouraging, with impact loans declining,
increased competition pushing spreads doWn, inadequate access to low-priced yen
funding, and small branch networks, to name but a few of the problems facing
fbréign bankers. Nonetheless, 22 other foreign banks entered the Japanese market
from 1980 to 1986. By 1987, 79 foreign banks from 22 countries were
operating in Tokyo. As of June 1988, the-re were 81 foreigp banks coqducting
‘banking business through their 119 branches. However, they were stuggling for

no more than .58 percent of the deposits and CDs market and 2.08 percent of

"~ the loans market (see Figure 2.1). The United States was the most heavily
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Figure 2.1

Foreign Banks' Share of the Japanese Banking Sector

(percent)
Total Deposits(1) Loans(1) Assets(2)
1980 095 3.27 4.06
1981 1.09 3.49 3.82
1982 1.13 3.50 473
1983 10.99 343 4.56
1984 0.98 340 435
1985 1,05 : 372 4.37
1986 o ' 212 3.49
1987 057 215 .

1988 0.58 2.08 3.82

Sources: Ministry of Finance, Annual Report of the Banking Bureau and The Bank of Japan, Economic Statistics
Monthly cited in FBAJ, Japan Financial Statistics; OECD, Financial Statements of Banks; Peat Marwick,
Mitchell & Co., Balance Sheet of Foreign Bank Branches in Japan.

(1) Includes those of city banks, local banks, trust banks and long-term credit banks, at September 30.

(2) Includes those of city banks and local banks, at March 31.
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represented country, with' 19 banks operating 28 branches. France hadv 13
branches of its own, follo;ved by Singapore with eight branches, West Germany
and the United angdom with seven branches, and Canada with six branches

(FBAJ, 1989, p. 27).

B. THE ENVIRONMENT IN WHICH FOREIGN BANKS COMPETE

Followihg “the Second World War, during the American occupation, banks were
classified into three groups: ordinary banks (city banks and smaller, regional
banks); specialize‘d banks (dealjing with international business, trust business,
long-term credit); and "6thers" (a large. number of local institutions dealing in

specific sectors of the economy, such as agriculture and forestry).

However, it is more wuseful to classify the Japanese banks into five
groups: the cdmmercial banks, the trust banks, the long-term credit banks, the
f'oreign banks, and others. Different laws regulate each of the groups: the
Banking Law, for ordinary banking activitiés; the Trust Law and the Trust
Business Law, for trust banking activities; the Foreign Exchange Bank Law,
related to foreign exchange transactions and export/ import financing business; the
Long-Term Credi£ Bank Law, for long-term credit banking activities; the Mutual
Finaﬁce Bank Law; and the Law Concerning Credit Unions (Price Waterhouse,

1986, p. 213).

Commercial banks are subject to the New Banking Law, which is an
extensi?e revision of ‘the Banking Law enacted. in 1927. The New Banking Law

was enacted in 1981, but it was revised effective in April 1982. Under Article
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10 of the law, the commercial banks are allowed to engage Ain the following
activities: "acceptance of deposifs; making of loans; handling of foreign exchange
transactions; guaranteeing vliabiiities and accepting notes; the buying and _sélling of'
§ecurities . (limited to transactions made fér the bank’s own investment portfolio,
and _custbmers’ accounts based upon their written order); leﬁding securities;
ﬁnderwritiﬁg government  bonds, local . government bonds .and .govérnment
guaranteed debentures; and the safekeeping of securities, precious' metals and

other articles" (Semkow, November 1987, p. 11).

IncludédA in the qommerciai bank capegory are the city banks and the
regional banks. There are a total of 13 city banks located in major»cities with
branches spread throughout the country. These banks account for a little more
than one-half of all banking assets in Japan and, as will be discussed ‘in greéter
detail in the following sections, they provide the main competition to foreign
banks. Some of them are. large multinational banks which constitute the major
lenders to Jaiaanese_ industrial borrowers. As of 1986, approximately 60% of their
lending facilities ‘were employed» in funding large enterprisés (Price Waterhouse,
1986, p. 210). This situation is explained vby Japan’s relatively poorly de‘veloped
securities market, which led large corporations to be dependent on the city banks
for financing (US Treasury, 1984, p. 21). Most of the city banks’ f'unds>for

lending purposes are acquired through deposits, especially time deposits. -

There are 63 local or regional banks and, in accordance with Ministry of
Finance regulations, they conduct business primarily in the prefecture ‘where their

main offices are located (US Treasury, 1984, p. 22). Regional banks typically
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offer short-term loans to small and medium-sized businesses, as well as providing

funds to city banks in need (Spindler, 1984, p. 98).

Seven trust banks engage in general trust busi'ness by issuing loan
trusts o'n medium-term savings certificates and are also strong participants in the
'domestic. long-term lending Vmarket. (Spindler, 1984. p. 98). The three long-term
credit banks, which specialize in long-term financing, operate .throughout the
country, although their branch networks are much smaller than those of the city ‘
or regiona;il' banks. Their task is twofold: to alleviate commercial banks of the
pressure of long-term ﬁnanciﬁg and to substitute as a capital market (Ishi, 1932, ,

p.- 110).

The postal savings system, * operated by the Ministry of " Posts and
Telecommunications, has been very popular in Japan. In July 1988 it accounted
for 13.9% of the deposits, debentures, and trust markets, with over 23,000

"branches” in Japan (FBAJ, 1989, p. 15).

Also present in the market are a number of membérship organizations
such as mutual finance banks (Sogo banks), credit unions (Shingo kinko), credit
assdciations, labor credit wunions, and a number of specialized ﬁnanciﬁg
institutions. The role of these pla.yers'is less significant for the discussion of this

© study.

The governmental organizations regulating these financial institutions

center around the Ministry of Finance, which is principally responsible for policy
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~formulaﬁon and regulatory, supervisory, and planning‘ fgnctions. The Bank of
Japan handles the day-to-day implementation of these regulations in the money
.markets (Pauly, 1987, p.164). It also issues bank notes, ser-ves’as banker to the
government. and banks, and administers thé enforcement of foreign exchange
‘control regulatibns and the government’s monetary policy (Price Waterhouse, 1986,

p. 209).-

The sfructure of the Japanese banking séctor> has uﬁdergone significant
changes since the end of World War Ii. The banks were the instruments used
to pro'vide much-needed funds to rebuild the industrial | sector. The Japanese
government always maintained close relations with the banks and wused its
relationships to attain national objectives by employing what is described as
government guidance. This close alliance, according to many observers, has helped

to shape the industrial structure of Japan.

Liberalization of the financial sector began in the 1960s, with a much
faster pace prevailing since the 1970s. According to Pauly (1987, p. 159),
liberalization “refers to the changed needs of a méturing domestic economy
reéhaped by slower growth, persistent trade surpluses and the burgeoning external

expansion of its industries."”

Perceptions of the degree to which the banking sector in Japan is
regulated differ among the .various players. These conﬂicting views - reflect the fact
that regulation is often implemented through what is called "administrative

‘guidance" rather than formal, written regulation. While many regulations have
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- been eased, the system is still considered by many observers. to contain many

restrictions.

Compared to 'the' American banking sector and those of major
industrialized countries, »thé 'Japaneée banking sector is more concentrated, with
greater specialization of activities. The banking law has always separated bapking,
securities, and insurance activities and has  compartmentalized bénking into
" short-term lending (city and regional banks), long-term lending (long-term credit
and trust bénks), and trust banking. Japan is the only major | economic power
- which rn'aintainsv separate systeﬁls for short-term and long-term finance. When
‘Canada completes the reformation of its trust operations system, Japan will B‘e
the only proponent among the 'majo.r developed countries of a separate trust
operé‘cions system (Sanwa Bank, April 1989, p. 4). In addition, only Japan and
the United States separate banking and securities busineés. However, the
differences between these activities have become less clear with the recent
liberalizatioﬂ stepé. Activities of banks in Japan, as a result of these steps, tend
%o | extend beyond. their different areaé of specialization, but are still not as

homogeneous as is the case in some of the other developed countries.

Among the most important liberalization measures were the amendments
"~ made to Article 65 of Japan’s Securities and Exchange Law (equivalent to the
US Giass-Steagall Act), which = separates investme‘nt activities from commercial
banking activities. The amendmehts permit Japanese banks .tol deal in government
bonds over-the counter to the general public. Commercial banks were allowed to

be secondary dealers in Japan’s government bonds in 1984. In the beginning,
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they could only deal in bonds with less than two years left to maturity. That
restriction was lifted in 1985 at the same time as regional, mutual, and foreign

banks were allowed into this market (Economist,' October 18 1986, p. 82).

The Tokyo 'offshore market was estabiished in December 1986. This
allowed Japanese institutions to have special banking accounts, separate from
accounts for domestic transactions, and to do business with foreign firms,
governments and international agencies free from 'domestic regulation (Nobuhiko,
1988, p. 293). Transactions in this. facility are exempt from interest;, rate
regulations, deposit insurance a.nd reserve requirements, and interest received by
non-residents ié tax-free (Euromoney, February 1989, p. 37). However,_ this
offshore market, which was modeléd on‘ New York’s International Banking
Facility, opened with little excitement. Due toA several types of con‘trol 'measqres
qsed by the monetary authorities, and the lack of proper tax incentives, some
bankers said that the benifits were £oo small for them to invest large sums and
that restrictions were too high to take business away from London, New York,

Singapore, or Hong Kong.

Nonetheless,» the Tokyo offshore market has grown steadily in terms of
size. The Ministry of Finance recently announced that regulations restricting the
inflow and outflow of capital will be relaxed starting April 1, 1989, in the hope
that ‘the liberalizatioﬁ of regulation will contribute to further internationalization of
the yen and also encourage worldwide financial dealings of small and
medium-sized banks: which are not -operating branches overseas (Japan Times?

March 25 1989, p. ‘11). At the end of 1988, the balance of deposits totaled



24
US$ 414.2 billion, surpassing the New York and Singapore markets 'i;lvscale, and
nearly reaching the level of Hong Kong, the second largest market in the world -

after London (ibid).

Although slow comparéd with other developed countries, the liberalization
process in Japan has continuéd to be implemented since 1986: interest fates
payable on large-denomihation term deposits, certificates of deposits (CDs) and
money market certificates (MMCs) have been quite significantly deregulated.
However, almost two-thirds ‘of' savings deposits and one-third of dei)osits in
general are still under interest rate controls (Euromoney, February 1988, p. 37).
The ﬁnanciai market is also not very well developed. A- short-term money
market exists "only in theory” in Japan. Collateral requirements in the bill and

call markets are outdated and quit:,e expensive by Western standards.

C. EXPLAINING THE REGULATION OF FOREIGN BANK ACTIVITIES

The Japanése banking sector has b_een the focus of many ‘s_tudies and
publications by ~ outside observérs and analysts (EEC‘ Commission, US
Congressional task force, US Department of the Treasury, among othérs). The
role and activities of the Japanese Ago‘vernmeht, the financial authorities, and the
domestic and foreign banks haveA alway_s created_ ‘great interest. Indeed, the
development of regulatory policy in the Japanese financial sector réises some

important questions, namely:

.Why is the Japanese banking sector still more regulated than other

developed countries? -
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.Why has Japan not followed the world ‘trend of liberalizing the ﬁnancial
sector, deregulating the four pillars, and providing full national treatment for

foreign banks?

.Why has the liberalization process been so slow?

The development of regulatory policy governing foreign banking activities
has also received enormous attention. This situation is quite peculiar, considering
the marginality of foreign banks’ activities in Japan. It is true th.at some
regulatory measures Were, ‘and are, very' particular to the Japanese financial

market. Questions which thus arise are:
.Why are foreigh banking activities so marginal?
" .What motivates the legislation/regulation of foreign banks?

.Why all the fuss over the legislation/regulation of such marginal players?

To answer these questions, we must understan(i how the liberalization
process and the regulation of ‘foreign banks’ activities have beén implemented in
Japan. For this purpose, we will use three models, each one consisting of an
alternative framework for explaiping how and why regulatory measures were
implemented in Japan. Our t;hree models are: the - Rational Model, the
Organizational Process Model, and the Political Model. The objective of the

following analysis is not to select the "best" model, but to gain better insights

into the evolution of foreign bank regulation in Japan.



CHAPTER III. APPLYING THE MODELS TO JAPAN
A. THE RATIONAL MODEL

1. Introduction

The >c.ievelopment of Japan’s financial system and the liberalization process are
| analyzed primarily | in terms of actions undertaken by a single actor, the
Japanese govet;nment, which is deemed to be pursuing a specific goal, or
different éoals, and is deemed to make rational choices by selecting alternatives
whose consequences Were (or were thought to be) optimal. In this context, the
J apanése government and the monetary authorities are considered ' as

value-maximizing actors, i.e., rational decision-makers.

The liberalization of the Ja'panese. financial sector did not occur overnight,
but rather was introduced gradually in the post-war era, responding to existing
conditions. The aﬁthorities’ decisions - in adopting deregulatory measures can be
explained as actions taken in response to changes occurring in the intérnational

environment as well as domestic problems and the need for economic reforms.

The Japanese banking sector is still relatively highly regulated for foreign
banks compared to the sectors of other developed nations and; as we will see in
this section, some regulatory .measures are very particular to the Japanese
market. Figﬁre 3.1 provides a chronology of the major developments in foreign
bémk regulation and serves as a guide 4’f‘or the analysis using the Rational Model.

The following discussion seeks to provide 'a rational explanation for the

26
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Figure 3.1

JAPAN: MAJOR DEVELOPMENTS IN FOREIGN BANK REGULATION

Measures

Foreign banks granted licences under the first Banking Law enacted in 1927.

Foreign banks operate in specific market niches as they have a near-monopoly in trade financing
and foreign currency-related transactions.

Strict set of regulatory measures govern foreign banking activities: 1) agreement not to solicit
local deposits, 2) requirement for prior approval of yen loans to non-Japanese borrowers, 3)
control of interest rates and volume of funds available by the Bank of Japan's window guidance,
4) imposed ceilings on interbank loans.

Foreign banks' role in foreign currency-related activities increase.

Foreign governments exert pressures for reciprocal openness; new foreign banks are permitted to
open branches and an entry policy based on reciprocal opportunities is established.

First oil crisis causing Japanese banks to pay a "Japan premium." Foreign banks gain an
“"accidental monopoly" on impact loans, i.e., foreign currency lending to Japanese borrowers.

Japanese authorities further liberalize the banking sector and respond to foreign pressure by
allowing an increase in the presence of foreign banks and a widening of their range of
permissible activities: foreign banks can apply for additional branches, are no longer required to
give prior notice to borrow in the call market and can issue yen CDs. As well, the MOF

nuliifies their letters previously submitted pledging not to solicit local deposits and increases
their swap quotas.

Domestic banks are authorized to extend short-term impact loans, thus ending a major privilege
enjoyed by foreign banks.

As opposed to previous years, foreign banks do not want to continue operating in specific market
niches, but rather start putting forward demands for pational treatment: concept by which foreign
banks in one country are treated on an equal footing with this country's domestic banks, in

terms of regulations governing their operations. This differs with the concept of reciprocity,

which states that foreign banks shouid be permitted to do in a country what they are allowed to
do in their home countries.

Delegétions from the U.S. and Europe to discuss grievances of foreign banks in Japan; a U.S.
Treasury report concludes that there is a substantial lack of national treatment for foreign banks
in Japan.

Revisions of the Foreign Exchange and Foreign Trade Control Law are implemented; for foreign
banks, this means liberalizing resident foreign currency deposits and foreign currency borrowing
by residents (impact loans). As a result, foreign banks may become “authorized foreign exchange
banks" and explains in part the increased number of foreign banks which establish branch
operations. No major effect, however, in terms of increased business.

The New Banking Law becomes effective in April 1982 and is considered by Japanese authorities
to represent a substantial progress toward national treatment but foreign banks argue that what
is important is how the legislation is applied, not written. Foreign banks reply with demands for
"effective national treatment.”

The U.S. government pushes for new bilateral negotiations with Japan, and asks for more
favoured treatment of U.S. banks.

Regulations regarding entry, activities of foreign banks, and the way foreign banks could compete
have been relaxed: no more limits on lending yen overseas, permission to perform in direct bank-
to-bank lending in the foreign exchange market, and relaxed regulations on accessing yen funds.
However, national treatment is still not provided.

Nine foreign banks are allowed entry into trust business.

Major breakthrough for foreign banks. Authorities give branch licences to securities subsidiaries
of foreign banks (maximum ownership of bank: 50%). This does not apply to domestic banks.

Foreign banks operate in a market which is less discriminatory but they do not have "effective
national treatment" due to some remaining barriers: they play a minor role in trust business, their
activities are still segmented, they have insufficient access to yen funds, and no access to a real
short-term money market.
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development of the current regulatory framework surrounding foreign banking

operations in Japan.

Befor‘é analyzing the actual regulation, it is necessary to assess the
context surrounding Japanese authorities when formulating and implementing the

regulatory framework.

Japan has no substantial energy resources and has always depended
“heavily on imported natural resc;urces. This dependence has helped to make
économic issues a high priqrity in foreign policy. Andreas Prindl (1981, p. 4)
describes well how this perception of vulnerability has shaped Japanese thinking
both iﬁ the AIIJast and present. This feeling of fragility, according to him and
many other foreign observers, can "lead directly to a sense of needing barriers
or controls to withstand uncertain future events, whether pblitical or economic”.
Capital is also a scarce resource and its allocation to specific sectors shapes the

economy. In Japan, the allocation of the flow of funds by the central authorities

L

often comes in contradiction with uses that market forces would have determined.
It is argued that if Japan’s financial system were fully liberated and left to
"negative" forces from abroad, the vulnerable Japanese economy could be hurt.

" The oil crises of 1974 and 1979 certainly did not help to dispel such beliefs.

Furthermore, economic . growth has been the goal of bJapanese authorities
in the post-waf era, and ‘measures taken to achieve this objective included
indicative planning in both the public and private sectors, regulating competition

uéing administrative guidarice, keeping interest rates low, and controlling lending
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a?tivities. These measures were easief to implement in Japan thanb in other
developed countries due to the close relationships existing b_etv‘vee'n bﬁsinesses,
politicians and bureaucrats existing in Japan. The’ ihdustrial environment was also
.well suited to Asuch growth: as opposed to the United Statesv for e#ample,
Japanese firms operate in an environment where long-term goals can be puréued
more easily  (hardly any takeover bids, life-time employment; iess emphasis on
stock marke_t values, .etc.), What is more, ever sincer Japan regained its
independence in 1952, the main feature of its political scene .has been stability.

Pragmatism is the basis for public policy, which follows the slogan "the economy

comes before politics” (Hong Kong and Shanghai Bank', 1987, p. 4)

.For the purposes of the foliowing analysis, we can divide the post-war
era into four periods, each one with different conditions preéeht in the
environment surrounding the Japanese financial market. These periods are: the
héavily regulated period (1951- mid-60s); Japan’s entry into the IMF | and the
OECD and the first oil shock (mid-60s to mid-70s); the second oil crisis up to
the enactment of  the ‘New Banking Law (mid-70s to eafly, SOS); and from the

adoption of the New Banking Law to the present.

The reader will find it beneficial to- refer to Figures 3.2 to 3.5 which
illustrate the rational analytic framework of each period analyzed. For evefy
period considered, two parts are compared. The first part summarizes. the main
events and assumed objectives of the government during the period in question,
:along with the _probiems and solutions that are logically implied. The second. part

summarizes the actions actually undertaken by the Japanese authorities in terms
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of foreign banking regulations and the implied objectives of such actions. This
comparison can be used to assess whether or not the regulatory measures

implemerited truly reflect the proposed rational process of decision-making.

2. 1951 to Mid-1960s

FollowingA the American occupatioﬁ, control of vthe banking sector was turned over
to the newly-formed Japanese ,government.. Japan at the time had the main
objectives of rebuilding its economy and regaining ' and maiﬁtaining domestic
control. Objecti;res that specifically deglt with the banking sector were twofold: to
‘protect the domestic banks, Whi;:h were recovering from the war and .were
esséntial for economic reconstruction, and tp' avoid "_overbanking". (Pauly, 1987, p.
179). Spindler (1984, p. 93) argues that the government thus considered the
international capabilities of its local banks as a strategic resource. However,
Japan faced severa] problems, namely lack of expertise, lack of foreign qapital,
and a we‘ak banking secflor. Hence, the measures implemented consisted of strict
restrictions regarding the entry and activities of foreign banks, and on the inflow
-and useé of foreign capital', making it extrefnely difficult for foreign banks to
operate a branch_ in Japan. Applications from smvall Asian banks were preferred
to those from the industrialized nations, and other 4f0reign requests were mostly

rejected (Euromoney, March 1977, p. 33).

. in a manner similar to many countries which had bpened their financial
sectors to foreign interests, Japan originally viewed the foreign banks as fulfilling
special tasks in the economy. Those foreign banks which did have a branch

operation in Japan had a primary task of helping their host country in its



Figure 3.2

Japan: Rational Analytic Framework - 1951 to Mid-1960s
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Trigger Events

Control of the banking
sector was turned over
to the newly-formed

Japanese government

Assumed Objectives

- Rebuild economy and
"catch up" with other
industrialized nations

- Regain and maintain
domestic control

Implied Problems
Lack of expertise
Lack of foreign capital
Need to finance trade

American institutions
are dominant

Japanese banks are
‘'weak but some very
strong foreign players
are already established

Implied Solutions

Protect domestic
economy and financial
sector

Promote domestic
exports

Regulate foreign banks’
entry and activities

Use established foreign

banks to perform

specific activities:

- finance trade

- import external
financing

- provide special
expertise

Actions and Results

Strict restrictions on entry

and activities of foreign
banks; only 7 additional

banks were allowed to open -

a branch

Strict restrictions on inflow
and uses of foreign capital

Implied Objectives

Protect domestic banks
recovering from the war

Have foreign banks perform

activities to fill in gap
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international payments related to trade, importing external financing, and

providing special expertise.

Foreign banks were granted licences uﬁder the ﬁrst bankinvg' law, which
had been enacted in 1927. Natioﬁal treatment was clearly out of reach fér
foreign banks, but the administrative actions and guidance by the authorities,
added to a "de facto" policy of non-competition with domestic banks, gave foreign
institutions a néar-monopoly in trade financing and foreigﬁ currency-related

transactibns (Pauly, 1987, p. 180).

The highly restrictive policy translated into the following regulations oh
foréign banks: agreement not to solicit local deposits (foreigh banks had to bring .-
funds from abroad for their lending activities and use currency ’swaps); a
requirement for prior approval of yen loans to non-Japanese borrowers;  control of
interest rates and volume of funds available by the Bank of Japan’é ‘window.
guidance (interest rates were often below equilibrium raﬁes); and imposed ceilings
on interbank loans (US Treasury, 1979, p. 75). All these factors contributed to a
serious limitation of foreign banks’ yen lendihg business. Restri'ctions were also
imposed on the establishment of additional branches and expansion through -

acquisition.

Despite the rigid set of regulatory measures, the system drew almost no
criticism, either domestic or foreign, for two main reasons. First, foreign banks
enjoyed rellatively large profits in their foreign currency lending activities. Second,

the United States, which was the country with- the most bank branches in
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Japan, and hence the greatest incentive to exert pressure, was more preoccupied
by strategic matters concerning Japan than by economic ones (Pauly', 1987, p.

182).

3. Mid-1960s to Mid-1970s

In 1964, Japan became a Chapter VIII membér of the IMF and thus committed
itself to the principle of free international flow of capital. By‘ this time, other
member nations had agreed that Japan could no longer be considered a
develo;;ing or rebuildihg nation in need of protectioﬁ from cap’ital' inﬂoWs. But
Japaﬁ felt that because its financial structure was different, it was more

vulnerable to outside capital and needed continued protection.

Being a member 6f both the IMF and the OECD,. Japan realized in the
late 1960s that, in order to reduce the vulnerability of its economy, it had to
secure access to foreign capital markets for the purpose of industrialization and
deficit financing. The ﬁrst oii . crisis, in 1973>, caused balance of Apa)-'ments
problems and resulted in Japanese banks having to pay a "Japdan premium" for
deposits raised in the Euromarkets, thereby increasing their costs. Because. of
this, domesticrbanks were allowed by the Ministry of Finance to discontinue their
foreign currency lending activities (Pauly, 1987, p. 180). Foreign banks » thus
gained an "accidental" fnonopoly on so-called “impact loans", a term describing

medium-term foreign currency lending to Japanese borrowers (ibid).

- With Japanese financial institutions finding it hard to raise foreign

currency on acceptable terms, letting more foreign banks enter Japan and
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International pressure for
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industrialized nations
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Implied Solutions
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foreign banks to open
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Highly restrictive
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activities of foreign banks,
especially foreign deposits
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Foreign banks gained a
monopoly on impact loans
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Balance of Payments
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reduce cost of foreign
currency loans.
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foreign exchange and
impact loans)

Give minimum concessions

that reduce pressure in
order to protect the
domestic market

financial sector; no need capital for growth but that influence on world
.to consider Japan as a industrialization and increases foreign events (e.g., trade
developing nation in need  deficit financing influence liberalization)
of protection
Less foreign sympathy Implement measures that
First oil crisis which for protectionist assure a balance
causes Balance of measures; risk of between adequate access
Payments problems sanctions to foreign capital,
liberalization of the
Japanese banking system  banking sector, and
outdated and restrains protection of domestic
Japanese banks' banks
expansion abroad
Increase the role of
Japan premium on funds foreign banks in foreign
by Japanese banks: currency activities
raises costs because they can raise
funds at lower costs
Actions and Results Implied Objectives
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allowing them to engage in foreign currency-rélated activities became an attractive
alternative because they could raise funds at a .lower cost. In that sense, giving
fofeign banks a monopoly (‘)n‘ impact loans was advantageous for both parties

concerned.

Furthermore, at horﬁe, Japanese borrowers could not borrow sufficient
yen >bebcause of the very tight domestic monetafy policy intended to combét'
inflation in Japan. With the problems caused by the first oil éﬁock and the very
tight domestic monetary policy, assuring access- to foreign capital became a méjor
priority.  From l973 to '1974,‘ there was a large increase in foreign capital
inflow, from US$ 610.2 million to US$ 2102.9 million (Bank of Japan, October

1975).

Japan also realized the imbortance of involving its ‘bankin'g institutions in
international operations, in the changing economic environment. The foreign
presence of Japanese banks increased significantly: Japanese banks were operating
close to 100 offices in foreign countries (Kon, 1977, cited in Pauly, 1987,-p;
183). While this presence was still of small importance when compared with
Arherican or European banks, foreign governments were starting to put forward
demands for reciprocal openness in Japan. Japan finally gave in to international
pressure in the late 1960s and allowed new foreign banks to open branches,
es_tablishing an entry policy 'based on whethef foreign governments provided -

'réciprocal opportunities for Japanese banks (Pauly, 1987, p. 184).

Although authorities did allow more foreign banks to open branches, their
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activities were governed by highly restrictive regulatory measures, especially- for
yen deposits. Foreign banks were thus engaged primarily in the following types
.df business: féreigﬁ exchange, export and import Aﬁn'ancing, yen lending, and

impact (foreign currency) loans.

4. Mid-1970s to Early 1980s

.From the late 1970s to the énactment of the New Banking .Law and its
implementation . in 1982, changing econom‘ic. and financial conditions, as well as
close links = with the world econohr_ly, stimulated changes in Japan’s domestic
financial markets. The Jai)anese economy was less -expansive following the first
oil crisis of 1973, with a slowing of the growth of demand for funds. In the
international sphere, Japanese investments abroad were increasing steadily and
the banké started particvipating in syhdicated loans to non-Japanese international
i)orrowers. In mid-1‘981, iapanese banké handled approximately 15% of the
market for medium and long-term loans in Euro-currency bank ‘credits (OECD,

1982, p. 43).

The de_mapd for foreign currency was a major factor in the process of
financial libéralization. Even when the overall balance of payments in Japan
turned into a surplus, the demand for foreign currency continued to be stréng.
The Japanese banking system had turned from a net capital exporter to a net
capital importer position which amounted to US$ 14.5 billion at the end of 1980,
compared with a net asset position of US$ 3.4 billion at the end of 1973
(OECD, 1982, p; 43). This trend in the net external position took place in the

foreign currency sector, where the net external liabilities position amounted to
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Trigger Events

Trading partners
(especially U.S.)
experience slow growth
with deficit problems,
causing currency
imbalances

Despite surpluses in the
Balance of Payments,
Japan is still a net
capital importer

Changing economic and

financial conditions in
world markets; foreign
financial markets are
more developed than

Japan'’s to meet demands

for international
financing

Delegations from Europe

and U.S. to discuss the
grievances of foreign
banks
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- Maintain relatively high
growth in face of poor
world economy

- Finance government
deficit at-minimum cost
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Foreign pressure; risk
of sanctions

Domestic banks are
unsuited to achieve full
integration with the
economy: government
deficit financing,
controlled interest
rates, etc.

Japanese banks and
MNCs need free access
to overseas markets to
keep up with growth;
increase the possibility
of sanctions

Concessions made to
foreign banks previously
are now becoming
obsolete (impact loans
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Substantial lack of
national treatment for
foreign banks

Disagreement between
Japanese and foreign
officials as to whether
or not the legislation is
discriminatory

Implied Solutions

Liberalize the banking
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more market oriented
mechanisms
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broad and general, and
involves a lot of
interpretation

Acfions and Resufts

Amendments were made to
the Foreign Exchange and
Foreign Trade Control Law

Officials further opened the
banking sector to foreign
banks

"Authorized foreign
exchange banks" were
created

Japanese banks were now
allowed to grant short-term
impact loans

Banking sector was not all

deregulated, especially for

foreign banks:

- not all market forces;

- no stable source of yen
funds for foreign banks;

- use of administrative
guidance was still
important;

- still very segmented

Implied Objectives

Buy time by granting a
minimum of concessions to
foreigners

Allow more foreign banks
to enter the market to
achieve specific objectives
but not to enter new
businesses; officials still
want to control the
banking sector
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US$ 19.2 billion at the end of 1980, compared with a net external assets
_position of US$ 3.4 bilion at the end of" 1973, largely reflecting increaéed
foreign currency lending by Tokyo banks to local industries (ibid). One of the
reasons put- forward to explain ﬁﬁis relates to conditions in the domesticv financial
market. These caused credit demands to reach into foreign markets to provide
more yen financing. Increa:sed- liberalization in the ﬁnaﬁcial sector was thus
viewed as essential. More specifically, the interest rate structure had to be based

. more on market forces.

Japanese officials found themselves in somewhat of a dilemna. On - the
one. hand, Japan wanted to maintain relatively high growth in the face of a
weak world economy. To keep up growth, Japanése banks and MNCs needed
 free access to overseas markets. On the other hand, the domestiq_ banking sector
was seen as not ready to achieve full integration with the worléi ec’onomy.v At
the same time, foreign banks were also demanding more national treatment for
their operations because the 1970s proved to be the end of the high profits they

formely enjoyed.

Gross national product was not expanding as rapidly as it had in
previous years. With liquidity increasing as a result of this slower growth,‘
borrowers began repaying their impact loans. This, coupled with the changes
oééurring in money markéts, led to a deérease in the spreads on foreign banks’
lending activities. In fact, from 1975 to 1979, the Bank of Japan had an easy
monetary policy which resulted in spreads f'allin;g to .5 percent on loans granted

by foreign banks. The foreign bankers were not pessimistic however, and thought
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that at the next liquidity crisis, spreads would jump up to 1.5% (Euromoney,
January 1981, p. 53). This explains in part why new foreign banks opened
branches during that period. Still, this situation, combined with inadequau; access
to low cost yen-funding (as explained above), made foreign banks’ operations far

less appealing than they had been previously.

Foreign bankers felt they had to argue their case with the financial
authorities, Some favored a unified front to lobby the Minister of Finance, others
wanted to express their demands on an individual basis (éspec'ially the large
American banks), and the rest did not want to interfere in Japanese politics
(Pauly, 1987, p. 191). For somé foreign banks, not wanting to "interfere in

-Japanese politics“ really meant not wanting to "rock the boat".

Delegations from Europe and the United States visited Tokyo and
discussed the grievances  of the foreigﬁ banks. Many contacts were then
established with the local authorities in order to assess the situation and try to
resolve the claimis of discrimination expressed by foreign bankers. While the
Japanese gover;nment stated that the legislation did not discriminate against
foreign banks, adding that the discriminatory measures cited by foreigners were
"misu,nderstaridings", they were willing to engage in discussions with local and
foreign banks. One must not fbrget that with Japanese intérests expanding
abroéd, the risk of sanctions had increased. This situation certainly contributed to

Japanese officials’ willingness to meet with their foreign counterparts.

A number of reports, among them the US Department of Treasury
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"Report to Congress on Foréign Government Treatment 6f US. Commercial
‘Banking. Organizétions" published in 1979, described the regulatofy measures
govefning foreign .ban‘king activities in thg late 19705. The follpwihg passages
* represents highlights of the regulafory measures described in this document (US

Treasury, 1979, p. 70):

- Foreign banks entering Japan were allowed to open only one branch
~and banks already present were not permitted to open additional-
branches. Japanese. authorities stated that foreign banks should apply _

. for additional branches.

- The Anti-Monopoly.'Law . prohibited any financial inétitution, foreign
or ‘doﬁlestic, from owning more than 5 percent of the stock of another
financial or non-financ.ial company. Furthermore, merger laws and
other legal complications also restrained foreign bvanks’ expansion

through the purchase or taking over of existing Japanese institutions.

v { . ,
- Foreign banks were not able to develop a stable source of yen

funds. Howe ver, the Ministry of Finance did nullify the letters
previously submitted by foreign branches pledging not to solicit local
deposits. This was séen as an important move toward national

treatment, although the results of this had yet to be seen.

- Foreign banks were no longer required to give prior notice to
borrow in the call ‘market.” Flexibility in the call and discount markets
had been improved, as well as ‘the determination of interest rates.

* which reflected more market fo"r"ces.' The Bank of Japan had stéted
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that these markets would be, in general, free of administrative control.
Ceilings on loans to foreign banks in the interbank market had also

been removed. However, monitoring and guidance still exercised by the

central bank could be discriminatory.

- Foreign banks had access to an additional source of yen funds. As
~of March 30, 1979, banking institutions were permitted to issue yen
certificates of deposits (CDs) in minimum -denominations .of 500 rﬁillion
yen, with maturities of 3 to 6 months. Ceilings for foreign banks

were 10 percent of yen lending and yen securities holdings.

- Swap quotas had been increased. This instrument had been a
'helpful developmeht and continued to be important for foreign banks.
The recent steps (see above) allowing foreign banks greater access to
local funds were airﬁed at reducing their reliancé dn currency. swaps
as a source of local funds. With swap quotas denominated m dollars,
the rise in value of the yen had reduced the lémount of. local -

currenéy available for US banks lending in the local market.

. The policy permitting foreign banks’ participation in the import
financing facilities of the Bank of Japan and the facilities of the

Japanese Export Import Bank had been clarified.

- Domestic banks had been authorized to extend short-term “impact
loans but foreign banks still maintained their monopoly in long-term

impact loans.

- Foreign banks were not required to purchase government securities
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and to participate in bail-out loans to local Japanese cofnpanies.

The authorities’ decision to end the foreign Banks’ monop.oly in short-term ‘
impact loans deserves soﬁle attention because this activity represented one of
foreign banks’ major - privileges. In June 1979, Japan’ese authorities saw that
rising ‘oil priées‘ would again affect the balance of payments negatively and
weaken the yen. Therefore, yén defence packages were implemented by 'the
government, with one of the measures allowing foreign and Japaﬁese ‘banks to
extend short-term impacﬁ loans for the first time. Japanese banks did not miss
the oppo‘rtunity and q.uickly took part of the market, much to the detriment of
the foreign banks (Euromoney, January 1981, p. 56)). Thus, one of the major
operational advantages of foreign banks was eliminated: their "monopoly” had

ended. This was explained by officials as a natural development. v

Some other regulatory measures facing the foreign banks in Japan were
described in the OECD Report: "Regulations Affecting International Banking
Operations" (1982). Additiohal regulations to the ones identified above related to

exchange control, minimum reserve requirements and interest rate control

The exchange control regulation stipuls;lted that, in brinciple, commercial
banks had to mat{.:h their net positions by foreign currency, and daily limits
were seti,v for each bani{. Also in brinciple, the net foreign exchange positions of
the commercial banks should match. Commercial banks acquiring foreign currency
' -deposit's for both residents and. non-residents were subject to a minimum reserve

requirement of .25 percent. Foreign affiliates of Japanese banks were not subject
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to this. Commercial banks holding domestic currency deposits for non-residents
were also subject to a minimum reserve of .25 percent. Controls on interest
rates enforced a limit ‘on thé interest rate - paid on domestic currehcy deposits

acquired by commercial banks from non-residents (OECD, 1982, pp. 48-49).

The US Department of Treasury concluded that Japan’s financial sector
had rapidly matured over the 1970s, but its "laws, regulations and adrﬁinistrati\}e
guidance had not kept the pace", and that this had resulted in a "substantial
lack of »national treatment and equality of competitive opportunity in practice for
US and foreign banks§ in Japan" (US Treasury, 1979, p. 77). However, it
.yiewed thé recent measures adopted by the Japan‘ese authorities as an indication

that they would remedy the situation.

‘The Japanese authorities expressed surprise at allegations made by the
foreign banks and their respective governmengs concerning the lack of national
treatment. While the Japanése .government claimed that foréign banks were
treated equally, vthéy did maintain a positive attitude in negotiating with foreign
officials and banks. They also agreed that the Japanese financial system should
be further liberalized in order to have a good reputation internationally (Pauly,

1987, p. 199).

In the face of international pressure, officials did further liberalize the
financial sector, although not to the extent desired by foreign banks. The Ohira
government had made clear its intention to internationalize the yen, but it still

wanted to keep restrictive powers because "capital transactions by their very
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nature can offset very largev sums in a very short perio'd and upset the orderly
workings of intérnational and domestic markets" (Euromoney, March 1979, p.
xiv) It was a frustrating situation for foreign banks, which saw their activities
still quipe restricted, a’ situation due primarily to their lack of a stable source of-

yen funds and to the still important use of administrative guidance by the

monetary authorities.

While foreign pressure did influence the liberalization process, other major
changes in Japan’s financial markets ‘we're taking place simultaneously. As the
Banking Bureau of the Ministry of Finance was work_in.g' on a new banking law,
developments in areas closely related to banking were also occurring. Exchange
controls had been relaxed since the late 1960s in order to liberalize further

foreign transactions.

Different economic - and financial conditions in Japan as well as the
expansion of Japanese in@rests abroad, increased the pressure for changes in
Japan’s domestic " financial market. The revisions of the Foreign Exchange and
'Foreign Tré.de Control Law implemented in December 1980 constituted a major
legislative change (US Treasury, 1984, p. 22). With this revision, all external
transactions previously prohibited unléss allowed = were | now authorized unless.
specifically prohibited. As far as the foreign banks were concerned, this meant
liberalizing resident foreign currency deposits with authorized financial institutions ‘
in Japan and foreigh currency borrowing by residents, or impact loans (ibid).
~ Since then, certain Japanese banks and branches of foreign banks in Japan have

become "authorized -foreign exchange banks". These developments explain in part
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the high number of foreign banks establishing branch operations in Japan during

this period (46 more from 1969 to 1979).

5. Early 1980s to Present

The- revisions described in the_ previous period were closely followed by what is
considered vto be one of' the major andv most recent acilievements in financial
reform: the New Banking Law. This law, which became effective in April 1982,
was the first comprehensivé revision of Japan’s banking laws since 1927. The
process of rex'/isio.n started in May 1975, when the Ministry of Finance asked
the Financial System Research Council for a study on the possibility of revising
the banking law. In June 1979, when the Council sﬁbmitted its recommend;ations,
four considerations were identified -which helped the Ministry iﬁ its revision of

the law:

a) The profound changes in the economic sfructure in recent years had made the
‘conditions under which financial institutions must operate much rﬁore “difficult.

b) With the growing popularization and diversiﬁcation of banking, the retail
business of banks had gained in importance.

¢) The large issues of 'government bonds had greatly increased the role of
financial institutions in the absorption of such bonds.

a) The nﬁmber of activities of foreign banks had expanded in Japan and the

internationalization of 'ﬁnancing had made significant progress (Banker, August

1981, p. 93).

The fragmented banking sector had been characterized as "over-stratified"

" and no longer adequate for the level of economic activity in Japan. Four problem
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Japan is now a capital
exporter; more Japanese
banks operating abroad
and expansion of

Japanese interests abroad

Revaluation of the yen

Securitization occurring

in the world:

- new financial
instruments

- developments which
favor securities firms
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Deregulation of the 4
pillars in other nations

International pressure,
from the U.S. mainly, to
deregulate the banking
sector for foreign banks
and to internationalize
the yen

Assumed Objectives
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FDIi by Japanese MNCs

Develop the financial
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large a financial center as

London and New York

Quicken the pace of the
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sector

Implied Problems

Barriers protecting
vulnerable Japanese
industries provide
ammunition to foreign
pressure groups
attempting to protect
their jobs and
sovereignty

Tokyo is over-regulated
compared to other IFCs

Still need to finance
huge government
deficits
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foreign banks; low
demand for some of
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domestic banking

‘services; pressure from

domestic banks for new
privileges and opposition

to foreign privileges

Implied Solutions

Deregulate foreign
transactions

Full liberalization of the
banking sector should
be achieved; reduce
government control

Allow foreign banks to
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national treatment

Promote transparency in
policy
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foreign banks due to
the reduction of foreign
currency loans,
increased competition,
and fimited access to
yen funds
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(reduce segmentation)

Actions and Results

Enactment of the New
Banking Law

Move toward nationat
treatment; codify the
banking regulations with
clearer rules

Permission for foreign banks

to operate in the trust and
securities business

Full national treatment not
enjoyed by foreign banks:

activities are still
segmented
administrative guidance
and other practices still
result in discriminatory
measures .
access to yen funds still
a problem

Implied Obijectives

Meet foreign requests
(U.K,, Germany, U.S)) to
preserve position of

Japanese interests abroad

Implement measures which
are not intended to provide °

full national treatment;

measures represent more a

stable balance between
market efficiency, safety,
and monetary control
during the transition to a
full deregulated banking
sector or IFC
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- areas were identified by Prindl (1981, p. 37) to demonstrate the inadequacy of
the banking structure at the time: changing banking needs; duplication‘ of

services; inadequate funding; and low profitability.

The major aspect of the 1982 law was to codify the banking regulations
wh_ich, under the old law, had been very bfoad’ and general (not to say vague),'
and which had allowed authorities much discretion. This law was considered by

many, especié.lly the Ministry of Finance, to represent substantial progress toward

national . treatment.

The New Bankingr Law -applies to foreign banks in the same manner as
it applies to Japanese banks, except under | special circﬁmstances such as
bankruptcy and liquidation, in which case 6nly the domestic banks are subject to:
Civil Code provisions. However, with respect to entry, as stated in the report of
*‘the Federation. of the Bankers’ Association of Japan (1982): "... in 'actual
. "application of the .law, the principle of reciprocity with the country from which
the foreign Ba_nk comes will be given importancé more than anything else” (cited

in Semkow, 1987, p. 13).

‘Even after the Bankin;g' Law waé adopted, discussions of strong
restrictioné and discriminatory  measures against '_foreign ' banks contiﬁued.
Administ_'rati-ve controls were still influencing long-term i;iterest rates more .than .
‘market forces; banking, securities business and insurance were .still' separated; and

" banking was still compartmentalized into short-term lending, long-term lending and

trust bahking. The use of administrative guidance by the financial authorities
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caused 'several problems. First, many regulations were in the Japanése language
and were difficult to | decipher even for those fofeigners fluent in Japanese.
- Second, the Ministry of Finance and the Bank of Japan enjoyed great
bureaucratic discretion. Also, business practices which were often very difficult for
- foreigners to understand were enforced’ by sectoral trade associations, which
resulted in the exclusion of even Japanese outsiders (Stevens and Nee, 1986,_ p.
240).

While national treatment was granted to foreign banks <- in principle
under the 1982 .Banking Law, foreign banks are subjéct to the same regulations
as Japanese banks - the informal way in which these rules were éommunicatéd'
made it difficult for foreign. banks, who were. less familiar with the regulatory
environment and usuallyl lacked contacts in the government, to know what was
allowed and what changes wére coming (US Treasury, 1984, p 23). What
foreigﬁ banké desired was "effective nafionél treatment" and transparency. The
Ministry of Finance stated that it would commit itself to offer foreign banks
"equal competitive opportunity with domestic firms" as well as continuing to
promote transparency in the execution of its policies on entry and operation of

foreign branches in capital markets.

As for entry regulations:, the foliowing m_easureé were in place. A foreign
baLnk coﬁld establish é. representative office or ‘a‘ bra'nch' operation in Japan.
Generally, .thé initial entry had to be in the form of a representative -office and
the foreign bank could apply to open a branch only after several ‘years of

having ‘a representative office in the country (Price Waterhouse, 1986, p. 216).



49
On a practical basis, the -approval of a' branchl license was given on a
coﬁntry-by-country reciprocal basis. If a foreign- bank decided to open a branch
operation in Japan, it submitted an application for éstabliishment' with  the
Ministry of Finance, which had the authority to ‘granf; such- licenses under Article
47(1) of the Banking Law. .Cgrtain documents had to be included with the
application: the articles of incorporation of the foreign bank; a list of its priﬁcipal
shareholders; its most recent financial statements; and its financial projections fér
its >proposed operations (Stevens and Nee, 1986, p. 235). In. some cases, the
Mir;istry of Finance would grant a license for a branch. operation even if the
foreign bank did not previously operate a representative office. Considerétiohs for
approx}al included the relative importance of Japan’s economic and political
relations with the parent jurisdiction of the foreign bank and also took r_'eciprocity

factors into account (ibid).

The liberalization measures described in the previous pages did not have
the predicted effects on foreign bank operations. Domestic banks became direct
cdmpetitors, pfoﬁt'ability was very low, and when American (.)bserver\s compared
the foreign banks’ performance to that of the Japanese banks operating in the
United States, it wés a ffustrating situation. Foreign bankers felt something had
to be done, much to the consternation of the Ministry of Finance, which had

_just introduced the New Banking Law.

The US government pushed for new bilateral negotiations with Japan.
They were concerned about the low value of the yen which had stimulated

exports. Efforts to internationalize the yen have mainly been made by foreign
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ofﬁcials. whose -nations trade with Japan. Further negotiations ~were established
between the US and Japan during 1983-1984 over the liberalization of the
financial markets. An extensive list of measures was drawn up' by the
Americaﬁs i'n_ Octokger 1983 and US President Reagan’s visit in November 1983
gave the matter high priority. A Yen/Dollar Working Group was set-up and an
agreement was reached on further Japaﬁese liberalization measures. The measures

were grouped into four categoriés:.
1) liberalization of Japanese barriers égairist the inflow and outflow of capital;
2) interné.tiona_lizétion of the yen;
3) more favourable treatment of US .banks ‘and other financial institutions; and

4) deregulation- of domestic. Japanese capital markets, allowing more interest rates
to be market-determined rather than fixed by the government (Frankel, 1984, p.

3).

The US government got most of what if had asked for, at least in the
first thr_ee categories (ibid), The US Department of Treasury _ assessed the
situation of foreign banks in its 1984 update of its previous Report to Congress
of ‘1979. Restrictions which foreign banks faced at the time were classified into
three categories: éntry; limitations on the activities in which they could engage;
and restrictions on the ways they could compete. The following summarizes these

restrictions.

- Entry: foreign banks could enter Japan as branches, subsidiaries, or

establish representative offices. However, opening a -branch could be a

P
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frustrating process and might take over a year. The probiem resided
in the fact that written regulations were broadly defined and were
less - important than the way in which they were interpreted and
applied by lower level officials. Aiso, while acquisition of Japanesé
_banks was possible. under the existing laws, this was very difficult to .
achieve due to the small number of Japanese banks and the

reluctance of Japanese owners to sell.

- Limitations on the activities in which foreign banks. could engage:
these restrictions, as .announced by the Ministry of Finance, would be
eliminated so vthat foreign banks could engage iq the full range of
activities performed by banks in Japan. Although adopted, these
measures had yet to be implemented at the time. Foreign banks could
now trade Japahese. public sector bonds, as of June 1984, and in
addition, three US banks had joined the syndicate that underwrote
medium and long-term gov;arnment bonds. Trust business (for years
exclusively - performed by trust banks) was now opened to foreign

banks.

- Restrictions on the ways foreign banks could compete: as of April
1984, fo"reign b-anks were not required to consult with the Ministry. of
Finance before lending yen overseas, and now there were no limits on
the amount of such lending. Other changes included direct bank-to-bank
~trading in the foreign exchange market (except for US$ against yen);
an increase in the ceiling limiting yen certificates of deposits‘ to 50% .

of total yen assets; reduction in the minimum  denomination of these
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certificates from 500 million ven to 300 million yen; reduction in the
minimum wmaturity of ﬁhese certificates frbm 3 months to 1 month in
April 1985; elimination of swap limits in June 1984; .and authorization
of banks to issue and tradé yen-denomjnated bankers’ acceptances by
the end of 1984. These measures were expected. to help eliminate the
pfoblems that foreign banks faced when trying to obtain sufficient yen

funds on acceptable terms.

Although there were no written rules concerning capital adequacy and
Aliquidity controls, the Ministry of Finance did provide guidance as to the levels it

judged acceptable (Dale, 1984, p. 114).

All the measures announced in the above description seemed to have
resulted mostly from pressures and demands of foreign banks and their respective

governments, especially the Reagan administration in the U.S.

At the time, Japan was a net exporter of capital due to the slowdown
of domestic investment but consistently high savings rates. In 1970, Japan
exported US$ 2 billion in long-tgrm capital and imported oply US$ »440 ’million
in long-igermA foreign capital. In 1984, it sent abroad US$ 57 billion and received
US$ 7 billion (Council on Financial System Research cited in Pauly, 1987, p.
170). Thé role of foreign banks was in need of change. Faced with reduced loan
" demand and increased competition, the foreign banks had been trying to enter
new businesses such as consufner credit and factoring and leasing, as well as

syndicated yen loans to foreign borrowers. However, limited access to yen funds



53
remained the major problem. Tight restrictions on the money market were a
hindrance as well (Banker, August 1981, p. 109). . The liberalization of the ‘

foreign exchange and capital law did not provide foreign banks with the

important role in the two-way flow of funds that had been anticipated.

These negotiations and liberalization measures have shaped a banking
structure in which foreign bankers find it very difficult to gain additional ma;ket
share. The liberalization process has not met their expectations. The market is
considered to be "tough, with low profitability and a future which does not look
too- bright" (Euromoney, April 1987, p. 154). |

Also, the foreign banks’ traditional privil.eged position in the impact loan
market has disappeared, with Japanese banks now allowed to make short,
medium and long-term impact loans. In addition, the overall share of foreign
banks 4in the yen loan market has steadily declined from 3.5% in 1982 to 2.15%
(see Figure 2.1). One of the main problem is that some interest rates (especialli
for small deposits) are not completely deregulated, causing their operations to be

marginally profitable.

Japanese bénks, with their large number of branches spread throughout
the nation, have access to, and profit from, funds provided of small depositors at
low cést. This situation is the result of the inadequacy of regulated ‘interest rates
and yen funding mechanisms. Collateral requirements combined with the maturity
“of notes that can be' traded have resulted in the fact that Japanese banks can

lend 0.5% below the funding ‘cost of the foreign banks (Euromoney, April 1987,
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p. 154).

A minor breakthrough for foreigﬁ banks was achieved in mid-1986 when
the Ministry of Finanée allowed foreign banks to tab the Euro-yen bond market_
in an effort to help them reduce the_ir overall funding costs. Due ‘to strong
opposition 'from. Japanese banks, only a ‘small number of issugs had been

completed as of 1987.

As far as ghe trust banking business is cpncernéd, f}oreign banks have
continued to play a minor role. Mr. 'Bruc‘e Macllwaine, chairman of the Inétitute‘
of Foreign Bankers in Japan, did not think trust banking business would help
improve the situation of foreign banks. As he explained, "Most Japanese pension
funds are managed by trust banks or life-insurance companies within pre-war.
Zaibatsu family-dominated industrial and financial combines with old-established

ties" - (Banker, October 1985, p. 56).

Japan did make an important concession -at the end of 1985 in giving
branch licenses to securities subsidiaries of foreign banks, as long és the bank
owns no more than 50% of the broker’s equity (Economist, December 1985, p.
91). These concessions were a result of pressures from the United States and of
threats by Britain and West Germany of retaliation if Japan did not open up its
financial market. Like the United States, Japan separates investment banking
from commercial banking, as stipulated in Article 65 of its Securities and
Exchange Law. This law is similar to the US Glass-Steagall Act but it is more

rigidiy interpreted (Economist, December 1987, p. 15). Article 65 clearly separates
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banking activities from securities activities. Furthermore, ﬁhe Anti-Monopoly Law
limits Japanese banks’ .ownership to 5% of the equity in any cdmpany, éecuritieé
firms included. This anomaly is somewhat less important in .practical terms
because the ihdustriai group to which each bank belongs may control a-
~ significant share of the étock of a securities firm (Tokyo Business Today,
February 1988, p. 42)._ Nonetheless, this important privilege .granted to foreign '
banks deserves more attention and will be dealt with more detail in the second

part of this chapter.

The separétion of investment and commercial banking activities (of which
the Ministry is a strong proponent) has been criticized strongly by both domestic
and foreign banks. J‘apane'se_ banks have lobbied the Ministry of Finance to be -
able - to offer discount brokerage services and. to extend their pérticipation in the

secondary bond market from government bonds to foreign public bonds.

While Jap‘an' folloﬁvé a policy of national treatment when dealing with
foreign banks, many European countries, namely the TUnited Kingdom, héve
argued that Japan should offer reciprocal access since Japanese investment banks
iﬁ London are allowed to engage in coﬁmercial banking activities. Their approacbh
is simpiy, "we shall let your chaps do what you allow our chaps to do"

(Economist, December 1986, p. 15).

The fact that Japan was a major exporter of capital strongly influenced
the ouﬁcome of regulatory measures .implemer'lted by the authorities. With

Japanese banks expanding abroad, foreign governments were applying pressure for
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their own banks to gain access comparable to that enjoyed by Japanese banks in‘
their countries. Japan‘ gccelerated the liberalization process, realizing that the
bene‘ﬁts of doing so far exceeded those of a policy of severe entry ‘restrictions
and heavy regulation. An example of such a move was the granting of
permission to foreigﬁ banks to éperate in the trust and securities business.
However, the banking sector is still considered to be qui£e regulated and some .
v ané.lysts attribute this to tl:he fact that regulation in Japan hopes to be a stable
balance betwegﬁ the goals of market efficiency, safety and mone£ary control, and
that changes in Japan take more time compared to changes in other Western

markets due to cultural differences.

Compared with other developed countries, Japan’s financial sector remains
excessively compartmentglized. In view _of the "securitization" and the deregulation
of the four pillars occurring in w'orld markets, the Japanese system is somewhat
outdated. Similarly, while the Tokyo offshore market has increased significantly in

size, it is still more regulated than most of the major offshore markets.

Interest rate liberalization has proceeded in January 1989, with the
announcement By Mitsubishi Bank that it will apply its new short-term prime
rate of 4.25%, a rise of a whole percentage poiﬁt ‘above the previbus rate
(Euromoney, .Febru<ary 1989, p. 39). This rate is éo_nsidered as the last .stage inA
the first round of ﬁngncial liberalization. Authorities feel that in bthe long run,
foreign banks should have more access to Tokyo money markets, low-cos£ yen
funds, and eventually to retail banking. Since September 1988, the Bank of

Japan has also given foreign banks greater access to unsecured call loans (ibid).
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However, even with the introduction of several deregulatory measures, several
types of deposits are still under interest rate controls, having the effect of

restraining foreign banking activities.

Many of the foreign banks are diversifying out of lending and trade
financing into foreign exchange trading, .bond dealing and activities such as
currency and interes>t rates swap, futures and optioné. Even if foreign banks are
finding more opportunities open to them, they are not enjoying national
treatment, or at least not "effective national treatment". Many barriers .remain:
their activities ‘are still segmented, administrative guidance still results in
discriminatory measures, access to sufficient yen funds on acceptablé terms
continues to be a problem, they do not have access to a real short-term money
market, and Japanese banks banks have more advantageous capital‘ avsset ratio
requirements (Euromoney, February 1988, p. 37). ‘Lack of an effective short-term
money market is considered to 'be the number one constraint which foreign banks

are forced to cope with.

6. Conclusions

We have aﬁalyzed Japah’s liberalization process from the government’s and
monetary authorities’ point of view as a ?esponse' to the country’s mgturing
domestic économy\, high trade surplus, expansion of its financial industries abroad
and.. foreign government pressures. Policymakers - formulate the most ade(iuate

re’gulatory'measures according to these conditions.

The material discussed in the previous section certainly demonstrates that
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some regulatory measures are véry particular to the Japénése financial mar-'ket.'
The Rational Model provides a tentative explanation of the implementation of the
the legislation and regulation of foreign banks in Japan. But by comparing each
figure fqr évery period considered, we realize that the activities undertaken and
their implied objectiw}es do not always correspond to the problems at hand and
their. implied solutions. The development of regulatory policy in the financial
sector of Japan raises some important. questions to which the model fails to

answer- or answers only in part.

.Why are there certain important discrepancies between the announced

changeys»by financial authorities and the actual implementation?

.Why has there been a controversy in trying to assess whether or not
foreign banks are given national treatment? In other words, why do
Japanese authorities claim foreign banks are given national treatment and

foreign banks reply by demanding "effective national treatment"?

.Why does it appear that Japan does not make any changes in its
financial sector unless strongly pressured from other nations and facing the

risk of sanctions?

.Did the United States pressures truly have as a goal the liberalization of -
Japan’s financial markets? Was the further deregulation truly a result of

" such pressures?
.Why has the liberalization vproc»ess been so slow?

For example, a rational explanation as t,o'w'hy there are discrepancies between
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the announced changes by financial authorities and the actual impléementation is
that officials say one thing to reduce ‘the risk of sanctions and do another to
~ preserve the profits of their own banks.” But this approach bf analysis fails to
consider other reasons which are sometimes out qf the government’s control. To
answer this question and the ones above, we hav_e to debart from the traditional
‘model of analysis and recognize that different interest groups . and their process
of decision-making play an important role in Japan’s liberaliZation process.
Regulatory measures often consist of organizational oﬁtputs and/or political

resultants.



60

B. THE ORGANIZATiONAL PROCESS MODEL

1. Introduction

Using this model for our analysis, the main pla);eré - the Ministry of Finance,
the Bank of Japan, foreign bankers, and foreign governments - must be viewed
as organizations composed of loosely allied factions. ‘Optimally, the effect of each
organization’sv structure and decision-rhaking process (its invoked goals, parochial
objectives, priorities in defining problems, conventional practices, etc.) upon the
execution of choice related to the regulation of foreign banks 'sho‘uld be assessed.
A decision or action, in this case taking the form of a regulatory‘ measure, will
Abe analyzed as an organizational output rather than a rational choice by a

unitary actor.

In other words, regulatory measures described in the section using the ‘
Rationél Model will be explained in this section as result:_ants of an organizational
process. The previous section included some very specific regulatory measures
governing the activities “of foreign banks in Japén. There is no need to deal
.again with every single regulatory measure. Our model will provide alternative
explanations of main issues in Japan_’s financial liberalization and in packages of
financial reforms that were impiemenbed or should have been implemented.. In
any case, there is not .enough inf.o'rmation available to use this model for every

_specific measure.

It is vefy important that the analysis be centered on the legislation as

it is applied, rather‘ than as it is written. As was previously noted, foreign
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‘banks and foreign governments have denounced the lack of national treatment for
their opefatioﬁs in Japan. Although ministry officials have stated that the laws
include no provisions which discriminate against foreign banks, foreigners h_a;re..
replied with demands for’ "effective nationalb treatment"”, putting forward the
.argl.lmerit that in }Japan, the written rules are far less irﬁportant than the way

they are interpreéted and, more importantly, applied.

The Ministry of Finance is the organization on which this analysis will
be focussed in view of its indisputable position as leader in financial
policy-making. Foreign banks, as a group, and the United States government will

be analyzed in the latter part of this section.
2. The Ministry of Finance

a. Organizational Structure and Decision-Making Process

The Ministry of Finance works as a collection of functional bureaus rather than
as a single, unified ministry. These bureaus, which compete with each other for
influence and resources, are | resbonsible for the' Ministry’s day-to-day operations;
and their directors have considerable autonofny. The ‘Ministry of . Finance is
composed of the following bureaus: Banking, Securities, International Finance, Tax,
Budget, Customs and Tariffs, and Finance. This paper will de‘al mainly with the
first three. The vice-minister (a public service appointee) is responsible for the

co-ordination of these bureaus.

General policies are mostly in line with the government (Liberal



62>
]jemocratic Party) preferences due to the long political stability (27 years with
the LDP in power), and the close ties shared by these two bodies. When .dealing
with financial issues, the basic policy-making ﬁrocess works as follows. First,
f each_"iﬁterested" bureau formulates its own stance. One of the assistant-directors
in the responsible sectior_l prepares a report and presents it to a bureau n;leeting.
If the report is gccebted, it becomes the basis of bureau policy (Euromonéy,
October 1987, p.37). Next come the delicate discuss_ions with other bureaus.
Assistant-directors of each bureau concerned meet: minor conflicts are resolved
directly‘ by the assistant-direétors; more important conflicts will be presented to
‘the directors of _’the co-ordination divisions, then to the deputy directors-general,
and if there is still no agreement, to the directors-general. Occasionally, the

vice-fninister_ is asked to mediate (ibid, p. 38).

This pfoces;, compared‘ to alternatives in Europe or the United States
takes longer butv its proponents say that such a screening system takes into
‘account all opinions. At each stage of consultation, advisory councils are set up
to discuss the problem‘ at hand. Policy is then communicated to the industry By
using directives or by providing guidénce which is channelled through a network
Qf informgl instructions to financial institutions (Econbmist, November 28 1987, p.

72).

An example of such an operational procedure is illustrated 'in the
workings of the International Finance Bureau of the Ministry of Finance. This
Bureau deals with policy on a whole range of issues affecting Japanese and

foreign banks without resorting to legal constraints. If it is aware of something
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it does mnot appr}ove of, it issues a directive which may not be legally binding,
. but which is universally obeyed. This Bureau also dictates how, when, and which
foreign banks can operate in Japan, sets swap limits, and monitors impact loans
to domestic borrowers.

To many foreigners, policy-making in the Ministry of Finance seems to
: bé largely based upon the pursuit of harmony and consensus. In reality, this is
not entirely true. Each bureau wants to protect its own interests (clients) and to
control the proc.ess of poiic.gr-inaking within its ’own‘ juriSdictibn. A poiicy which
faces strong opposition by one bureau may never be implemented. Also, the
advisory councils which ‘are set up to discuss problems throughout the process of
. policy-making have little power. Composed of academics, representativesv of the
industry, and other concerned parties, their main role is. to give an appearance
of ‘consensus (Euromoney, October 1987, p.40). While.these councils are said to
be independent groups responsible for setting prioritiés and guidelines for policy
formulation, in reality they only coxﬁment on drafts of guideiines pre;;ared by
‘bureaucrats. Serious discussions among themselves rarely occur (Shinohara and

Yanagihara, 1983, p. 22).

FigureA 3.6 provides a more detailed description of the Ministry of
Finance’s organizational structure and - policy-making process. This figure will serve
as a guidev to this section, helping to demonstrate how the actual ‘regulatory
measures implerhented can be the result of such an organizational process. The
fnain charaéteristics of the process are as follows: the goal of maintaining the

existing regulatory system and policies, the strong autonomy of each bureau and
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Figure 3.6

The Mini of Finance's anizational Process

Organization

The MOF works as a collection of functional bureaus rather than as a Ministry.
Policies are generally in line with the government (LDP) due to high political
stability and close ties i

Invoked Goals

Goal is a mixture of pursuing national interest, and working with industrial group,
while maintaining its own jurisdiction.

Parochial Objectives/Priorities

Key factor is to operate the existing regulatory system and policies - the
administrative process and career patterns encourage the maintenance of the existing
structure.

Each Bureau wants the protection of its own interests when issues involve the
jurisdiction of other bureaus.

Each Bureau tries to achieve stability of its sector.

Each Bureau wants to control the process of policy-making that deals with its own
jurisdiction. :

For policy-making purposes, the Bureau is the key unit.

Problem Definition/Priorities

Problems are defined through the eyes of people whose background are legal studies
and/or were involved in the economic rebuilding period.

Assume market failure, or at least, financial markets must have a degree of control
over them.

Deficit financing is often a priority.

Responsive Action

Exercise tight control over the banking sector.

Policies are generally managed in a routine manner.

Decisions are based on political stability, and if not, measures may be rejected.
Decisions that demand the MOF and its Bureaus to depart from their established
programs and SOPs will face delays and/or never be accomplished.

Standard Operating Procedures

Mixture of bottom-up and up-bottom process for decision-making; discussions and
consultations at every level, within bureau and between bureaus; setting up of
advisory councils which have little power.

To supervise the banking sector, the MOF uses administrative guidance, which is
based on operational understandings and allows great discretion.

Each Bureau dictates policy by issuing directives.

Use of monetary tools and policies that worked so well in post-war rebuilding period.
Propensity to regulate.
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. its parochial objectives, the problem definition and the .selection of priorities which
are not necessarily related to financial market issues, responsive actions which

are based on -political stability, and the use of standard operating procedures.

Standard operating procedures of the Ministry of Finance are very
important for this analysis. For large organizations (like the Ministry) to perform
t}ieir tasks, the behaviour of the large number of bureaucrats musi be
cooi*dinated. Coordination requires the lise of standing operating procedures: rules
irvliich specify how things aré done (Allison, 1971, p. 68). The decisioii-makihg
process described above is generally performed in a routine manner, following the
same standard operating procedures (SOPs). Similarly, -to supervise the banking
sector, the Ministry of Finance relies on operationail understandings é.nd
administrative guidance. To communicate with the financial institutions, the

bureaus issue directives.

The decisidn-making process of the Ministry of Finance is reinforced by a
- set of career é.nd retirement patterns. It was estimated that of all career officers
who entered the Ministry between 1942-1972, 78% came from the University of
Tokyo and 65% from its Law Faculty alone (Sugiyama Keiichi, 1979, cited in
Horne, 1985, p. 194). Horne (1985, p. 196) describes how this strong
i*epresentétion of law students suggested the administrative nature of a career in
the. Ministry of Finance. For a Ministi"y> tiiat deals to. such an extent with
financial, fiscal, and tax issues, one would have thought that a greater' number
of recruits would have come from economics or business faculties. Career patterns

have also resulted in directors and assistant-directors changing jobs every two
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years, and relocation to ahother bureau 'is not uncommon.

For retiring officers _(lafe forties or eaf]y fifties) of  the Ministry, two
main _patvternsf are followéd. Some of them go on to pﬁrsue a polibtical career in
the LDP. ‘Others follow the custom of "amakudari" by taking impdrtant positions
in the private sector, mainly in Japanese banks or securitigs firms (aftér two
years of retirement). In 1986, 54 Ministry Qfﬁcials- accebted' positions in private »
industry, more‘ than from any other‘ ministry. Of these, 34 joined financial
institutions or’ insurance vcompanies (Euromoney, October . 1987, p.. 31). The result

is that the upper positions of many Japanese banks are filled by ex-bureaucrats.

In éontfast with the analysis using our first model, we will analyze the
liberalization measures which apply to foreign banks’ ‘act.ivities as the result of
the» Miniétry’s organfzatiénal structure, its policy-making proceés, and its career
and retirement patterhs, rather than as rational choicés made by a unified

ministry.

Understanding -how the structure and practices of an ‘organization like ‘the
Ministfy of Finance or the Bank 6f Jé.pan can affect the choice of a course of
-action helps to explain fhe discrepancy bétween the announced deregulation, the
stated objective of national treatment, and .the actual legislation impiemented
which * does not .provvide effective national treatment. It also prévides an
explanation_as fo why. the deregulation process in Jaban has been so slow.‘ The
following. disc;ussioh seeks to aSse_ss the effects of the Ministry of Finance’s

organizational process on financial liberalization and foreign bank regulation in
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Japan.

b. Political Stability and Political Ties

The Ministry of Finance has a very strong and relativeiy autonomous role in
policy-making in che financial sector. As Horne (1985, pp. 15-16) argues, it is
~clear that, even though senior LDP Cabinet fninisters and ofﬁcié.ls are deeply
~ involved in the management of macroeconomic policies, there is no continuous
political overview. Lack of timev and of immediate interest, added to the cost of
" acquiring information by ministers and politicians, partly ‘e‘xplains their behaviour.
Furthermore, 27 years of continuous government under an LDP administration
and the fact that thc Ministry and the LDP share the same values has
reinforced the role of the Ministry of Finaoce in areas of routine policy (ibid).
Theories of _regulation would suggest that some regulations might be established
at first for public interest purposes, but that over time the Ministry might
become ﬁnoxfe concerned with the interest of »groups ‘within its jurisdiction than
with broader national interests (ibid.). However, the Ministry cannot push through
policies which would create general opposition from the- politicians. The LDP tends

to intervene only in issues deemed to be politically sensitive.

c. Standard Operating Procedures of the Ministry

In or&er .to function in an of‘derly fashion, the ‘Ministry of Finance, like all large
organizations, uses standard operating procedures or predetcrmined programs
(routines) which proceés the different pieces of information and undertake action
in "an efficient and uniform -manner. Decisions announced by government leaders

trigger organizational routines for their implementation (Allison, 1971, p. 78).
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However, ‘actuall éction is determined by these préviously established standérd
operating procedures. These prdcedures have been in use for so. long thaf they
have become quite resistant‘ t6 change. Hence, issues whi_ch do not have standard
characteristics, ‘such ‘.as deregulation of the banking sector,' are not handled
appropriately. The end result is that - only incremental .chang.es can take place.
Dramatic or major changes often occur only in response to "major disasters".
This could explain why Japan never seems to make aﬁy move toward f'urther
liberalization u'nless “strongly pressured by foreign governments, with the fisk of
sanctions. Changes in the Japanese government’s announcedl attitude toward
financial liberalization can occur with little cﬁange_ ip the Ministry"s standard

operating procedures.

d. Standard Operating Procedure — Administraiive Guidance

The most common standard operating procedures used by the Miﬁistry of Finaﬁce
to supervise the -banking sector are based on operational wunderstandings
(administrative guidance), not - written rules, and on directives issued by the
different bureéus. These operational understandings can be diécriminatory against
foreign banks. When taking into consideration the impacf of administrative
guidance, the banking sector 1n Jé.pan may be the rﬁost rigidly supérvised
market in the non-communist, developed worldl(Spindler, 1984, p. 103). Also, the
" more changes and reforms in regulatory measures that are produced at the
Ministry level; such -as through administrative guidance, the more effective is the

Ministry’s control of regulatory policy.

In a similar way, the Bank of Japan has provided extensive guidance on
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lending volume and interest rates through "window guidance". As Spindler (1984,
p. 104) explains:' "The- Bank of Japah has vrelied on its inforﬁlal" but potent
'pQwers of persuasion to ration commercial .credit andA enhance official control over
the country_fs money supply”. As expréssed by Japan’s Banking Federations: "This
[window] _guidance... a sort of moral suasion, presupposes the cooperation 6f those

financial institutions t_:he Bank of Ja‘pan deals with" (Spindler, 1984, p. 104).

Many foreign banks employ full-time advisers who are retired officials
from the Bank of Jap’an or the Ministry. of Finance. to help decipher the
government’s admihistr_ative guidance. Sometimes, there is even the problem of
deciphering what the advisers have said. Also, conflicting instructions gometimes
come from the Ministry of Finance éﬁd the Baﬁk of Japan as a result of

inter-ministerial rivalry.

Because of the great bureaucratic discretion enjoyed by both ‘the Ministrjr
of Finance and the Bank of Japan, foreign bankers need to consult with officials
in these institutions on pfactically a day-to-d‘ay basis. This frequent consultation
is quite time-consuming and creates difficulty in introducing new services or

products quickly (Stevens and Nee, 1986, p. 241).

Increased pressure for liberalizé.tion ’wi_th more transparency (i.e., clearer,
writteﬁ rules)‘ imposes deniands ﬁhaf the Ministry of Finance departs from its
estaiolished programs and sténdard operating procedures. This triggers resistance
in the form of delays and attempts to subvert the intended objectiifes of the

policy directives (Allison, 1971, p. 94). The problem with such standard operating



70
procedures that have been used so strongly and for s;) long, is that they do not
constitute flexible adaptation to the issue ét hand and are " quite fesistan_t to
change. This has certainly been the cése in Japan: even if the government
announces - plans for financial liberélization, or even if legislative changes have
been introduced, the use of administrative guidance by the ﬁnapcial authorities is.

still in practice and can diminish the extent of liberalization measures.

e. Standard Operatingi Procedure — Propensity to Regulate

Japan has experienced enormous success. in its past economic performance and
‘has reached an advanced industrial status. Prindl (1981, p. 5) has characterized
this success as "catch-up" growth. Thié‘ success has been quite reéent, and the
people who were guiding the Japanese economy through the post-war rebuiiding
are now. the senior financial of“ﬁéials (ibid). It is no surprise that their own
‘backgrounds lead them to use the same monetary tools that worked so well ih
rebuilding the economy, even though these tools are now, by Weétern standards,

out of date.

Historically, Japanese officials have tended to use the commercial banking
sector to achieve several national objectives. TheA bank'ing sector has been the
main channel used to influence activities in specific sectors of the economy. In
addition, the authorities, through signals, ince.ntives and supérvision, have been
able to use the commercial banks in order to achieve growth in . the corporate
and industrial sectors (Spindler, 1984, p- 96). Spécialization and
compartmentalization of the banking -sector in Japan were used by the authorities

as a means to increase control over the system in the belief that each group
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could then be better supervised and influenced to obtain the desired effects.

’i‘hus, the Ministry of Finance, in if;s operations, has a traditional
propensity - to reguléte the financial sector. One of the characteristics of large
organizations is that they tend 'to_avoid uncertainty. Allison (1971, p. 84) afgues
that by "arranging a negotiated environment, organizations regula.rize the react.ions'
of other actors with whom they have to deal". This bent has interfered - many
times with thé progress of' financial lib'eralizatiqn supported ét times by 'the
Japanese political leadership and demanded by foreign bankers and governﬁlents.
Indeed, some deregulatory measures supported by 6ne or more bureaus of the
Ministry have n_oﬁ been implemented because of the unwillingness of other
'bureaﬁs to give up control over what they judge to be uncier their ‘jurisdiction.
The Ministry’s relatively autonomous role in polic-y-ma‘king in fhe ﬁ‘nar"lcial; sector
has encouraged the uée of this operatirig prbcedure. This propensity to regulate
has been ﬁsed for so long that it has become. quite resistant to change..Thefe

are numerous éxamples to illustrate this point.

The Securities Business: The securities business open to foreign banks

was seen in the first section as a major concession granted by Japanese officials.
However, fofeign bankers must establish a 50%-owned securities company with a
three-year track record in the business. Moreover, transferring experience from
the parent company was not necéssarily. perrﬁitted (Euromoney, February 1988,
p. 36). The documentation that was required from foreign Banks (in English and
Japanese) was enormous and often under tighf deadlines. The head of one

‘bank-owned securities house said: "It really was just a matter of administrative
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delay. There is no law, no set of rules, the foreign banks are totally reliant on
what you [arel told verbally by the Ministry of Finance" (ibid). Also, the
paperwork is staggering: 72 :reports eo fill out, on a daily, mpnthly, or. yearly

basis. Establishing a system‘ to complete these reports is costly.

The Trust Business: As previously mentioned, foreign banks did not play
an important role in the Japanese trust business. The major, although less
evident reason explaining their difficulties, although the less evident, relates to
staff. For approval purposes, the Ministry of Finance reqeired that foreign banks
employ staff wi'ph a high degree of experience in trust banking ie Japan. Only
Japanese t;rust bank maﬁagers had such experience and recruifing them was a
problem. Most Japanese trust banks did not want to lose their employeeS to
foreign competitors, and in addition, these employees would most certainly.have

been uhilingual Japanese (Far Eastern Economic Review, 25 April 1985, p. 62).

The Call and Bill Markets: Regulatory constraints -and a low level of

liquidity support from the Bank of Japan appear to be the main reasons
explaining the inadequate devélopment of the interbank market. The brokers who
operate in these markets are the "products” of the central bank. Rates which
are quoted are under close control of‘ the Bank and do not always respond to
supply and demand. Foreign bankers have difficulty in finding dealers who take
offsetting positions. O.ne foreigner stated §hat the markets are essentially a'
clearing mechanism for Japanese banks (Euromoney,’ Feb.ruary 1988, p. 38).
Development of a modern interbank market dietanced from the Bank of Japan is

essential before foreign banks can operate successfully. Many analysts say that
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neither the financial authorities nor the Japanese banks wish to have a fully
developed interbank market. Authorities do not want to lose contrbl, and

Japanese banks do not want the competition.

The Offshore Market: The offshore vmarket sho;lld .beneﬁt foreign banks,
.but‘ in fact, it only ser§es domestic banks. The Institute of Foreign 'Bankers said
that Japan’s offshofe market illustrétes "the creation of é. véhicle | which in
theory should contribute to the liberalization procéss, but in practice is mainly
attractive . for Japanése institutions because of the failure to introduce the

necessary tax incentives" (Euromoney, February 1988, p.38).

The offshore market only means that transactions are accounted for by
a separate qomputer programme. The ‘Ministr.y of Finance, a}ways determined not
to lose control of the money supply, is set on preventing leakage. On 4a daily
basis, a maximum of 5 percent of .a bank’s total assets and liabilities i.n its
offshore account for the last calendar month can be moved onshore. On a
monthly basis, the total ‘amount of funds transferred cannot be a net transfer of

funds (Banker, January 1987, p.77).

Mergers and Acquisitions of Foreign Banks: The last restrictive measure

to be éxamined _ relates to the issue of ' limited expansioh by foreign banks
because of theA almost prohibitive constraints on mergers gpd acquisitions. To the
Ministry of Finance, the notion of a stronger foreign bank is not favourable
because it would not be fully subject to the Ministry’s administrative guidance.

The Ministry openly claims that it is not opposed to mergers within the ﬁnanée
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sector. In fact, to achieve banking rationalization and reorganization, it is possible ’
that the purchase of Jépanése banks by foreign banks could be tolerated as a
base for such progress. It is argued that such an ‘actiori would also gi\;e a solid
impression that Japan has 6pened its financial market (Tokyo Business Today,

January 1989, p.33).

While foreign banks afé officially allowed to operate through sgbsidiaries,
it is very difficult to do _so. In order for a foreign bank to operate as a
sub_sidiarj or a joint—venture,' ité must receive approval by. the appropriate
goverhment authorities under the Anti-Monopoly. Law, the Ban'king Law, andb the
Foreign Exéhange and Foreign Trade Control Law. Under the conditions in 1985,
it was said to be next to impossible to obtain approval under ali these laws
(Ichikawa, 1985, p. 258). Also, no Japanese bank has ever been willing to ‘come
under foreign control. Mergers in Japan are often notv concluded due to strong
opposition from middle management, even if senior management is willing
(Euromoney, April 1987, p. 169). Treatment of senior and middle managers is a

crucial and delicate issue in Japanese organizations.

f. Standard Operating Procedure - Negotiating for Reciprocity

At the policy level, the Minkistry of Finance holds very tightly onto the idea of
reciprocity -when negotiating with™ other governments or when banks or securitiés
firms are demandith access to the Jdpanese market. This position might have
been valid in the rebuilding period, but now is said to be the cause of needleés
frictions ‘(Eu'romomey‘, ‘April 1987, p. 104). For exarﬁple, even though dismantling

the barriers between securities and banking business represents a sound action, it
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is highly likely that it will not be undertaken until the Unibéd States government

repeals the Glass-Steagall Act (the US equivalent of Article 65).

g. Parochial Objectives of thevMinistry’s Bureaus

Because the Ministry encounters many and diverse problems in its day-to-day
operations, pro'b.l'ems and power have to be divided among the various 'bureaus.
Thus, each bureau perceives problems, processés information, and perform .Aa
rangJe of ;elctix‘fities‘ in quasi-independence (Allison, 1971, p. 80). Every bureau’s
priméry responsibility for a ‘narrow set of problems encourages the éxistence of

parochial objectives.

The parochial objectives of the different bureaus of the Ministry of
Finance have contributed strongly to shaping the r.elativelly segmented Jépaneée
banking sector. The fact that each bureau tries to proteét its own interests when
issues involve the jurisdiction of other bureaus and that it Wants to control the
process of policy-making that deals with its own jurisdiction, has prevented the
blending of financial activities. This | has restrained foreign banks’ activities

because it has limited their expansion into new areas.

Hiroyé Ueno (1988, p. 48) describes the financial system in Japan as
composed‘ of many separate subsystems, among which rights and privileges are
coordinated. Ueno arg'ues‘ that only chanées which disrupt the balance among
these subsystems would create shifts in funds and provide large profits to one
side while causiﬁg large losses for ‘the other. He then argues that artiﬁcial

. ‘coordination of rights is necessary in promoting financial deregulation in order to
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prevent the occurrence of such an event (ibid).

Because financial institutions in the past were protected by and have
operated within this strict regulatory framework, strong interfirm competition
never developed.v Competition among financial institutions was more a ma'f,t_er of
attracting customers and maintaining and expanding market share within single
markets (deposits rﬁarket, securities market, insurénce market, etc.) which were
"artificially segﬁenmd by regulation (Ueno, 1988, p.‘ 63). Competition in financial
markets was not ti‘uly based on cost, pr’ice, and quality. lof financial services
(ibid). These features of the Japanese financial market are mérely. the
conseq‘uences of the activities of firms and financial institutions under a giveﬁ
institutional framework (Shoichi, = 1988, p. 77). Should regulations be relaxed,
'cbmpetition lamong financial institutions would change completely, but the present
structure of the system and the way it is regulated constitute a strong barrier

to change.

The project of de-segmenﬁng the financial sector requires ;oordination of
the programs of the different bureaus 6f the Ministry c;f Finance. While almost,b
every observer seems to accept the rationale of Such an action in light of the
mature Japanese economy, it Has never been accomplished., partly because of t_he-
parochial objectives of the bureaus,and it 'is unlikely -that ‘it will be fully

accomplished in the near future.
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h. Problem Deﬁnitio’n. and Selection of Priorities
Several issues had priority. over’ deregulating the financial _sector. During the
~period of high growth, the common goal of‘ al'l minist_;ries‘ was to modernize the
entire  economy. This approach to planning led to procrastination in
decision-making on major issues, such" as financial liberalization. Reforms were
thus apt to be put off unless very' strong external bressures were present, for

example, from the US government.

The main priority of ' the economic policy of the mid-lQSOs was to
control the government deficit. Even today, bringing the debt ‘down to virtually
zero is an obsessing priority for certain bureaucraﬁs, preventing total liberalization
bf interest rates because the ministry believes it would increase the coét of
servicing the debt. This desire to rigidly maintain low intérest rates has had a
substantial influence in détermining the range ’o'f options in financial developfneht
it can consider (Horne, 1985, p. 32). Also, when. defining problems, somé
ministry officials assume market failure. America’s experience of deregulation,

which witnessed bank failures, volatile interest rates, and sudden shifts of funds

from one home to another, has horrified bureaucrats.

However,_ one process of sele‘cting priorities in problem definition did work
to the advantage of foreign banks. Before the 1970s, international financial
problems mattered very little to‘ Japan. But with th.e Nixon shock, when the
Uhi’ced -States floated the dollar and put a 10% surcharge on Japanese impérts,'
the International‘ Finance Bureau started gaining .impo‘rtanceA.v This Bureau

‘continued to heighten its power because, since the early 1970s, Japan’s economy
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.has become internationalized, and there has been an inprease in the number of
foreigh bofrowers in the Japanese capital market and in the number of Japanese
borrowing -abroad. Therefore tHis Bureau could influence the législation mofe, by
identifying priorities to be studied, .such- as liberalizing the financial market
further and allowing more foreign banks to enter the market. As described ‘with

the Rational Model, this was indeed the case.

i. Career and Retirement Patterns

The impact of career and retirement patterns on regulatory policy-making can be
signiﬁcant and can result in a slowing down of the pace of the liberalization
process. Because career patterns favor short-term a't-titudes toward policy rather
than long-term ones, and because retirement patterns provide links betweén the
private sector and the Ministry .of Finance,' ghe extent of major changeé in policy

is reduced (Horne, 1985, p. 18).

The rotating system of career patterns has the effect of slowing down
the development of policy. Often enough in thé past, a‘ director who wanted to
introduce policy reforﬁls would be relocated before the project was finished
(Horne, 1985, p. 196). Even the top career man (never a woman)  of _the
Mihistry, the vice-minister, holds the position for one or two years before
continuing his career in poiitics or in the private sector (ibid, p. 197). When
controversial issues were at hand, their chances of being pushe'd through were
small unless they were manag.eable‘ within a short-term "framework or had very

strong support throughout the bureau.
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The imp;act of the structure of the retirement system is alslo ‘important.

Many Ministry officials retire into the LDP. THis not (l)nly reflects the shared
values of the Ministry of Finance and the LDP, but also reinforces these values
as well as their cqmmunication chaﬁnels. Foreign banks lack the api)ropriate
contacts and relationships with the Ministry which would allow them to better‘
presént their derﬁands ‘for change. This practice helps to strenghten the
Ministry’s power and autonomy in regulatory vpolicy-making. Some say the
situation is unlikely to change unless another party is elected, an event which is

not foreseen in the near future.

Those officials who retire into private ﬁnancial institutions also contribute
to the creation of situations Where deregulatofy measures have ﬁot been pushed
through by the Minisfry of Finance. This custom of "amakudari" influences the
decision-making _process of the .Ministry’s bureaucrats. To push for deregulatory
measures that would give'.foreign- banks édditional privileges, or enhance their
activities ‘(t‘her'eby increasing competion for Japanese banks) could destroy the

bureaucrats’ chances of a lucrative job later.

Jj. Communication and Use of Proper C’.hahnels'

Throughout the liberalization process, the Ministry of Finance has claimed that
the discriminatory measures denounced by “the foreigners. wefe
"misunderstandings". Foreign banks expressed their feelings that thé Ministry was
not attentive and responsive to their proi)lems, prompting officials to ask, "But
what do the foreigners want"? (Pauly, 1987, p. 196). The financial authorities

thought that their new banking law would solve foréign bankers’ problems. Were
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‘these signals part of simple strategic bargaining between the two parties or could

it be that information was not well conveyed?

The Ministry of Finance, with its guidance and informal links with other
groups, certainly restrains foreign bankers’ ability to gain pertinent information
and awarene‘ssil of forthc‘oming chaﬂges. The foreign bankers, on the other hand,
were disagreeing among themselves as to hovy ‘they should be organized to put
forward their demands. Some wanted the formation of a unified front, others
wanted to lobby the Ministry on an individual basis, while the rest did not want
to get involved in Japaneée politics. Furthermore, it was felt by many foreign
bankers and Japanese officials that the foreign governments were ‘pushing more
for reforms than some of their respective banks were, especially in the case of
the Americap authorities.‘ Some f'breign .banks were amused by .the Reagan
administration exercising pressure for Japan to liberalize its financial éystem and
assure econémic reciprocity. One banker stated: "What? Be treated just like
Japanese banks and forced to buy low-interest bonds every time the go&ernment
needed to cover its deficit? No thank you" (Baﬁker, August 1981, p. 93). All
this certainly led the Japanese authorities to receive different versions of the
‘probléms and demands for change of the foreign banks. These problemé of
communic‘ation. were accentuated by the labyrinthine structure of the _ﬁnanpe
rhinistry’s bureaucracy. With bureaucrats being constantly assigned to different
positions, it was very ‘hard for foreign bankers to keep lines of cémmu’nication

_open without an enormous effort.

The situation of mis-communication is reflected in the obligation to use
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the prdper " channels whenv dealing with the Ministry of Finance. Attempts to
avoid the i)roper channels are time-consuming and bound to fail. Decisions that
are. imposed from the top, often the results of international negotiations, can
meet resistance when fhey reach lower level desks, causing programs or reforms

to be'_"bogged down" in the bureaucracy indefinitely.

k. Conclusions

As we have éeen, the slow pace of financial liberalization in policy-making can
‘be éttributed to the organizational strticture, the decision-making process, and the
éareér and retirement patterns of the Ministry of Finan_cé. Foreigners’ claims of
deliberate actions by the Ministry to prevent deregulation are sometimes inexact
because they fail to recognize this organizational process and its effects on the

implementation of regulatory measufes. '

Some féreign bankers unfortunately lack a strong understanding of the
policy-making process of the Ministry of Finance. Often enough, they do not
know at which level of the bureaucracy a particular problem is being dealt with,
so they contact the . wrong people. What is mogt importént for them is: "who
makes which decisions in the ministry, and what influences them?" (Euromoney,
October 1987, p. 35). Dealing successfully with individqal bureaucrats - of the
Mihistry of Finance is a ke_y to gaihing information and speeding up the pace of -

change.

One of the concluding remarks in Horne’s book is that the role of the

‘public service in Japan is complex: it wants to pursue national interest, ensure
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the maintenance of its own jurisdiction, and work with industry groups. In terms
of our organizational procesé model, regulatory . changes would ocptir when there
are shared values in the industry and the supervisory body approves, or when
the supervisory body believes change is. justified and has sufficient control of the

policy-making process to ensure chahge (Horne, 1985, p. 219)

3.- Foreign Bankers

- When analyzing the foreign bankers as a group we ﬁndvothAer explanations as to
why the process of deregulation has been so slow. Why did the foreign bankers
not demand more changes at an earlier time? Why did they wait until the late
1960s and 1970s to put forwérd their demands f'or national treatment? Possible
answers are given when we use the bounded rationality or‘short-ﬁerm approaches
model .(although for séme organizations we should repiace the words short-term

with "fire fighting").

Organizations éeek to avoid uncertainty in their daily operations, a_nd one
of the first rules they follow is: solve pressing problems rather than develop
long-run strategies. This leads to the wuse of decision rules that emphasiie
short-term feedback (Allison, 1971, p. 77). Pr?orL to the mid-1970s, foreign banks
were enjoyihg large profits from the system. ’With' their monopoly on impact .
loans - which, incidéntally, vwas the result | of guidance from the Ministry of
Finance which advised Japanese banks to pulbl out of the foreign currency lending
business due to the‘ "Japan premium" they had to pay - they enjoyed‘ positive
discrimination and high profits. Therefore, devotihg effort to pressing for changes,

or to formulating long-term strategies to try to meet the predicted direction of
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the bJapane‘se ﬁnancial market, was certainly not a priority. Surély there were
more Fpressing matﬁers to attend to, and with relatively limited res'ources,‘
short-term decisions often took priority over long-term ones. Criticism started to

be expressed only when foreign banks’ operations became less profitable.

4. The U.S. Government

Another reason for the slow pace of deregulation was the lack of criticisrh for
many years from the most likely critic of the time, the United States. Prior to
the late 1970s, the United States was more preoccupied yvith strategic i‘s_sues
‘than economic issues in its relations with Japan (Pauly, 1987, p. 182). The
State .and Defence Departments - dominated American policy toward Japan. The
organization that 1is  the US governrhe.nt, through the eyes of these two
Departments, -perceived strategic problems as being more important than econoﬁlic
problems. This is a typiéal exa;nple showing that large organizations cannot solve
every problem that arises. Choices and priorities have to l;e es£ablishéd, Baséd on
the perception of the different factions sharing power. Had it been the US
Department of Treasury leading American policy, things could have been different.
In fact, in 1979, whén the Treasﬁry was leading the negotiations, ﬁnancial

reforms were included.

In the late 1970s, foreign . go?_ernmeht pressuré " (especially that exerted
by the US governfnent) began to play a more prominent role in shaping the
Japanese la§vs regarding foreign banking activities. Was the United States’.
decision to put pressure on Japan truly an action to liberalize the financial

market or did it have another objective? vFi_rst of all, what the United States °
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wanted from liberalization and freer markets was an increase in the attactiveness
of the yen over the longer term and an increase in the Japanese contribution to
‘the free wbrld; Once the yen started to appreciate, .the issue of liberalization lost
interest. A senior official of the Bank of Jéﬁan argued thavt the "fundamental
i)urpose' of the [US-Japan] committee has disappeared (Far Eastern Economic
Review, ‘26 April 1984, p. 78). Secondly, had it not been for the strong trade
imbalanées, thé United States may not even have bothered to exercise pressure
at all, or at ieast not to, the same degree.' Treasury officials were used to
dealing in conventional tariff ahd non-tariff bafriers to trade, and the problems of
Japan’s financial markét;,s .hardly fitted their repertoire pf programs that deal
wit;h tfade issﬁes. In that 'sven‘se, the issue of liberalizing the financial sector was
thrown " in the global .negotiétion package. Without the strong trade imbalances,
would the United States government have put out that much effort? Lastly, the‘
reason the US Treasury led the negotiations (and therefore perceived economic
issues as being fnore important priorities than the strategic issues) is because it
gained dominance in the policy area while engaged in rivalries with the State
Departme'nt' and ‘the Federal Reserve (Pauly, 1987, p. 194). Had any of these
;c\;vo. factions of the United States government emerged ag the le.ader in

negotiations, the results could have been different.

The Américan pressure in early 1982 aléo sterﬁmed from an increasing
trade imbalance, and again the negotiations include_d the issue of banking in the
overall package. Something had to be done about the trade deficit. As the above
discussiop illustrates, it is important not to characterize the pressure exerte(i by»

the United States as being simply a well planned action intended mainly to
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further liberalize the financial sector of their trade partner.

When ﬁegotiating for deregulétion, practices. of the Japanese and
American negotiating teams differ significantly. In the Ministry of Finance,
demands for further liberalization havg to be dealt with a "positive” manner,
proceeding step-by-step according to Japan’s own timetable. .The "shotgun"
approach to financial li‘peralizatiori used by tﬁe United -States .was perceived as
ill-conceived by Japanese ofﬁcials,‘ and might indeed have been counter-produﬁtive
(Far Eastern Economic Review, 26 April 1984, p. 78). Rather than putting direct
preésure >on deregulation itself, specifically in the bcase of doméstic interest rates,
negotiatibns tended to be "muddied with peripherals" (ibid). The vaims of the US
negotiating team were described as incoherent. In any case, the true effect of
foreign pressure on the liberalization process of Japan’s financial market is not -
clear. The development of | Japan’s regulatory system can certainly be at least
eciually explained as a response to different Japanese perceptions of their own
situation,‘ needs- and problems. At the time the négotiations were conducted,
changes in the Japanese market were also occurring. The process .of changes had
been uﬁder way since 1975, due to internal pressures. The best example was
. the passage by the Diet in 1980 of the New Foreign Exchange and Foréign
Trade Control Law, which constituted a major legislative change. It is believed‘

that the internal issues dominated the foreign ones in terms of priorities.
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C. THE POLITICAL MODEL

1. Introductidn_

The previous model illustrated that the actual legislation governing foreigh
banking operations in Japan can sometimes be explained more as organizational
output than as a rational choice made. by a wunitary actor. In this section a
third model is applied which yields additional ingights into the motivation behind

the regulatory framework governing foreign banks.

The policy-making process of the Ministry of Finance is not sufficient to
explain the impler_néntation of regulatory or deregulatory measures. Relationships
between different interest groups (different bureaus of the Ministry of Finance,
Bank of Japan, Japanese banks, foreign banks, securities firms, etc.) are also
very important factors influencing the direction of regulatory policy-making‘. These
‘relationships within the financial sector change over time, shifting power between
the different interest groups and consequently altering the direction of regulatory

policy-making.

With this model, regulatory .;:md deregulatory measures are explained as
the resultants of bargaining, pulling and hauling between the different interest
groups. who share power. v.In this context, it is important to identify the different
‘playeré in the Japanese mérket, where they stand, what their Vgoal.s and
objectives are, and what types of links and relative power they have. Althéugh
it is impdssible to find out What every player thinks and what his position

behind the scene is, careful examination of available information illustrates that
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regulatory ‘measbures are often the results of interaction and bargaining among
dif'ferent autonomous and competing groups. In this section, a series of episodes
pertaining to the liberalization process will be described which illustpate this

process.

2. Politics and Financial Reforms

Financial reforms in Japan, as well as all political and social issues that must
be introduced in light of the economic restructuring, face great barriers formed
by the country’s political institutions. Politics in Japan is based on a ser;ies of
financial and so_cial obligations émong a sméll political elite that has to share
power with a "meritocratic” bureaucracy. Thus, power is diffused, and a political
system has developed in which policy is less important than the various interests
représented by politicians and bureaucrats (Ecqnomist, December 5 1987, p.20).
Vested interests, have taken advantage of the dispersion of power, to stop or

slow down the pace of change.

Aé opposéd to Western practices, legislation in Japan is largely developed
by the bureaucracy in close and private consultation with the appropriate LDP
reséarch committees. As we_ll, ministers have a task which is the inverse of that
of their Western.count;erparts. Their role is to support the departmental interest
and their ministry’s client industries, rather than to implement the political will
of an eléc.ted government (Economist, Deéember 5 1987, p. 20). Announced plans
for further liberalization in the financial sector by the Japanese governfnem; may
therefore be blocked by ministries representing interest groups which could be

hurt by such liberalization. As Yasumoto Tajiri, mayor of Kumamoto, put it,
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"Democracy is not working well in Japan. The bureaucracy is vertically divided,
with .ez.ich ministry and bui‘eéu protecting the interests Qf the industries u-nder its
jurisdiction. The role of. politics is to play a horizontél role, 'deciding which
industry  the country should.invest in, but the poliﬁcians are not doing their job

of fixing priorities well" (Euromoney, October 1987, p. 46).

3. The Sharing of Power Among Officials

Financial policy in Japaﬁ is the result of bargaining among politicians and
bureaucrats from the Ministry of Finance, the Bank of ‘Japan, and the financial
institufions. As Pauly states (1987, p. “164): "[policy] reflects a subtle interaction
between the Ministry,' the Bank and the major players in those markets". By
law, the Bank of Japan is supposed to be distinct from ~the government and is
expected to provide independent advice, but in practice the liaison between the

two is very close.

The strongest figure in this power game is the Ministry of Finance. This
is partly due to the fact that every policy that involves government spending
has to win the approval of the Mihistry of Finance. By controlling the yearly
budget-writing exercise, and having authority over tax-raising, it has easily been

able to maintain its level of power (Economist, January 9 1988, p. ). |

The Ministry of Finance is not seen as an independent, autonomous
organization (like the rational model depicts it) - at least not anymore. It is
comprised of informal groups of issue-oriented Party men and legislators, the

"zokus". The Ministry is subject to internal rivalries, and its different bureaus
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~ have been penetrated by ‘sor‘ne ‘private players. The Ministry’s policymaking
process now closely resembles the intérest group politics model. It is now viewed
as a complex structure composed of different bureaucratic elements and political
personalities who ‘bargain among themselves. In the Ministry, the role 'of the
individual in the process of liberalization is of vital importance. As a rﬁanager of
one of the Japanese securities house éaid: "There are né ministry opinions, just

individual opinions" (Euromoney, June 1979, p. 24).

" This intéresf group model in Jap;.ﬁ is not as -strong as in the United
-States, howeyer, beclzause bureaucrats ‘and industry executives are encouraged to.
reach a .consensus for resolving issues. V‘Vhile. this could give the impression that
the Ministry is a well-greased autoﬁomous group, consensus is encouraged by the
Ministry officials for power purpbses. vFor these officials, political interventién is
something that must be ax‘roided because ‘it jeopardizes their autonomy, isA
time-consuming and it is. dangerous in terms of career advancement. For
businessés‘, 'lobbying can be very expensive, especially(v.vhen 'corﬁpétitprs are also
trying to obtain "favors. For the governmenﬁ, technical issues (such as financial
ones) do not represent any votes, and so, politicians are not well informed. Also,
the Cabinet prefers to keep issues debated out of the Diet to avoid any
erﬁbarrassment caused by the opposition (Pauly, 1987, p. 166). These maneuvers,
which are perfdrmed by the Ministry to‘ maintain its autonomy and level of
power greatly enhance its independence in drawing up legislation that is ’_ to its

advantage.

The determination of monetary policy is performed by the Bank of
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Japan. Actual policy,l hovyever, used to ‘reﬂéct a combination of factors such as
the state of economic activity, the rate of inflation, the relationship between the
Prime Minister and the Bank of Japan, and the political expectations of t}_ie‘
period (Horne, .1985, p >3.4)' As Japnn’s financial markets are subject to more
open-market operations as instrurnents of monetalry policy (t}ie expertise of the
Bank of Japan), tension between the Bank and the Ministry is increasing due to
groviring independence frornl the centrail bank (Pauly, 1987, p. 164). The Ministry
was the key player until the end of the high growth period (early 1980s). It
still remains a key player, but his power has been diminishing as a result of
the increasing- goirernment debt - and corpnréte liquidity along with a more

competitive market and the globalization of Japanese industries  and banks.

This shift in -power is wori:h noting. .As Wallich and Wallich (cited n
Spindler, 1984, p. 108) state, "The evolution of Japaii’S banking system is the
history of a cqntinuing strnggle between the gdvernment, which has av propensity
to regulate.. and institutions bent on an expansionary drive to broaden their
markets”. With Japanese markets expanding abroad and the ‘Japanese banking
system bintegrated more closely into internaj;ional financial markets, the Ministry
" has lost some Qf its power. to regulate the, banking sector. In other words, it
has become harder to implement regulationsk that would oppose market forces,
which are not very manageable. With this shift to market forces occurring, the
Bank of Japan gains power, to the detriment of the Ministry of Finance, and
the Bank then'has more input in the adobtion of regulations that cbntain more

open-market transactions.
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Further liberalization of interest rates is a prime example of this shift

in power. The Bank of Japan encouraged market determination of. interest rates
és a way to strenghten its bposition. It changed the method of determining
interest rates in two _vshor‘t-term money markets, the call and the bill money
‘markets (Horne, 1985, p. 24). In this light, interest rate liberalization can be
considered less a ratioﬁal action by authorities to further deregulate the financial
sector than as a rhoye by a central bank struggling to gain more independence

and power from a strong, interventionist ministry.

‘An alterﬁative explanation is that the Japanese authorities c_iid not make
a rational choice of modifying the régulations aécor;ding to changing financial
markets. Rather, changing financial mérkets affected the distribution of power
between the banks, the Bank of Japan, _and‘ the ﬁnan‘éial authorities, with the
former two groups witnessing an increase in their respective shares. This resulted
in a formulation of policies more to their own interests. As described in the
previous part of this chapter, the regulatory measures that ‘were abandoned or
relaxed dealt with issues related fo free market forces. The - slow pace of
defegulation in the Japanese banking sector can be attributed to efforts efnployed

by ‘the Ministry of Finance to retain power.

4. The New Banking Law

Even the enactment of the New Banking Law, in 1982, which has so far been
analyzed as a propef action to take in response to changing financial markets,
can be explained in terms of the governmental politics model. It was the result

of a lot of bargaining: it was supported by the leftist opposition parties, the



92
rqling éonservative LDP, the securities industry, and the foreign banks; it was
“strongly foﬁght against at évery step ‘by Japan’s city _banks_ (Eurémoney.
September 1981, p. 58). The Ministry released the preliminary version of the
New Banking Law before discussing it with the Banking Association, and this
early version showed that the Ministry had planned to retain a substantial
amount of authority and had also considered a continuation of the restrictions on
banks enferi_ng the securities _fnarket (Banker, January 1982, p. 37)_. This was
not well recei\?ed by the other players, and the Banking Association fought the
proﬁosal stfongly. Relations between s!ome banké and the Banking Bureau wefe
strained. Thé banks wanted to be allowed to deal in securities since they werve'
required ‘to- ‘abs‘orb the bulk of government bonds to finance the national deficits
and debt.” The securities industry was vehemently opposed to this, however, and
their stand had 'considerable weight due to the strong ties this industry had with
politician.s. The bargaining result was to allow banks to deal in government
securities but be restricted from any other categories (ibid). It is clear that the
. Minis;;ry of Finance did not come out a loser in the liberalization of the banking
sector; in practical terﬁs it still had as much power as ever through the use of
its administrative guidance. It is importént to make the distinction between
changes in the institutional framework in Japan and the. actual imﬁlementation of

the new framework (ibid).

5. Retirement Patterns of the Ministry of Finance
The relatively high 'degree' of consensus reached among different players when
bargaining for their stakes can be explained partly by the custom known as

"amakudari”". As noted in the analysis of the second model, many retiring.
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officials from the Mini‘str‘y of A Finance assume lucrative positions in the private
sector,'A .often. in a bank. This aésures solid personal contacts, allows Japanese
banks to improve their awareness of ministry plans and thinking, and provides
'therﬁ with Betterl understandiﬂg and communi}catiorji with the goverﬁment. Thus,
amakadufi creates strong links betweén ﬁhe financial bureaucracy and the leading
banks, . playing' in favou.r of the domestic banks because foreign banks do not
have political allies in Jap_an_.'(Spindler, 1984, p. 166); One reason foreign b;emks
do :th get'; full national btreatment is because they lack the proper netwc;rk of
contacts . with min'istry, officials. As opposed to their Jépahese counterparts, some
foreign banks "do not want td hire retiféd bureaucrats, ‘and since foreign bankers_.
stay. in Japan for a maximum of 5 years, it is very difficult to build up.close

personal ties.

+ ~ As a result, deregul‘a;t;ory measures which could permit foreign banks to
increase their level of activities in areas traditionally restricted to local banks,
will face strong ‘bpposition and a low degreé of support. AHorn‘e (1985, p 210)
deséribes- how the flow of persorinel: from the M_inistry to the pfivate‘ sector is
unlikely vto » promote financial deregulation becaus’é it serves the int,efeéts of

neither the retiring officials nor the LDP.

‘Japanese' financial institutions not only .have numerous contacts inside and
outside .the ministry, but are also» the most " important cqntributors 'of fun(is to
political pérties (alrhoét exclusiveiy to the LDP). Thus they have 'a strong
inﬂuence in vthe ‘formation of policy regarding their | activities.'(Euromoney, Ocﬁobér

1087, ‘p. 35).
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Some retiring Ministry of Finance officers (more than any other ministry)

go on to pursue political careers within ‘the LDP. This retirement pattern has
helped .strenghten the. flow of information between the two bodies and has
solidified their relationships. Horne (1985, p. 211) argues that this situation has
made the °Ministry of Finance very .aware of political  constraints  on
policy-making. Because the LDP retained strong control over decision-making on
politically sensitive issues,the  deregulatory measures that were implemented were
in the "non-political” sector where large banks and securities firms dominate. As’
described in the first part of this chépt,er .which dealt with banking regulation,
the major financial reforms dealt with activities performed by large city banks
and the securities houses. The strong ties between the Ministry of Finance and
the LDP contributed to ;the maintenance of the status quo in politically sensitive
areas of banking (ibid). ‘These included liberalization of interest rates on small
. deposits, activities of smaller ﬁnanciél institutions, compartrﬁentalization of the

~ banking sector, etc.

6. Strong Relationships in the Banking Sector

Japanese banks’. relation_sh.ips with client companies are’ very strong. These
relationships often extend weil beyond the commercial banking sphere. Banks in
some industries possess the power to fill senior management positions wit;hiﬁ
client corporations. Compar;ad to their American counterparts, Japénese banks
appear to possess significantly more detailed information on the operations of
their customers (Spindler, 1984, p. 112). As well, banks are the largest
shareholdefs in Japan, with all categories owning just over one-quarter of the

outstanding shares in Japanese companies. If a borrower gets in trouble, the
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main bank coordinates rescue efforts, solicits government aid and absorbs the
bulk of any losses that result. In return, total loyalty is expected by the bank.
Bérfowing from other sources often must be cleared in advance, aé ‘must any
subst‘antial- chahges in corporate policy. The main bank has unrestricted access to
clients’ books ‘and retired bank’ officers frequently sit on thé boards of larger
customers (Euromoney, March 1984, p. 175). Al £hese activities. create an

enormous barrier to entry for foreign banks.

What is more, the diffefent banking sectors have relationé with different
industrial groups. Let us consider the long-term .credit- banks. Unlike the Acity.
" banks, they do not possess close affiliations with single industrial groups.
.Howéver, they maintain strong links with a number of different groups and
consequently are v§ell positioned to acquire extensive knowledge of entire
.industriés. As a result, the long-term credit banks have often been éoordinamrs
and financial advisors to large projécts involving many industrial groups. Also},
they wori( informally with the Ministry of International Trade ‘and Industry and
are thus often asked to assist in stré.tegic pla}nning to reoréanize or rationalize
various industrial sectors (Spindler, 1984, p. 113). This allows them to be in a
better position to offer more competitive long-term financing than commercial

banks.

 Thus, the position of each player in the market combined with the
relationships each has with different interest groups, helps to maintain the
present segmented structure (short-term vs long-term) of the banking sector, much

- to the dissatisfaction of the foreign banks. Ironically, “every one of the
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compartmentalized sectors of the banking industry has lobbied strongly for the
removal of artificial controls which };)rotect other sectors while at the same time
défending its own sector from experiencing the same fate. In addition, foreign
'bankers, with their small ‘brapch ﬁetwork Aand more limited resources, will find it
kqﬁite difficult to become players bossessing the quality of_' information described
above .a‘nd to gain significant power allowing them to pull strings when

demanding changes.-

7. Pressure from the U.S.
In the ﬁrevious section, we asked ourselves if t};e United States governmentv
pressuré was truly intended to have Japan open '.vvider the ‘door of its banking
sector or. could it be the U.S. was pursuing other objectives. First, as we have
discussed, the .pressur_e was mainly exercised because .of the sev_ére trade
imbalancé in favour of Japan. At home, the United States government was itself
facing preséure from the manufacturing industries who were suffe'ring difectly
from the trade imbalances (Frankel, 1984, pp. 1-2). Furthermore, the second
round of negotiations (after the New Banking Law) took place in the fall of
1983. With a presidential reelection campaign just around the corner, it
representedb a éhance to stop any unfavourable congressional action. These
pressures can be seen more as trying to achieve political objectives than purely

economic ones.

Usually, foreign pressure is not seen favourably by the Ministry of
Finance because it constitutes a constraint on its power. However, the American

pressure was not resented by some bureaucrats. In fact, it was even used to
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solve conflicts betweén the Mipisﬁry’s bureaus. Bureaué¢rats of - the International
Finance Bureau are generally in fayor of fundamental reforms for Japan’s
financial system and "offer an ear" to foreign bankers demands. The Banking
Bureau tends to protect the interests of the domestic banking sector and the
Securities Bureau those of the securities industry. As one would expect,' they
come into conflict with the International Finance Bureau. Since the latter bureau
is in a minority, its proposals are often blocked. One tactic on which it did rely
was to use foreign. pressure to quicken the pace of reforms they were backing.
Thé 1984 yen-dollar committee is ~a good example. The International Finance
‘Bureau got the directors-general- of domestic bureaus to attend the talks. This
was the first time they had taken part in an international céhference

(Euromoney, October 1987, p. 37). The International Finance Bureauv later
expressed saﬁisfaction_ with the fact that the other bureaus truly saw the
problems from the foreign countries’ point of view (ibid). In that sense, 4furthef
liberalization of the banking sector was not truly the result of American pressure
alone. The need for reforms was already 'ide_ntiﬁed by sdme bureaucrats; the

foreign pressure was used as a catalyst to speed up the process of liberalization.

- The following deregulatory measures adopted by the Japanese authorities

will serve to further illustrate our model.

Taking ‘adirantage of negotiations for future deregulation, Morgan
Guaranty and Nomura Securities requested permission to establish a joint venture
trust banking corporation. The Ministry of Finance was against it at the

beginning of the talks, but fearing that the talks would then be . conducted
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‘between the US Department of State and the Ministry of Foreign Affairs, it
finally agreed (Pauly, 1987, p. 219). This move was a much needed high-profile
- success for Prifne Minister Nakasone, whose leadership at the time was in
question. Needless to say, the Ministry of Finance was facing strong oppositipn
from the vexisting trust banks and city banks (ibid, p 222). The American
Administration, politically, also needed a simiiar victory. HoWever, as wé bhaVe
discussed in the previous section, the Japanese authorities probably knew that
foreign vbanks would have great difficulty in gaining any significant market share
in th‘is se‘ctor.’ In that sense, allowing foreigners into the trust banking sector
can be ,viewed asb a small concession from the government which nonétheless

bro‘ught them political recognition. -

8. The Securities Business

Officially, government leaders in Japan reject any argument proposing that the
separation between securities and bénking businesses should be abolished
(Euromoney, April 1987, p. 116). While some observers claim that Article 65 is
as good as gone, barriers between comme;cial and investment banking in Japan
remain high. Should this cqfnpartmentalization of the financial sector be reduced,
the small regional and mutual banks and securities firms would likely be the
"main losers. Internal lobbies are created by the maintenance of this
compartmentalization because bureaucrats of these sectors want to protect their

interests.

The Securities Bureau of the Ministry of Finance has become very

powerful in recent years, reflecting the growth of the securities houses., This
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Burfeau hé.s significant inﬂuence in preventing commercial banks from entering the
securities market. It is in the interest of the Banking Bureaﬁ to sée vbanks
engaging in securities activities. Although the Securities Bureau may not appfove,
many feel that, in light of world developménts (securitization of banks) and
foreign pressure, there is not much the B_ur'eau can do, except ask the Banking

Bureau to regulate more intensively the banks entering its sector.

It is certainly an odd situation where | foreign banks can engage in
sec_urities‘ activities while their domestic counterparts are still restricted from doing
so. A rational explanation is that officials met foreign requests to provide
reciprocal opportunities in order to avoid sanctions. This situation can also be
explained by conflicts bétween the Banking and the Securities bureaus. With
Article 65 weakening in its application, the banks and the selcurities firms are
trying .'to enter each other’s sector. Evidently, each group is supported by its
own bureau. With a consensus-oriented type of decision-making, each bureau has
the power of veto (Euromoney, October 1987, p. 37). The situation has been
described .as "stalled". To foreign banks, the anomaly represents a 'scheme by
Japanese authorities to provide them with greater market access through lateral
integration rather than lettihg them suddenly confont directly the lopal banks on
their own ground. In that sense, the auﬁhorities are protecting their local banks
since they have not been used to real competition. Others think tflat foreign '
banks have been allowed entry because their chances of success were limited. We
can even push the latter argument further by suggeéting thaf some Japanese
banks support ‘f'oreign banks as a precedent for them to ‘enter later. This is

accepted by opponents who figure the foreigners will not be able to do much
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anyway,

Nonetheless, the fact that Japanese banks still cannot enter the securities
market reflects the Securities Bureaﬁ’s po%/er. in policy-making. As a consequence
of the .compartmentalization of the financial sector, banks and securities firms
have strong levers in their respective areas. Hifoya Ueno (1988, p. _6}8) argues
that "in terms of the volume of funds, banks excel; in terms of negotiating.

ability with the support of their earnings power, securities companies excel".

A similar case occurred when .yen-denominated certificates of d>e>p(')sits
were introduced. The International Finance Bureau was in favour for a long time
of having yen-denominated certificates of deposits made available to the Jabanese
ﬁnancial- community. But the Ministry of Finance Securities Bureau, which has a
‘vested interest in seeing that the coﬁntry’s prosperous brokerage houses do not
get too much unwanted compétition, opposed it. Yen CDs were introduced in May
1979, but only after seven years of bargaining and persuaéion by the
International Fiﬁan'ce Bureau. The introduction of these CDs was also backed by
the Banking Bureau of the Ministry because the city banks would profit from
them. The minimum issue was set at 500 million yen with strict
ven-denominated collateral requirements being enforced. .The result can be seen as
a compromise: it does little damage to the securities houses and is of use to the
city banks and foreign banks (although not many). In general, the Ministry of
Finance’s six other bureaus team up against the International Finance Bureau’s
efforts at financial reforms because they feél it gives in to foreign demands for

reforms too easily.
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The influence of | the securities industry Was exercised very recer‘ltly.
Options for reforming the financial system by relaxing rules separating the
banking and se»curi‘ties businesses were proposed by a sub-committee of an
advlsory panel to the finance minister. These opfions ranged from allowing
ﬁna'ncial_ institutions to form separate subsidies to engage iﬁ banking and selling
securities to creating a "European-style universal banking systefn" in which banks
are allowed to engagé in all areas. of the securities buéiness (Japan Times,
March 17 1989, p.‘ 5). However, Se;tsuya‘ Tabuchi, chairmah__of' the Securities
Dealers Association of Japan, was opposed to such reforms because he described
them as being biased in favour of the banking industry and he had doubts

whether banks could undertake brokerage business in a "fair manner" (ibid).

T 9 The Trust ﬁusinéss _ | ' .

Forgign banks were bessimistic about their chances of making a profit in the
trust business in Japan. Some bankers felt that much ofj the United States
political pressure had been exercised without significant studies being undertakén
on the part of the US trust banks to determine the wviability of managing
Japanese pension funds. It was said that some of the American banks which
filled out _applications may have done so out. of political obligation: Japan had
opened the door, so a decision not to enter could have jeopardized liberalization
in other gapital market areas »(Far Eastern Economic Review, 25 April 1985, p. |

61).
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10. Interest Rate Liberaiization
With rates reguleted at artificially low levels, Japanese commercial banks have
been enjoying low funding costs fo;' many years. Fixed interest rates result, some »
foreign bankers say, in giving a sfgniﬁcant "subsidy"-‘ to Japanese banks (over
3.5 trillion yen). This 'a..llows them to lower rates offered to large borrowers,
preventing the foreign banks from entering the markets. -It is urﬂikely that this
situation  will improve very soon. The Ministry of Finance is agaihst further
deregulation because it fears that it will bring economic dislocation among smalll
and medium-sized banks. Alse, one-third of ';11 deposits> (smaller) are -at the.
Ministry of Pos_ts and Telecommunications and ihterest retes are set- by this

Ministry.

Japan’s postal savings bank has been the target of severe criticism as it
is often blemed for being the'cause of the regulation of deposit rates. It is true
that it gets special tax and other privileges from its owner', the gevernment. The
poetal’s bank interest rates are set by the Ministry of | Posts and
Telecommunications, not by the central bank. Japanese and foreign banks are
unhappy because these rates are higher tilan their own and . also because the
postal bank pays no tax and is not subject‘ to the central bank’s reserve
requirements. And as far as small deposits are concerned, the MPT is quite a
strong protector. of 1ts interests. The MPT has been strongly opposed to change
the tax‘ free small depoeit savings system because it claims the resulting effect
would be to force small depositors to switch funde into altereative investments.

The success of the postal savings system has’ strenghtened the MPT’s influence.
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The savings depos.it issue is a complex political ‘problem. Officials say

that if interest rates were deregulated, loans rates would increase significantly.
The increased cost of funds would seriously affect many small and medium-sized
entreprises which form an interest group important to the LDP (Horne, 1985, p.

40).

11. Conclusions

To.outsiders, the Ministry of Finance appears to govern the financial system by
itself. In a sense, ‘this is indeed the case: interference by politicians and other
ministries is extremely low. However,_ Japanese banks and sécurities firms are
masters at "manipulating”" the ministry. They exert significant effort to cultivate
bureaucrats and they do get benefits in return. The main losers in this situation
are the foreign banks. They just do not completely understand how policy-making
in Japgn works and they are q’uite inept at playing the "power game"
(Euromoney, October :-1987, p. 30). One of ‘Horne’s (1985,\ p. 219) conclusions is
that irrecon(_:ilable conflicts between ministries and within ministries, which are the
" results of differences in jurisdiction, aims and vested interests, can immobilize the
developmernt of policy. Regulabry change could occur when a high degree of

market instability forces those conflicting parties to compromise (ibid).



CHAPTER IV. FOREIGN BANKS IN KOREA

A. HISTORICAL PERSPECTIVE

‘Foreign banks were not present in Korea until 1967 when three American
banks, .Chase Manhattan (the first), Citibank - and Bank of America, and two
Japanese banks, Bank of Tokyo and Mitsubishi, opened branches in that country.
From then until 1976, a few other banks from the United States, Japan, the
United Kiﬁgdom and France -established additional branches. But the years 1977
and 1978 both witnessed a huge increase in -the number of foreign branches in
Korea. The US Department of the Treasury (1979, p. 80) reported that by the
.end of 1978, there were 32 foreign bank branches in Korea, with American
banks acéounting for 12 of these, more than banks from any other country.
These banks were obviously attracted by Korea’s rapid economic growth and the

borrowing needs associated with such an expansion.

The ‘increased presence of these foreigh banks is reflected in their share
of foreign exchange loans, which rose from 15% in 1975 to over 38% of the

© total market just three years later (see Figure 4.1).

Such a penetration of the Korean bankiﬁg market by foreign institutions
led authorities to implement a broad set of regulations regarding the activities of
those foreign banks. However, at the time, the government was faced with two
conflicting objectives. On the one hand, the presence of an increasing number of
foreign bank branches caused the government "to fear strong foreign penetration

of the local market.

104
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Figure 4.1

Foreign Banks’ Share of the Korean Banking Sector

(percent)

Year-end Won Loans and Discounts Won Deposits . Foreign Cumrency Loans  Total Assets
1975 27 1.07 15.5 3.1
1976 33 1.16 175 33
1977 4.4 1.09 39.9 4.4
1978 . 4.0 1.19 38.4 _ 4.5
1979 3.3 0.95 39.2 5.3
1880 5.0 1.26 : 51.5 7.8
1981 5.3 1.22 50.1 7.7
1982 54 1.04 49.0 78
1983 5.6 1.29 51.9 9.3
1984 6.1 1.38 60.9 9.9
1985 6.0 1.26 67.4 10.6
1986 59 ’ 1.47 63.3 108
1987 5.8 1.26 44.6 10.5
1988 (Feb) 6.0 1.48 43.0 i 10.7

Source: Bank of Korea, Monthly Economic Statistics.

Includes commercial banks and specialized banks.
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On the other hand, liberalization of the banking industry was also ‘a

policy of the Korean government. It appeared that to achieve this objecti&e, the
govefnment vadopted regulatioﬁs regarding the entry and the extent and natﬁre_ of
foreign banking activities ' in Korea. Also, as stated in the Bank of Korea’s
"Memorandum Regarding Entry by and Activi;cies of Foreign Banks in Korea",
tirle authorities. have favoured foreign banks from countries with which Korea has

important trade and investment relationships.

'Ffom 1979 on, entry of foreign bank branches in Korea has incfeased
steadily. As of the end of 1987, there were 54 foreign bank .branches in Korea
along with 19 repr_eséntative ().fﬁces (Bank of Korea, 1988, p. 38). Sinéé the late
197‘0s, somé regulatory measures governing the activities of these foreign banks
in. Korea have been eased. Many changes have also been introduced iﬁ the

legislation, more or less in line with official announcements.

Foreign bank business has always been relatively f)roﬁtable: sinée the
1a£e 1960s, foreign banks’ earnings have increased steadily,. except for 1986. In
1987 however, business was booming again. After-tax profits (excluding Japanese
banks) increased by 30.2% from 1986 (Korea Business World, May 1988, p 15).
The year _.19.88' witnessed an increase of 24.5%. Return on as.sets averaged
2.12% for foreign banks, 0.45% for Korean city banks, and 0.59% for provincial
banks (Korea Economic. Report, Mgrch 1989, p. 41). Foreign banks’ earnings

have traditionally been higher than those of the Korean banks.

‘Foreign banks may open branch offices in Korea with the approval of
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the Monetary-- Board .up'on the récdmmendation’ of the Superintendent of Banks of
the> _I;ank of >Koreé., as stipulated in the provisions ‘of the General Banking Act
(Article ‘9). Since their principal business is commercial banking, their operations
are lcr._{oxvrelrhed by ‘.the General- Banking Act. Article 1-2 (1) ‘of the Act stipulates:
"All banking institutions operating in the Republic of Korea, including thg
branches and agencies of- forgign banking _institutions, shail be operated according
to the proyiéions ‘of this Act,. the Bank of Korea Act, and the orders a‘nd’

‘regulation issued by authority of such Acts" (Bank of Korea, 1985, p. 117).

Being _c_lassiﬁed és co_mmefcial banks, foreign> banks can engage in the
following types of bank busine'ss: short-term and:long-terﬁl financing (from funds
acquired mainly through depbsits),, securities ihv'es‘tﬁlent; guarbantees and
accéptances, remittances and éollecfions, foreign - exchange, and receipts and
di’sbur'seﬁents of treasury funds asv treasury agencies of .t.he Bank of -Korea.
They may also engage in other businesses as permitted by ﬁhe Monetary Bo_ar‘d.
'H(.)wever, as we will see, some regulatory measures governing foreign bank
activities practically prevent them from engaging | in some of | the bﬁsinesses

performed by the domestic banks.

Although foreign banks reaiized higher proﬁts tﬁan domestjc; banks, they
" are Quick to point out that the numbers do not truly reﬂec£ the situation‘b since;
they are overstated by not taking into account Won exc.hange' réte losses,.‘
imputed ipt;zrest on capital," etc.,‘ and that they are mainly generated' by
short-term ' vehicles. In fact,. many foreign bankers have e:'(pressed c_onéerns for

their future business in Korea. They feel the market has reached a plateau and
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that the government is unwilling to fully liberalize the banking sector. Also, while
some of their former privileges have been eliminated or reduced, new privileges
and easing of some regulatory measures have been slow to come. We will deal

more with this in the next part.
B. ENVIRONMENT IN WHICH FOREIGN BANKS COMPETE

1. Introduction -

Korea’s banking system can be traced as far back as 1876, when the Daichi
Gitlko of Japan opened a branch in Pusan, and began issuing the country’s only
_bank ‘notes. However, the Korean banking system was fully established in 1950

with the introduction of the Bank of Korea Act and the General Banking Act.

In 1949, Arthur; I. Bloomfield and John P. Jensen of the Federal
Reserve Bank of New York went to Korea at the request of the Minister of
Finance of the Republic of Korea, Dr. Kim Do Yun. The services of these two
specialists svere required to advise on, and assist in, a reorganization of the
central bank and other financial institutions in South Korea, .the drafting of new
banking legislation, and the formulation of appropt;iate banking and monetary
policies (Bloomfield and Jensen, '1951, p. . 3). Their recomntendations included,
among other things, a draft of a new central banking statute and a draft of a
new general banking statute. With some amendménts, the drafts of the two
banking statutes submitted by Messrs. Bloomfield and Jensen were passed by the

National 'Assembly of the Republic of Korea on April 21, 1950, and a new

central bank, the Bank of Korea, was established on June 12, 1950 (Bloomfield
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‘and Jensen, 1951, p. 3). The new General Banking Act was inipleniented in

1954.

2. The Major‘ Players

The - banking sgctor in Koréa is composed of two rﬁajor groups: the commercial
banks and the specialized banks, together called the Deposit Money Banks
(DMBs). A third group present in the ﬁnanéial sector and important for our

analysis comprises the non-bank financial institutions (non-deposit institutions).

Commercial banks have played a major role in Korea’s ﬁna;lcial market.
They ‘form a branch banking system with nationwide or province-wide networks.
They engage in long-term ﬁnanc;ing in addition to their short-term operations, and
‘are quite dependent on borrowings from the Bank of Korea to meet persistent
shortages in their own supply of loanable funds. As of 1985, more than one
third of their total loans and discounts was financed by t;he. Bank of Korea. This
reflects the fact that money and capital markets in Korea are not well developed
and therefore business firms depend heavily on commercial banks for their
financing (Bank of Korea, 1985, p. 21). The commercial banks group includes the

nationwide city banks, the local (regional) banks, and the foreign bank branches.

The nationwide city banks (seven of them as of 1984) whiéh were
denationalized by 1983, constitute the core of the Korean banking sy.st,em and
account for approximétely half of the commercial banking activities. All of these
banks have their head offices in Seoul and have quite long histories. In addition,

ten local banks, one for each povince, were established during the period
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©1967-1971. The- aétivities of these banks (all prvivately owned) are similar to
those of the nationwide city banks but must bé performed within the boundaries
of their own regions. Their main task was to maximize domestic savings
mobilization to achieve -a baianced dispersion of banking business and to achieve
regioﬂal economic .development. In terms of assets, the size of local banks as of
1985 represented - about one-eight of that of the nationwide city banks. Foreign

banks will be analyzed in the next section.

The sec'ond.rnajor group within the Korean banking sector consists of the
specialized banks which were estab‘lished_ in the sixties to he_lp implement thel
economic goals formulated at that time. These banks were to provide financing
for spéciﬁc sectors of the economy, such as housing, foreign trade, agriculture,
“and small bﬁsiness. There are seven specialized banks in Korea and they play a
significant role in the bénking system as a whole. As of 1985, they _représented
40% of the assets, 41% of the deposits “and 42%‘ of all loans and discounts
outstanding of all banks (Bank of Korea, 1985, p. 27). The Korea Exchange
Bank and the Small and Medium Industry Bank are two examples of specialized

banks.

The third group consists of many non-bank financial intermediaries, most
of which werevesta‘blished in the 1970s. Included in this group are development
institutions such as the Korea Development Bank, the Export-Import Bank ‘of'
Korea, and the Korea Long Term Credit Bé.nk. The remaining institutions consist
of a number of savings institutions, investment companies, ahd_ life insurance

companies.
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It is ‘vvvovrth noting that the non-bank financial institutions’ share of p_he

loans a_.nd " deposits market has increaséd significantly while the Deposit Money
Banks’ ' (DMBs) share has decreased sharply. DMBs’ sh'are of loans went from
68% in 1976, to 48% in 1987, while their sharé of deposits>vwent from 75% to
42% in the samé .period. NBFlIs, on the other hand, saw their share of the
loans market jump from 32% in 1976 to 52% in 1987, and their share of the

deposits market from 25% to 58% (Bank of Korea, Statistical Bulletins).

Commercial banks are subject to the provisions of the General Banking
Act as well as the o.rders, instructions and regulations issued by the Monetary
Bbard in accordance with the Bank of Korea Act. Specialized banks are, in
principle, directed and supervised by the government under the special laws
which established them. However, some areas of their business opérations, éuch
as minimum reserve requirements and ceilings on  interest rates, are subject to

the control of the Monetary Board of the Bank of Korea.

" The Bank of Korea, which was established in June 1950, acts as
Korea’s central bank. As -such, its principal functions are serving as issuer of
bank notes and coins, being banker to the banking sector as well as to the
government, being reSponsib’le for formulating and implementing monetary policy,
and supervising banking operations. Four major components form the Bank of
Korea: the Monetary Board, the Governor; the Superintendent of Banks, and the
Auditor. The Monetary Board is the supreme policy-making organ of ‘the Bank of
vKorea and has the general directory or regulatory, and supervisory responsibilities

over the activities of banking institutions as well as the operations of the Bank
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(Korea Herald, March 1989, p. 4).

Compared to central banks of many developed countries, the Bank of
Korea is far less aut;onomous. iﬁ making and implementing monetary policy
decisioﬁs. Government’s inﬂuence on monetafy policy was strongly reinforced by
the amendment of the Bank of Korea Act in 1962, which basically transferred '
much of the power granted to the Bank of Korea in the o‘rigi‘nal‘ éharter to the
government. The Ministry of Fiﬁance, which preside.s over the Monetary Board’s
meetings, can request reconsideratioﬁ of resolutions Aadopted by the Boafd and,.- if
the request is rejected by the Board, it can ask the President to make the final

decision (Bank of Korea, 1985, p. 9).

3. Developments in the Banking Sector

Since the mid 1950s, Korea’s banking sector has experienced several
developments. One of the financial objectives of the mid-1960s was to get the
"financial prices right", énd thereby to promote financial deepening (Cole and
Chul Park, 1983, p. 8). In September 1965, a major financial reform called the
monetary reform of 1965 was introduced, translating into a signiﬁcant increase in
the interest rates on time deposits of the deposit money banks (commercial banks

and specialized banks).

Since then, the government has taken a series of steps to improve the
banking system, including a revision of the General Banking Act at the end of
1982, denationalization of the nationwide city banks, authorization of new

activities for commercial banks (trust services, short-term - commercial paper,
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uhderwriting bof' ‘government securities, etc.), increased autonomy for the banks’
management, and lower interest rates. Iniv'f'act, efforts to further liberalize interest
rates have been undertaken by the . government in the past few years .with
mixed results. Although these stepé were all meéns of realizing. the government’s
objective of deregulating the banking sector, it_ is still considered as being tightly
regulated, with strong government control over interest rates, policies, ar;d
decision-making. Many bankers (local and foreign) deplore the slox-av - some would

say stagnant - pace of the liberalization process.

In fact, the banking sector is considered to be the weakest of all
Korea’s economic sectors, which are by contrast much more dynamic. The
following statistics offer some indication that the banking sector .has béen a
"laggard”. The ratio of bank deposits or other financial assets to sales of
non-financial business enterprises has decreased significantly in thé past years.
The growth rate ‘in general bank loans has been lowér than the rate of current
GNP growfh. Also, even if there is only a small number of nationwide
commercial »banks, the "site" of individual banks is very small: total depﬁsits of
the five nationwide city banks (there were only five in the early 1980s) were
approximately equivalent to . the deposits of .a local bank in Japan (Nam ~and

Park, 1985, p. 164).

The government’s excessive (and sometimes duplicate) investments in the
heavy and chemical industries and in overseas construction projects led the
domestic banks off the track. Commercial banks were required to make "policy

loans" in these target sectors to support the government’s economic plans, even
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without the proper reéerve requiremehts'. Specialized banks were authorized to
accept deposits to ‘mobilize funds to be funneled into selected sector‘s .of the
économy. However, poor government-directed investment choices in these industries
exposed the inherent inefficiency of centrélized control. Also, the weakness of
somé policy loans became apparent as a resglt of struqtufal economic changes. -
This situation cauéed great strain on the banks’ funds and therefore on their
- development, and the number of "'bad loans" that were granted only helped to
further deteriorate their positions. Korean Banks’ operations have always been
marginally profitable. In addition, government control vhés restrained the Bank of

Korea’s ability to control the money supply.

Another major indication of the ineffectiveness of the banking sector is
the existence for many years of an underground private loan market. According
to. Kim- Dae-Jung (1985, p. 65), the presence .of this market, called kerb,
unorganized, unofficial, unregulated, or illegal, is explained by government
_ intervention in credit allocations and interest. rate determination. The unregulated
market, which is’ the traditional and quite unknown financial market in Korea |,
has been operating side-by-side with the official financial market, which is the
more modern, strﬁctured, ' r;gulated, and recorded market (Cole and Chul Park,

1983, p. 39). The government has attempted many times to achieve control of

this unofficial market and by legalizing it, but with no success.

' Today, the mood of Korean bankers is at an extreme low compared to
the generally active and energetic economic scene. This mood will not change

until the Ministry of Finance offers a comprehensive package of reforms for the



115
entire financial market. The lending business is especially poor; it had started to
stagnate in 1985, 'but now, - .officials have put an extra ceiling on this activity,
reducing large borrowers’ access to the services of the commerciai banks. These
banks were never very profitable; now it is even worse (Asian Finance, July 15,
41988,. p. 41). The much neededl reforms deal with: full managerial autonomy of
the -banké, a deregulated interest fate market,- a redefined and. broader business
area for different types of financial institutions (nioving toward the concept of
universal banking), and last but not least, the creation of an autonomous central

bank (ibid).

The government has announced many plans to improve the efficiency of
the banking industry by the early 1990s. One of the objectives is to allow
Korean banks to perform all activities except- stockbroking and insurance

(Euromoney, July 1987, p. 111).

Although there is a consensus that the authorities should, and probably
will, further deregulate the banking sector in the near future, it may very well
be a most difficult action to undertake due to the present régulatory and political

structures.

C. EXPLAINING THE REGULATION OF FOREIGN BANK ACTIVITIES

As a developing country which has industrialize(;l so  successfully, 'Korea’s
experience of ﬁnancigl liberalization and foreign bank regulation raises some
important points. In many ways, the Korean case is quite‘ different fl;om Japan.

The structure of the banking industry, the financial institutions,” the foreign
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banking activities, the government’s policy;making process and Korean politics are
T very particular to the country. Generally speaking, the banking “sector is more
regulatéd than the Japanese one, “and ' direct government intervention‘is ‘far more

frequent.
Financial development in Korea raises the following general questions:

.Why has the banking sector Abeen lagging all the other sectors of the

economy to such an extent? Why has it not accompanied economic growth?

.Why has strong government intervention and heavy regulation continued in

such a strong and complex economy?
.Why has the liberalization process been so slow, sometimes even stagnant?

.Why have domestic banks been so unprofitable?

The above questions afe very important for our  analysis of foreign bank
regulation. Unlike our study on Japan, we cannot always make a separate case
for foreign banking activities without taking into consideration thé activities of
domestic banks, at least not to the same extent. We cannot explain foreign bank
‘regulation without explaining the regulation of domestic banks because they are
;rery interlinked: Korean authorities will not allow increased competition from

~ foreign ‘banks unless domestic banks are ready to compete.

Nonetheless, there are some important questions regarding foreign banking
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activities and regulation:

.Why have foreign banking activities been so heavily regulated?

.Why has the government pursued the dual (often conflicting) objectives of
liberalizing the banking sector by easing foreign bank regulation, and

protecting the domestic market?

.Why has the government’s regulation governing foreign banking activities
often represented a form of compromise, i.e. no access to certain activities

but granting of some unique privileges?

.Will foreign banks ever be granted national treatment in Korea?

As we did in our analysis of Japan, we will apply our._three models,
the Rational, Organizational | Process,. and the Political Models, in an attempt to
provide a series of explanations regarding the evolution of foreign bank regulation
and to answer the above questions. Again, the purpose of our study is not to

select the "best model”, but rather to gain some sound insights into the subject.



* CHAPTER V. APPLYING THE MODELS TO KOREA
A. THE RATIONAL MODEL

1. Introduction .

As a gﬁide to the following analysis, Figure 5.1 provides a chronology of the
major devglopments in foreign bank regulation. As we have mentioned in the last
chapter, we cannot analyze foreign bank regulation independéntly from the
regulation of the domestic banking activities, since the former is directly

influenced v_by the latter,

Our methodology will be similar to‘ the one used for the Japanese case.
We ha;ze divided our analysis using the Rational Model into three periods, as
can be seen in Figures 5.2 to 5.4. The first period starts in | 1961 when
President Park took over the leadership of the country and léunched the
industrialization drive. The second period extends from the early 19705, until the
economic distress and. political turmoil of the laté 1970s. The 1980s, with a new
leadership and.'new economic orientation, represent the third period. These periods
were determined based on different economic events and conditions as well as the
prevailing political climates. The reader will notice that there is litte material
concerning foreign. banking activities as such | in the first period. However, the
contents are an essential preamble to‘ our analysis of foreign bank regulation

described in the following two periods.

118



Early 1970s - 1980

1982 - 1983

1983

1985 -

1986

1987

Present

119
Figure 5.1

KOREA: MAJOR DEVELOPMENTS IN FOREIGN BANK REGULATION
Measures

Foreign banks’ entry and activities are primarily governed by the General Banking Act.

Five foreign banks open branch operations in Seoul; their pnmary task is to provide foreign
capital.

Many other foreign banks enter the Korean market; some are beginning to move out to Pusan.

Highly restrictive regulations govern foreign banking activities: strong limitations on their won
lending business, controls on their rates of return, impossibility to open a second branch in
Seoul, low access to won funds, and no access to the Bank of Korea's discount window.

Foreign banks enjoy some advantages as compensation for the above regulations: access to a swap
facility which guarantees a spread margin, exemption from income and corporate taxes on certain
revenues, exemption from government-directed lending (policy loans), and no limitation on the
amount of export promoting lending.

Government introduces financial reforms to achieve further liberalization of the banking sector by
privatizing all city banks, revising the General Banking Act (1982) to give banks more managerial
freedom, and increasing competition by establishing two new city banks.

U.S. government starts to exert pressure; Korean government promises national treatment for

- foreign banks by 1986, but raises concerns for the suffering domestic banking sector.

New privileges for foreign banks include access to the rediscount facility for export promotion,
and an increase in their capital funds.
With new measures, previous priviléges are reduced: reduction of swap limits, extension of 25% of '
total loans to small and medium-sized firms.

Eleven foreign banks allowed to engége in trust business.

Foreign banks complain of the strong restrictions on accessing local funds and of regulated
interest rates.

With current account surplus, Korea starts to repay its debt; reduction of foreign banks’ lending
activities. As well, trust business is not very appealing.

Foreign banks allowed to use the Bank of Korea's rediscount facility for commercial bills, and to
handle CDs; again swap limits are reduced.

Foreign banks can choose between "A" or "B" classification. It was believed that national
treatment was likely to be given only to "A” banks.

Class "A" foreign banks allowed to deal in futures, options and swaps on foreign currency and
interest rates.

Foreign Bankers Group submit to the Federation of Korean Bankers several proposals to develop
the country’s money market. :

U.S. Treasury Secretary James Baker exerts pressures; the Korean government announces plans to
move toward full liberalization.

With current account surpluses, the demand for foreign capital from foreign banks is far less
important. Foreign banks’ operations are at a standstill: limited expansion, no money market and
no true won deposit base. Their activities are primarily related to wholesale business, trade
financing, foreign currency lending, and foreign exchange operations. They are far from enjoying
national treatment in Korea.
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2. 1961 to Early 1970s
Since 1945, Korea has been .a divided country,  the South having a market
economy, the Nerth a communist, centrally planned economy. In 1953 South
‘-Korea, hereinafter Korea, after three years of civil war, etarted to rebuild its

industrial base. Industrial growth started mainly in the early 1960s.

At the time, Korea was onev of the world’s most impoVeriehed rural
societies. Per capita GNP was only US$ 79 in 1960, compared to US$ 2826 ‘in
1987 (Economic Planning Board, cited in Lee Yang-Pal, 1988, p. 5). In 1962,
Manufaeturing accounted for only 16.4% of GNP, whereas agriculture represenfed

37% of GNP (ibid). Exports amounted to less than 2% of GNP.

Indusfrializat_ion began with President Park Chung Hee who, in a
military coup in 1961, ‘took over ﬁhe leadership of the country. Park’s coup en
May 16 1961, in David Steinberg’s (1988, p. 21) words, "was to change the
complexion of Korean economics as no single internal event eince the Japanese

oécupation of Korea in 1910."

Parjk;s policies, among other things, were formulated and implemented to
achieve. the following major objectives: to overcome the country’s economic
underdevelopment, and launch the 'nétion’s economic. development through rapid
induetrializatioﬁ. Another important, » 'although more personal, objective for .Pafk
was tc; secure political legitimacy. His military coup in 1961 had overthrown a
popular government and he needed good economic results to justify his forced

leadership.



Figure 5.2

Korea: Rational Analytic Framework - 1961 to Early 1970s
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Trigger Events

Korea is one of the
world’s most
impoverished rural
societies

Military revolution:
President Park, after a
coup, takes leadership of
the country

Assumed Objectives

- Overcome the country's
economic
underdevelopment

- Launch the nation’s
economic development
through rapid
industrialization

- Secure political legitimacy

Implied Problems

Limited capital stock,
few natural resources
and a large population

Lack of sufficiently
skilled and experienced
people

Too poor to rely on
domestic demand to get
economy moving

Poorly developed
financial sector;
regulated interest rates,
low savings.

Implied Solutions

Implement export
promotion policy

Centralize economic
planning to overcome
shortages of skilled
manpower and allow
concentration of priority
sectors

Borrow abroad directly
or through foreign bank
branches

Restructure interest
rates to increase
national savings

Exercise close contro!
of banks to ensure
funds are directed to
priority sectors

Actions and Results

Government achieved
consolidation and
centralization of political,
economic and administrative
power

Strict control of the

banking sector:

- regulated interest rates

- credit rationing (policy
loans)

- nationalization of banks

- borrowed heavily abroad

through commercial banks

- specialized banks were
set up

BOK Law was revised to put
it under MOF control

Interest rate reform in1965
Small number of foreign

banks were allowed to open
branches

Implied Objectives

‘Give manufacturing priority

in terms of policy; promote
the nation's export
capabilities

Efficiently use limited
financial resources to
contribute to rapid
industrialization

Mobilize the banking sector
as a tool to back up

* industrial growth

Get access to more foreign
capital to finance
industrialization
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But, to say | the least, a series of problems limited the country’s
development at this early stage; a limited capital stock, poor natural resource
endowménté, a large population (Korea is one of the most densely populated
countries‘ in the world), and a low national savings rate. Domestic savings
represented only 0.82% of GNP ‘in 1960, compared to 17.43% in 1970 (Bank of
Korea, 1978, cited in Cole gnd Chul Park, 1983, p 267). Korea was too poor
to rely on domestic demand to get the economy moving. Lacking foreign capital
as well, the country was in need of foreign exchange to. buy its food, oil, and

capital goods.

Furthermore, for many years prior to the war, the Japanese had
occupied most of the middle and top positions in the banks, industry, and
government (qukowitz, cited in Cole, and Chul Park, 1983, p. 48). After the
war, Korea did not have sufficient ékilled and ex;l)erienced' people able to run the
country. Also, division of the country, an imposed US government in 1945, a
new government in 1948 (not experienced. at all), and the war with North

Korea, only added to the problems (ibid).

The external and internal events created serious problems for its financial
institutions and explain part of their decline. The KXorean financial sector was
poorly developed. One of the major problemé was the regulated interest x;at,es
which were not reflecting the supply of and the demand for money. Horne
Jonevs, -in his report (June 1968) prepared for the US Operations Mission to
Korea, said th‘at in the mid-1960s: "The single greatest cause of financial failure

has been the unwillingness to permit freedom of interest rate determination... The
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managed interest rates have promoted inflation while the inflation has made still
more unrealistic the managed interest rates" (cited in Cole, and Chul Park, 1983,

p.. 9).

All this resulted in a serious lack of domestic savings. Coupled to the
lack of foreign capital, commercial banks had insufficient funds to support

national economic development.

Many solutions, implied by the. problems facing Park’s administration are ‘
presented in Figure 5.2. It was important for the country, while moving towérd
.an export promotion policy, to centralize economic planning and determine priority
sectors, due to the lack of funds and of skilled people.  Also, assuring é.écess to
foreign capital was a necessity that could be achieved | by importing it through
fbreign banks operating in the country or by borrowing abroad. More
ma;‘ket-oriented mechanisms had to be introduced in the determination of interest
rates. ‘Lastl}-', due  to the limited funds available, exercising close control of the
banking sector ‘was an optimal course of action because it would ensure that
funds were directed to sectors considered priorities. In short, the government had
to ensure :the efficient use of limited financial resources while achieving rapid

industrialization.

Park’s actions were numerous and the country did experience high
growth due to the successful implementation -of economic development plans. One
of his most important accomplishments was to consolidate and centralize political,

economic, and administrative power (Steinberg,' 1988, p. 21). Mainly, he placed
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economic power directly under his control. The Economic Planning Board was

establishéd, unifying planning and budgeting (ibid).

Park’s policies did recdgnize the problems facing the country, and he
‘borrowed _-heavily and iﬁvested in export industries in a manner that was
described as a "terriﬁc gamble with other people’s money (Economist, May 21;
1988, p. 15). Most of the money came from the United States. The export
“promotion policy was considered to be the single most important and enduring
attribute of Park’s regime (Stéinberg, 1988, p. ‘20). In order to attain maximum
benefits, the government chose sectors in which vprevcious capital resources were to
be invested. Investment priorities were thus established based on the expected
contributions each respective industry might make to the overall growth (KDB,

1988, p. 1).

Regarding interest rates, the government did implement. a majbr reform.
Authorities had the objective of "getting the financial prices right" (Cole‘and Chul
Park, 1983, p. 8). As described in .the- previous section, a major financial reform
(the monetary reform of 1965) was introduced in September 1965, translating
into a significant increase in the interest rates on time deposits of the Deposit

Money Banks (commercial banks and specialized banks).

As well, a major institutional change came about in 1962 when the
Bank of Korea Law was revised in order to bring the central bank under the

control of the Ministry of Finance.
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As fof vthe financial sector, we have to take into consideration that not

many governmenfs in developing countries appear to believe in the allocational
efﬁciency- of the financial system. Financial sectors’ .of these countries are often
the - most heavily regulated . sector of the economy. Extensive government
inte'rvention is co;ﬁmon practice, especially in setting interest rates and allocating
credit. The belief is that without such intervention, cfedit allocation §vould not
~"reflectb “the social» and  economic priorities often set by the g;)vernment
themselves" (Cole and Chul Park, 1983, p. 172). The Korean governmeht
.certainly did not (and still does not) depé.rt from such a tradition. As we Will
see in fhe following discussion and in the next sections, government intervention

was one of the most important characteristics of Korean banking operations.

Within the banking sector, all banks were nationalized to better exercise

. ~
control. By repossessing the stocks of the commercial banks, the government was:
responding to concerns that the privately owned banks would contribute to the

concentration of economic power as experienced by Japan (Cole and Chul Park,

1983, p. 57).

The government did keep close control of the banking sector. Its strong
intervention in this sector was Justified | as a way of achieving the transition to
export orientation and sustai:ned economic growth. The banking sector ‘ waé used
as one of the most important tools for this. Commercial banks were facilitating
foreign lending activity although they were not actually intermediating‘ between
the foreign leﬂders and domestic borrowers (Cole‘ and Chul Park, 1983, p. 61).

The banks’ decision-making role was very limited; they were not developing skills
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in lending activities as they were merely responding to government policy.

Most  of the Korean specialized banks were sef ub at that time to
complement the commercial banks which lacked vvsufﬁcient funds to sustain
economic growth. These specializedi .banks funneled 1arge sums of money to
sectors that were judged to be of extreme irﬁportance to nation.al economic.
development. Most of the funds consisted of government loans, foreign loans and

debentures instead of deposits (Korea Busines World, March 1987, p. 49).

As for foreign banks, they were granted permission to‘ open branches in
Korea in 1967. Chase Manhattan was the first foreign bank to opén a bra'nch.
Two other American and two Japanese banks established branches in the same
year. Their primary taék being to provide foreign capital, their share of deposits,
until the early 1970s, never surpassed 1% (Bank of Xorea, cited in US

Treasury, 1979, p. 79).
3. Early 1970s to 1980

a. General Overview

The early 1970s was the end of the country’s transition from béing a ‘largely
~agricultural economy to an emerging indlllstrial market economy. In 1970, GNP
was" US$ 8.1 billion compared to US$ 1.9 billion in 1960. Per capita GNP went
from US$ 79vto US$ 252. The 1970s witnessed very strong economic growth: at
the end of the 1970s, GNP totalled US$ 60.3 billion and‘ per capita GNP was

US$ 1,589. Exports, which represénted 17.2% of GNP in 1970, now accounted
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Figure 5.3 )
Korea: Rational Analytic Framework - Early 1970s to 1980

Trigger Events

Nation’s status changes
from being a largely
agricultural economy to
an emerging industrial
market economy

Economy is becoming
more complex and
sophisticated

First oil shock which
causes Balance of
Payments problems and
high inflation

Assumed QObjectives

Achieve rapid export-led
economic growth

- Increase investment in
social infrastructure

Gradually start liberalizing
the economy

Curb inflation

Implied Problems Implied Solutions

Large fiscal deficits - Although some
intervention can still be
productive, the role of
the government should
change; as the economy
becomes more
sophisticated,
government control
should be relaxed,
especially in the
financial sector

Trade deficits and rapid
accumulation of debt

Export dependent

Economy is outgrowing

the need for centralized

decision making (such

policies are now counter

productive) .

- Give banking sector
more autonomy; increase
competition in the
banking sector

Banking is seriously
lagging the

manufacturing sector;

lacks funds to support
strong economic growth; -
lacks autonomy

Allow foreign banks'

presence to increase in

order to:

Weakness of some policy - increase access to

loans becomes apparent foreign capital

as a resuit of structural - increase access to

economic changes international markets

- introduce high
banking technology

Actions and Results

Still high growth approach
to policy and centralization
of economic decision making

Government control over the
banking sector increased;
still requires banks to grant

‘policy loans

Large conglomerates
(chaebols) emerged

Government created
development institutions

Increase in the number of
foreign banks' branch
licenses

Activities of foreign banks
highly regulated and largely
restricted to foreign
exchange lending and
trading

Foreign banks enjoyed
unique privileges (swaps, tax
exemptions, etc.) enabling
them to earn above-average
returns on capital

Entry policy of foreign
banks based on general
contribution to Korean
economy

Implied Objectives

Again, the banking sector

is used mainly as a tool to
back-up export-led

industrial growth and is

not intended to be an
independent industry; works -
by government fiat, not
market forces

Provide incentives to
foreign banks to make
loans in Korea, butin a
way that minimizes interest
paid and business
surrendered.
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for 36.7% of: GNP. As for domestic> savings, they weﬁf from 17.4% to 27.2%  of
‘GNP in the same period (Bank of Korea, 1978, cited in Cole 'and Chul Park,
1_983, p. 267). These mnumbers are Aquite a chahge from the previous period.
President Park and his administration did achieVe very high economic growth and

~overcome the stagnation and pox?erty. that prevailed until the early 1960s.

With such: an )ex.panvsion of its economy and of its expoi‘ts, Korea
became more exposed to events occurring in world marketé and more subject to
conditions prevailing in its major tré.ding partners’ economies. The best . example
is the ﬁfst oil crisis which céused balance of payments problems (anA increase in
the current account deficit) and high inflation. In 1974, _consumef ip'rices went up
24% (Euromoney, 198‘0, p. 3). Curbing inflation ‘was thﬁs one of thé objective of

this period.

Other major objectives of the time consisted of continuing rapid export-led.
economic growth, increasing  investment in social infrastructure (education,
hospitals, etc.), and gradually beginning liberalization of the economy, in light of

its constantly expanding size.

However, neQ problems faced the authorities. The present economy was
outgrowing the management -. capacity'l for centralized decision-making. Monetar);
pressures were ‘also a problem. These pressures were the result of the large
ﬁséal deﬁcits Which were run in order to meet the government’s commitments on
public‘ expenditures._ The public sector in the 1970s was .viewed as a pﬁofity.

Monetary  pressures often. caused high inflation, hurting Korean export
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'competitiveness. By the end Vof 1978, inflation had reached 20% (Institutional

Investor, May 1981, p. 257).

Rapid economic gro@th brought along another problem: rapid accumulation
of debt. Outstanding external debt rose from US$ 4.5 billion in 1973 to
approximately US$ 15 billion in 1975, reflecting the country’s borrowings needed
to cope with the first oil. shock and to finance its heavy and chemical industry
development plan (Igbal, 1988, p. 141). Borrowing abroad .Was néver. a problem.
Korea’s access to international capital markets improved constantly over the years
Because of its strong balanéé of payments positions and rapid growth of exports.
Kb?ea’s firms also established sound credit ratings. Through most of the 1960s
and 1970s, loans accounted for nearly 95% of foreign capital inflows into Korea
(and of its stock of external liabilities), -while foreign direct investment accpunted
for approximately 5%. In that ,‘sensé, Korea has been different than most other

LDCS (ibid).

The rapid economic growth created structural problems especially in the
banking industry. Park’s economic policies,. as far as the banking sector was
concerned, had become counterproductive. The more the economy gr;ew, the more -
money was needed. Both the commercial banks and the specialized banks were
lacking the necessary funds to support such economic expansion. Furthermore, as
‘we have seen in .the previous secfion, the government’s requirement that
commercial banks grant poiicy loans to sﬁpport its economic plans seriously hurt
.the banks’ assets portfolio. The weakness of some policy loans was becoming

apparent as the result:- of poor investment decisions. All this resulted in a
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banking sector which seriously lagged behind the manufacturing sector, lacked

autdnomy and lacked sufficient funds to suppdrt, such economic expansion.

A solution supportéd. for years by the country’s technocrats was to curb
inflation and to liberalize the economy b); allowing more market forces to allocate
resources. The World Bank, in a country report on Korea, suggested that there
may "be a need for a fundamental change in the role of government in the
ecoﬁomy. As the economy becomes more complex - and sophjstiéated, it [may] be
desirable to gradually Arelax government controls in the economic $phere -

particularly in the financial sector” (Institutional Investor, May 1981, p. 258).

Préposed solutions regarding the banking sector were numerous. Allowing
more competition in the banking sctor ‘was a solution advocated by many
obsgrvers. Bank managers had to be more involved in the risk analysis of
lendin;g money. Also, financing domestic needs had to -be performed more by
. issuing equity than by the traditional practice of lending large sums of money

which put strains on the companies as well as on the banks.

Because of the large accumulation of foreign debt, allowing foreign banks
access to the Korean market was a beneﬁcial solution. Access to foreign capital
and foreign markets would be increased. Another benefit was the high banking
technology» that would be imported which would help domestic bankers develop
more adequate skills. From the foreign banks’ point .of' view, they would take
advantage of a ﬂcountrl'y which was experieﬁcing high growth and had a booming

foreign exchange business.
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' Actual actions of that period were numerous, some of them not always

in line with recommendations of the téchnocrats who were proponents of a more
open and liberalized market and financial sector. Government control ovér the
banking secfor was stronger than Aever. - Excessive investments were still
undertaken in the heavy and chemical industries and overseas consi;ruction.
Domestic bénks sti}l had to grént 4cheap loans , or> "policy loans", to these

sectors in order to achieve government plans.

As well, large conglomerates, the ché.ebols, » were formed. These
conglomerates had near monopoly control over a wide range of manufacturing,
finance, and service sectors and were seen as. the foundation of the country’s
success (Globe and Mail, March 27 1989, p. B23). It would appear that .the
govefnment encouraged these éompanies to grow in size by merger and other

means (Lim, 1981, p. 46).

Instead of increasing the scope of business of its domestic banks, the
government created “development institutions” (part of the non-bank financial

institution sector) to provide more financing to these large conglomerates.

b.l Foreign banks

As we have seen in ~the‘ previous part of this c‘hapter, in 1967, Chase
' Manhé.ttan was the first foreign bank to open a branch in Korea. In the second
half of the 1970s, many other foreign- banks entered thé Korean market. The
foreign banks which followed Chase’s decision were also beginning to move out to

Pusan, Korea’s second largest city.
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The years 1977 and 1978 witnessed .a‘ huge increase‘ in the nurr&)er of

foreign bank branches in Korea. According to the US Department’of.' Treasury
. (1979,‘p. 6.), there were 32 fofeign bank branches by the end of 1978, The.b
United States had 12 of their own. Such an increase of foreign penetration of
" the Koréan banking sector is e:;plained by the bhigh demand of foreign capital

. resulting from the economic expansion.

“In an interview in 1977, Finance Minister Kim Yong-Hwép stated that
Korea was going to compete with other -countries as an international financial
centre. He said ‘that. Korea was a markgt' economy pursuing free trade principles
which. had to be supported by trade credits. This was one of the reasons Korea
had foreign banks operating in Seoul (Euromoney, April 1977, p. 7). At the
samé time, foreign banks were allowéd to éompete with local banks and financial
institutions. 'But the Minister did not feel .totally satisfied with the degree of
liberalization. He claimed that éadgally, they would liberalize the permitted
‘activities of the international banking institutions in Seoul. He did not intend to
set about forming an international money market in Seoul but as thev government
was pursuing a liberélization policy, he thought that the em}ironment of. .t.he
vﬁnancial m‘arket. could evolve to a situation where an .international money market

could be formed (ibid).

However, as we have seen in the previous section, the authorities were
in fact faced with two conflicting objectives: liberalization of the banking sector to
attract foreign capital on advantageous terms, and protection of the domestic

market to reduce fears of such foreign penetration. Protection of the domestic
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banking market was an important issue, as expressed, in part, in a letter
addressed to the United States Embassy in Sedul, signed by the governor of the
Bank of Korea (US Treasury, 1979, p. 81):

Compared to developed countries, Korea lags behind especially in the
banking field. As a result, the Korean Monetary authorities have had
to take measures to maintain a balance between domestic banks and
foreign banks and to assure a viable domestic financial market. We
feel such balance is essential for a sound financial system in Korea...

The measures which are pointed out as discriminatory treatment of
foreign banks are taken mainly for this objective.

Foreign banks found the environment surrounding their operatiohs to be
quite restrictive as they were faced with many discrirhinatory measures. The
major restrictions were the ones limiting their won lending business. Each foreign
bank, in the late 1970s, faced a limit on the amount of swaps of foreign
exchange for Korean won it could transact with the Bank of Korea. A foreign
bank’s initial éapital was (and is still is) cla'séiﬁed by the Bank of Korea into
two t};pes: Funds A and Funds B.. The total capital each foreign bank could
have was limited; since the amount of won it could lend we-ls based on its
capital, this limit restrained foreign banks’ lending activities. It is worth noting
that domestic banks faced no limits of this kind._ At the time, Funds A were
defined as the bank’s paid-in capital and had to consist of a minimum of three
billion won before a foreign bank could open a branch. Funds B represented the
amount of reserves that foreign banks obtained through swaps and was limited

to an amount representing 400 percent of Funds A capital.

" As of August 1980, there was an overall limit of swaps for all foreign

banks of US$ 250 million available on a first come, first served basis. But at
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the beginning of 1980, the amount outstanding was nearly US$ 400 million; the
US$ 250 million limit was cleaﬂy restraining foreign banks’ operations

(Eufomdney, Decem_bef 1980, p. 33).

Another major re§triction dn f(;reign banks’ lending operations related to
the controls on the rates of return on theirj won lending. The Bank of Korea
assumed that foreign banks were funded at LIBOR rates aﬁd therefore retained
all but 1 percent of the difference between LIBOR and Korean lending rates

(Euromoney, December 1980, p. 33).

Other regulatory measures facing foreign banks in the late 1970s were
described in the US Department of the Treasury "Report to Congress on Foreign
Government Treatment of US ‘Commefcial Banking Organizations" (1979). The

major points are summarized as follows:

- Foréign banks were not permitted. to open a second branch in Seoul
Branches could be establishéd_ in small and medium size cities. This
restriction was a means of' counteracting the fact that authorities were less
capable of controlling inflation due tob significant inflows of foreign exchange,

and to halt the increase in foreign banks’ share of the local market.

- Each foreign branch was a sepérate entity, as opposed to domestic banks
which did not have to capitalize each branch separately. Since the amount
each foreign bank was allowed to lend ‘was based on its capital, this

restriction limited foreign banks’ lending activities.
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- No bank was allowed to lend more than 25% of its capital to a single
borrower. This restriction, combined With the previous ones, was limiting
foreign branches’ lending capacities, and put them at a competitiye

disadvantage vis-a-vis domestic banks.

- In 1979, foreign currency lending was also limited by the Ministry of
Finance, with a total of $US 1.8 billion to be allocated as follows:

JUS 430 million directiy to foreign banks;

.$US- 820 million .d.irectly to domestic banks;

$US 550 'vr‘nillion to any domestic or f'oreigh ‘bank upon applicati_on._'

The $US 550 million remaining Was allocated in a way to favour exports

-and other specific targets of the industry.

- ‘Foreign branches were limited in their ability to acquire local funds. The
Korean Bankers Association’s rules stated that foreign branches were not

permitted. to receive certain types of household deposits.

- Foreign banks, unlike domestic bahks,' were not allowed to iséue
short-term debentures, énd were not given government cieposits' of subsidized
‘furAlds for export financing. As well, foreign banks did not have access to
‘the Bank of Korea’s "discount window", which is a low-interest rediscount:
facility, including discount lending for commercial bills and export promotion.
These rediscount facilities cdnstituted a very important source of funds to
domestic banks. However, as compensation, there éxisted a "swap facility"

with the central bank whereby each foreign branch deposited foreign
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currency at the central bank and received local currency under a closed-out
swap, thereby eliminating all exchange risk. This arrangement was the most
important séurce of local funds for foreign branches and gﬁaranteed a .proﬁt
mérgin of 1 percent. HbWever,' there was a swap limit rélated to the
maximum amount of foreign currency lepding allowed, as explained in the

above regulatory measures.

- The Korean Alien Land Acquisition Law effectively prohibited a foreign
bank from acquiring real estate at a ‘foreclosure auction. While foreign
-banks were allowed to receive real estate as collateral for loans, this law,

in practical' terms, restricted them from doing so.

- Foreign banks did not play an effective decision-making role in the
Korean Bankers Association. They had not gained membership in this
organization which had important influence in the formulation of banking

policy and practices.

- Foreign banks were not permitted, under the General Banking Act, to

purchase or establish local subsidiary banks.

- Foreign banks were prohibited from offering trust accounts or investing in

finance and insurance companies. -

- American banks were not permitted to finance trade deals. for Korean

imports of U.S. government subsidized commodities, under Koreah. foreign
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exchange regulations.

‘As far as entry regulations were concerhéd, the Ministry of Finance
used the following criteria for approving the establishment of foreign bank

branches:

1) the economic relationship between Korea and the bank’s country of origin;

2) the bank’s status in international financial markets; |

3) the reciprocal opportunity for Korean banks to establish branches abroad;

4) the f'oreign bank’s willingness to open a branch\ (or a second brancil) outside
Seoul; | -

5) the bank’é technical ex_per‘ti'se in international finance;

'6) the bank’s potential contribution to ‘the Korean economy;

7) whether the bank’s country of origin was already r.epresented in Korea

(Euromoney, December 1980, p. 33)

As the ébove description indicates, foreign banks were faced with many
discriminatory® measures when compared to their domestic counterparts.
Nonetheless, in spite of these regulatory measures and the intense competition,’
foreign' banks, a.s a group, still managed to earn above-average rates of return

on capital due. to the following advantages they enjoyed:

- Foreign banks had access to the swap facilities which guaranteed a

relatively high profit margin with no risk.
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- Foreign banks were exempt from income taxes and corporation taxes on
revenues obtained as interest and/or commission in connection with foreign -

currency lending to domestic borrowers.

- Foreign banks were exempt from corporate taxes on earnings received for

arranging foreign capital inflows to Korean enterprises.

- Foreign banks were free of government interference which directed Korean

banks’ lending into channels considered important.

- Foreign banks were not obliged to contribute even indirectly by subscribing

to low-interest government loans.

- Foreign banks were exempted from the special deposits operations of the
Bank of -Korea; they did not have to. deposit local currency with the Bank

when it was "mopping” up liquidity.

- Foreign banks were free of any limitation on the amount of export
promoting lending théy undertook and they were free to expand lending to

joint ventures (Euromoney, December 1980, p. 31).

In fact, foreign exchange loans to exporters were encouraged. Foreign

bankers were constantly asked to lend to industries wishing to modernize export
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facilities (Euromoney, April 1977, p. 22).

_Their relatively profitable opgrations are illustrated 'in the folléwing
numbers. From 1975 to 1980, foreign banks’ share of total won deposits was
approximately 1.2% and their share of foreign currency deposits averaged 5%
But in 1979, they accounted for a littlé over 13.5% of proﬁts (Euromoney,
December 1980, p. 33). This shows that their operations were quite profitable

although profits were not large in absolute numbers.
4. 1980 to Present

‘a. General Overview

The beginning of this period was quite tumultuous in terms of social, political,
and economic events. In October 1979, President Park was assasinated, creating
political instability. On the economic front, the second oil crisis was a major blow
to the Korean economy: oil prices went up and interest payments also rose
sharply. Grdss foreign debt outstanding represented approximately 33% of GNP in
1979 and interest payments 4were about 1;.9%‘ of GNP on .average in. 1977-1979
(Lee Yang-Pal, 1988, p. 21). In 1980-1982, interest payments even reached 4.9%
of GNP (ibid). As well, economic growth fell éharply. In 1980, real GNP fell by

5%, while inflation rose to 35% (Economist, October 5, 1985, p. 69).

In that sense, high - economic growth was not the only priority any
more. The new -president, Chun Do Hwan (another military leader), said in an

interview that the country had to "work to defend the peace of the country, to
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Trigger Events
Several shocks at

beginning of period:

- assassination of Park

- 2nd oil shock

- first economic
downturn

Expansion of Korean
firms abroad

Massive trade surpluses
with the U.S.; pressure
to liberalize the financial
sector

In the mid-80s
macroeconomic context is
more favorable for
financial liberalization
(lower inflation)

In 1986, current account

Assumed Objectives

- Maintain social and -
political stability; reassure
foreign lenders

- Maintain high economic -
growth (but not as only
objective)

- Switch from an export-led
high growth economytoa -
more balanced
development and income
distribution

Shift policy stance froma -
government-oriented
economy to a market-
oriented economy

Reduce reliance on
conglomerates

Implied Problems
Korea’s international

credit standing dropped
temporarily in 1979-80

Investments in heavy
industrial development
are too important to
pull out

Economy'’s efficiency is
now impossible without
the introduction of a

free competitive system

Trade surpluses with the
U.S. create risks of
sanctions

Due to policy loans,
banks have billions of
dollars of non-
performing assets

implied Solutions
Gradually loosen

government control as
bank management
becomes more capable
of independent decision-
making

Strong need for reform:
establish an independent
market-oriented

financial sector to
allocate funds

Balance the need for
increased competition in
the financial sector
against recognition of
banks' portfolio
weakness -

Internationalize the
banking sector; let more
foreign banks enter
{increase competition)

Move toward national
treatment for foreign

banks as a long-term
objective

Use foreign banks as a
way to modernize the
banking sector

surplus for the first - Reduce debt (threatens their
time; major turning point solvency)
Election of Roh in 1988 - Specialized banks have
initiates period of lost their distinct
greater democracy features
- With c/a surplus, the
need for foreign banks’
capital has decreased
- Foreign banks' relatively
high profits are used as
an excuse to limit their
operations
Actions and Results Implied Objectives

< Debt has been reduced

Many announcements by gov't.
officials calling for :
reforms/liberalization

Some structural liberalization
efforts in the banking sector -

Practical continuation of previous
policies; gov't. control still very
strong

As a result of pressure from U.S,,
authorities eased some foreign bank
regulations: trust services, -
rediscount window .

Some privileges also eliminated:
reduction in swap limits, reduction
in swap spreads, etc.

Activities of foreign banks still -
very restricted and may have
reached a plateau:

- limited expansion

- reduced demand for foreign

capital
- no money market
- no true deposit base (won)

Have more “comfortable” financing
of debt as opposed to becoming a
liberalized market economy; pursue
a delicate balance between debt
growth and export growth

After 1986 (capital surplus),
authorities want foreign banks’
presence less for foreign exchange
than for contributing to the
advancement and sophistication of
the local industry by providing -
new banking technology

Obtain foreign capital with the
objective of limiting the activities
of foreign banks until such time
as local banks are strengthened
and dependence on foreign debt
eliminated (e.g., "buy time")

Dual objectives (conflicting) of
protecting domestic market from
foreign banks and liberalizing the
banking sector
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achieve sustained economic growth, and maintain social and political stability"
(Institutional Inflestor, February 1982, p. 188). A more balanced development

replaced the previous objective of export-led growth.

Park’s death was viewed by many as giving Korea the- chance of
’making a new. start. More government officials and market partiéipants were
favoring a éhift in  policy ffom a government-oriented economy to a
market-orientedl economy. In any case, it was important to reaésure foreign
lenders and investors because Kdrea’s international credit standing had dropped

somewhat in 1979-1980.

Following the soéial and political chaos, the end of 1980 witnessed
increased stability. Inl the early 1980s, the economy started to improve gradually
and Korea'.’s credit standing was restored. In 1986, for the first time, Korea had
a current account surplus. By 1988, the trade surplus was mounting and the
country was swamped with liquidity, a situation that will. have many
repercussions in the financial sector. The  current account surpluses not only
increased the capacity to solve the debt problem, but it also enabled the
eXpansion in overseas investment (Korea Economic . Journal, March 20 1989, p.
24). Massive trade surpluses occurred notably with  the United States. Faced with
thisv situation, thev American government was starting to exercise pressure on

Korea to liberalize its market and financial sector.

By the late 1980s, annual GNP was more than US$ 200 billion and

the volume of trade around US$ 100 billion (Korea Herald, March 19 1989, p
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S2). Korea was then the 17th largest economy in the non-communist world and

t'h_e 12th largest trading nation (Economist, May 21, 1988, p. 3).

Apart from the temporary drop in .‘ Korea’s international credit standing in
1979, other problems faced Chun’s government. For ~one, gross foreign debt
outstanding in 1985 (the year prior to the ﬁrst current account Asurplus) totalled‘
US$ 46.7 billion or 55.8 percent of GNP, the highest level ever (Lee Yang;Pal,
1988, p- 10). Also, progress in liberalizing the economy was slow (and still is)
becauée the country was too. | deeply involved, m monetafy terms, in heavy
industrial develepment ~to suddenly shift policy orientation. In general, the
economy was now too complex to be administered in an efficient way by a
centralized system. Efficiency was now impossible without the introducfion of a
free competitive financial system: Korea’s financial needs had changed but the
regulated framework had not. Any v further advance in the economy was

compromised without the introduction of a smoothly functioning financial system.

Government policy of previous years had not been very successful:
several cofnpanies failed and rescue packages had to .be organized by
government-controlled banks vehich now had billions of dollars of pon-herforming
assets on their books (Bahker; February 1989, p. 67). Financial institutions were
also separated from each others’ activities by strict regulation, and domestic
‘banking in particular was too constrained. This had negative effects on the
‘development of the banking sector. In »general, Korean banks were largely
undercapitalized, controlled (in ﬁerms of ownership) by large conglomerates, and

too dependent on the Bank of Korea for credit (Leipziger, 1988, p. 128).
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Foreign banks also had .their provblems. As a re‘s1.11t of such economic
growth, Korea was on its way to becor‘ningv a - net creditor nation and did not
need as much capital frofn the foreign banks. Furthermore, their reiatively higher
profits were used aé an excuse to limit their 6perations. Thg foreign bar;lks’

situation will be covered in more detail in the following pages.

The consensus reached on- what solutions the government should adopt
was quite remarkable. Almost everyone seemed to agree that in general, the size
~and complexity of the economy called for a substantial reduction in government.
_control, especially in the ﬁnanciél sector, and for decentralization of

decision-making.

In terms  of solutions‘ for the banking sector, reforms had to be a’
priority as indicated by the domestic banks’ huge amounts of non-performing
assets. Government control had to be reduced significantly and an independent
central bank had to be allowed to conduct monetary policy. Many specific steps
had to be taken. Disposing of non-performing assets of the commercial banks’ wés
primordial. Liberalizing interest rates, or at least narrowing the interest réte gép
betweén the Deposit Money - Banks and the non-bank financial institutions was
also a priority. The latter group had enjoyed some liberalized rates and had been
able to offer rates two or three percentage points higher thap ‘banks. Boundaries
separating businesses of commercial and specialized banks had to be abolished
since,_ in practical terms, specialized banks had lost their distinct functions. Many
felt transforming them into commercial banks _ (or privat;izing them) would be

optimal. Another solution was to adopt a universal banking system. In any
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event, it was primordial ‘that competition be increased in the banking sector bby
liberalizing interest rates, increasing manageriél autonomy, reducing the use of
policy loans,_ and allowing foreign banks to compete more head-to-head with them.
This notion of increased coinipetitipn was very ‘important for foreign banks
because they were not to have a wider range of b}lsiness open to .them until

the domestic banks were ready to compete.

Korea also needed to intefnatiohalize its banking sector. In that sense,
allowing more foreign banks to enter the markét and widening their scope of
business was a viable solution. Not only would they help increase competition in
the banking sector, 'they would also bring the necessary skills and technology?
whic_h Korean banks lacked, to modernize the banking industry. .AS‘ the
government bursued financial liberalization, domestic and foreign banks had to be
allowed to provide a wider x;ange of serviﬁes, with less government intervention.
As a long-term objective then, giving foreign banks national .treatment was a

rational solution.

Actual measures undertaken by the government did not reflect all of the
above recommendations, and sometimes were not in. line with its own
announcements calling for reform/liberalization of the banking sector. Some
vstructu'ral liberalization efforts were introduéed. The gévernment had indicated that
it would push forward banking reform in two ways: rﬁanagerial autonomy and
b‘usiness autonomy. As part of the reforms, the governrhent privatized all the
bcity banks between 1981-1983. In addition, the General Banking Act was fevised

at the end of 1982 in an attempt to give banks more leéway in dealing with
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their managerial affairs. To increase competition, two new city banks were
established in July 1982 and March 1983 (Korea Business World, March 1987,

p. 48). Domestic banks could also offer new services to their customers.

To some domestic and foreign banks, the results were below expectations
due to the practical continuation of previous policies. Government intervention was
still strong, the Bank of Korea was still under the Ministry of Finance’s
a}uthority, the activities of financial institutions were still very segmented,_
government appbintment of top banking'executives still continued, and short—te;‘m

interest rates were still largely set by -the government.v

The evolution of foreign bank regulation in this period was also more or
less in line with government announcements and solutions put forward by

officials, market participants, and foreign bankers themselves.

b. Foreign banks

In the. five years from 1980 to 1985, regulations wére e'asevd' somewhat to offer
foreign banks additional advantages and provide a less discriminatory environment.
By 1984, the number of foreign bank branches had increased to 48 (from 38 in
1979) and they experienced a further signiﬁc?.nt bincrease in their .market share
of foreign currency loans, from 39% in 1979 to almost 61% in just five years
(see Figure 4.1). Although small,v'their share of the total loans and discounts
market almost doubled from 3.3% to 6.1%. However, they continued to play a
\?ery minor role"as far as the won-deposits market was concerned, with no

significant improvement over 1979, when their - share amounted to just a little
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~over 1%..

In the 1984 update of its report to Congress, the US Department of the
~Treasury (1984, "p. 29) related the major developme'nts introduced in the

legislation since 1979. These developments are summarized below:

- The minimum capital for a foreign branch was increased to US$ 3.8

million.

- Since 1982, ba_.nks which had been established in Korea for at least 10
years, had total exposure of US$ 1 billion, and had total assets of 200

billion won, were permitted to purchase their business premises.

- Since 1983, foreign banks were allowed to participate in the same
securities activities. performed by the nationwide city banké, which consisted

primarily of underwriting government securities.

As mentioned previously, the US was starting to exert pressure on
Korean policy-makerg. When President Reagan visited Ko_rea in November 1983,
the issue of liberalization ‘was raised.- US concerns with the issue was highlighted
again when Donald Regan, Secretary of the Treasury, came to Korea in March
1984. To reduce the risk of sanctions, i.e., protecﬁbnist measures against imports
of Korean gobds and aA reduct_ion in .US investment, the Korean government
responded to US pressure by promising the following signiﬁcar;lt changes that

would provide national treatment for foreign banks by 1986.
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1) In 1984, foreign banks would be given membership in the National
Banks Association and the Clearing House, enabling them to play a more

active role in the Korean banking sector.

2) Capital for foreign' bank branches would be redefined in broader terms
in order to allow increases in A-Funds and B-Funds, thereby increasing the

foreign banks’ capacity to lend or issue guarantees and acceptances.

3) In 1985, foreign banks would be allowed to start trust services currently
offered by domestic corhmercial banks (nationwide city banks had been
managing ‘trust funds for one year, while local banks had been doing so

for two years).

4) Starting in 1985, foreign banks would be given access to the central
bank’s rediscount window .(redis_courll.t‘ facilities). These facilities would be
available only for export financing in 1985, but by 1986, they would be
fully availabie on the same terms faced by domestic banks (US Treasury,

1984. p. 30).

Foreign banks were not too convinced that real change would occur,

' especially regarding the promise of full national treatment.

In an interview conducted in 1985, Minister of Finance Kim Mahn-Je
stated that the government was still implementihg its liberalization plans, which

would progressively eliminate restrictions on foreign bank “activities. The objective
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of these plans was to have féreign banks enjoy national treatment. However, he
did express concern for the suffering domestic banking marke‘t which needed to
~ be "strenghtened to compete on an eqﬁal footing with foreign banks" (Euromoney,
October 1985, p. 13). Profitability of domestic banks had been.well' bélow that of

the foreign banks, a situation caused mainly by bad loans granted in the past.

The government, while announcing the withdrawal of certain restrictions,
also ma‘de it clear that the foreign banks would concurrently lose some of their
privileges_,. bringing them more in line with domestic banks. Use of the central
bank’s swap facility wouid be reduced according to the amount of ‘local curfen(;y
each foreign bank could raise through the rediscount facility. Also, for 1985, 25%
of each foreign bank>’s new won loan exposure would have to go to small. and

medium-size firms. This portion would reach 35% in 1986.

Some of the announced- modifications did come into effect. In February
21., 1985, foreign branches were allowed ac.cess to the rediscount facilities for
export industries. Also, their B-Funds limits were expanded to an amount equal
to six times that of their A-Funds and their reserve funds. Foreign branches
~were also instructed to extend 25 percent of their total loans to small and
medium-sized firms. These measures were viewed by the authorities as a step
towafd’ promoting fair vcompetition between domestic banks and foreign banks.
Finally, on -September 18, 1985, the government allowed Chase Manhattan Bank
and 10 ot.her' foreign banks to engage in' the tr.ust business (Yonhap News

Agency, 1986, p. 138).
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However, the Bank of Korea also reduced the limit of extra swap
privileges of foréign banks by approximately 50% of the funds in local currency
.raised ‘through'the Bank’s rediscount facilities, in effdrts to offset parf of these
new funds. Along with that, the guaraﬁteed profit margin on these swap .
transactions with foreign banks was reduced from 1% per year to 0.75% a year »

(Bar_lk of Korea, 1986, p. 35).

Many foreign banks at the >time formulated their requests for further
easing of restrictions, narhely: ‘elimination of sepafate . capitalization for branches,
access to the domestic sécuritie_s business, authorization to issue certificates of
deposits (CDs), which domestic banks had been doiﬁg since 1984 , greater
involvement in the domestic money market, and éuthorizé;tioﬁ to purchase
property (.for loan collateral purposes). These restrictions were all related to some
extent to foreign banks’ access to local funds, which had always been a
much-debated issue. Also, lack of liberalized interest rates ‘v.vas pointvedv out as a

major obstacle to their operations.

In 1986, the M;)netary Boarﬂ of the Bank of Korea permitted foreign
banks to use. the Bank’s rediscount facilities for commercial bills and to handle
CDs and CD loans. These measures were explained by Bank of Korea officials
as having the purpose -of . s‘at'isfying requests from abroad to open up the
domestic ﬁnéncial Iharket and providing conditions for fair ‘inter-bank competition
(Bank of Korea, 1987, p. 11). Some of the privileges enjoyed By foreign banks
were again. reduced: their ceiling on swap transactions was lowered and their

guidelines on loans to small and medium-sized firms were adjusted upward.v
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Under the change, foreign banks were required to iend 35 percent or) more of
any increase in outstanding loans to small gnd medium-sized firms, the _s'ame as
vs.ras required of the nationwide commercial banks (Bank of Korea, 1987, p. 11).

In addition, regulated interest rates made it difficult for foreign banks to issue

CDs.

Many foreign bankers expressed concerns that the government was
elimina’ting‘ the swap facility withoup providing alternative sources of funding.
Since foreign banks were allowed to rediscount commercial bills at the central
bank, officials took measures to reduce the Bank’s.swap transactions with them.
Also, as of July 10, 1986, the guarantéed profit margin on these- swap
transactions was reduced to 0.5%. In August of the same year, the upper limit
on extra swaps was redpced by 75% of actual borrowings from the Bank of
vKorea. However, those foreign banks bwhich had applied for rediscount of
commercial_ bills, saw their extra swap limit reduced by only 50% of borrowings. ‘
General swap limits were also reduced in that year. Foreign bankers felt that
the new measures (CDs and commercial bills). were not as significant as swap

reductions.

Another change was introduced regarding the foreign bank’s status.
Féreign banks could choose between a "A" or "B" classiﬁcation. "A" banks had
full access to the‘ rediscount window of the central bank bﬁt had to extend 35%
of loan money to small and- imedium-sized firms. "B" banks had access limited to
export financing only but had to extend just 25% of loans to small and

medium-sized firms. It was believed that national treatment was likely to be
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given only to "A"‘ banks. However, we should note that not all foreign banks
. are 6ptimistic about the idea'b of natidnal treatr;nent. For certain banks, éspecially
the smaller ones, further liberalizatioﬁ to achieve national treatrhent would mean
loss of some very important privileges, ‘tougher competition, and ihcreased
uncertainty. The swap facility system providéd a high profit margin with no risk,
. and Vsome foreign banks feared that with the elimination of this facility, they
Would lose much  of their won-based business. Alsé, the trust business was not
all that it apbeared to be. Bankers commented that in Korean terms, "[trust
business] means little more than being able to raise term deposits”" (Euromoney,
July 1986, p. 66).: It seems that, as far as natiopal treatment was concerned,
iﬁtefests differed | between large and small banks, the former group being in a

better position to face.increased competition and to serve new markets in Korea.

Nonétheless, some rest_rictions, as we have descriﬁed,' have been phased
out: since 1986, all foreign banks have enjoyed the same rediscount facilities
with the Bank of Korea as domeétic banks, that is, fhey have been’ allowed to
use these facilitiés for all their operations. Since October 1987, ‘the Ministry ;)f
Finance has allbwed class "A" foreign exchange banks to deal in various forms
of k contracts, including f'utures‘, opﬁons, and swaps on foreign currency and

interest rates (Korea Business World, May 1988, p. 17).

However, foreign banks were not satisfied with their situation. In April
1987, the Foreign Bankers Group submitted to the Federation of Korean Banks,
several proposals to develop the country’s money market for the banking sector

including, of course, the foreign banks. The major recommendations were:
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- Establishment of a discount house or brokering house as an intermediary;

- Elimination of the physical money market; establish a telephone monéy

market;

- Abolition of the discrimination between the transaction market for foreign

banks only and the main transaction market;
- Increase the role of CDs and commercial bills;

- A closer relationship between money market interest rates and the

prevailing prime lending rates;
- Determination of rates on lending and savings based on risk and period;

- Elimination of differentials between banks and "non-banking financial

institutions (Korea Business World, May 1988, p. 17).

Shortly after this, the government announced plans to move toward full

liberalization of the banking market, step by step. This announcement resulted

more from the pressure of US Treasury Secretary James Baker than from the

Fbreign Bankers Group proposals. Responding to the US pressure, the Bank of

Korea and the Ministry of Finance drafted a plan containing the following

measures:

- Allow foreig‘n banks to "possess and dispose of" collateralized real estate
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(government permission would still be needed but officials said it would be

granted | swiftly);

- Allow foreign banks to open more than one branch in a single city or

across the country;

- Relax regulatory measures to encourage foreign banks to .finance more

small businesses; and

- Change - restrictions so that foreign banks can use CDs 'as a source of

won currency (Korea Business World, April 1987, p. 37).

Even if foreign banks remained optimistic about the announced \measures,
many of them remembered previous announced plans that were not pushed

through.

Presently, as described in the first part of this chapter, the banking
sector’s environment is considered stable, if not stagnant. Reduction " in the
demand for foreign‘ currency loans, reduced swap margin spreads, str.ict credit
restrictions on the large conglomerates, and restrictions on onshore foreign
currency lending, have all created an environment which foreign banks find  hard
to cope with. With current account surpluses, foreign banks are losing some of
their business. High levels of liquidity have reduced Korean enterprises’ reliance
on foreign banks 'fo:r capital. The government is even officially discouraging

foreign borrowings to reduce Korea’s external debt (Korea Business World, April
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1987, p. 34). In fact, Korea is to repay US$ 5.3 billion in foreign debt, US$
2.4 billion é.head of schedule, to become a net creditor country for the first time
this year (Korea Herald, March 19 1989, p. S1). Furthermore, in 1987, the
.current savings ratio of "~ almost 33% exceeded the investment ratio by.about four
percentage points. Korea does not ﬁeed foreign money and it shows (Korea

Business Worl_d, April 1987, p. 34).

Korean banks are lobbying strongly to limit the expansion of foreign,
banks due to the low profitability of their operations in recent years. It appéars
also that from the officials’ 'point of view, the role 6f' foreign banks in the
Koréan market has changed since their; entry in the 1960s and 1970s. Now, the
government "hopes tﬁey will play a vleadivng role in mqtivating domestic banks to
improve the b;ar;lking practices and managerial skills (Bank of Koréa, 1985, p.

25).

Foréign banks are not very optimistic about their future in Korea an&
feel that the market may have reached a plateau. This stagnant situation is
reflected in the following numbérs. Since 1985, there has been no ‘signi‘f‘icar.xt
improvement in the foreign banks’ share of either the won deposits or loans and
discounts markets. Their share of‘ the won deposits market went frofn 1.26% in
1985 to 1.48% in eariy 1988; for the same period, their share of won loans
and discounts remained at 6% (see Figure 4.1). To add to this situation, theii
share of foreign currency lban's has dropped ’f'ror_n 67% to 43%.

However, foreign bankers have a hard time finding a sympathetic ear to
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their problems because of fhe highef profits they have realized compared td their
domestic counterparts. Foreign bankers believe those profits .do not constitute a
stable foundation for future growth and market d_e.velopment in Korea. For
foreign banks wishing to maintain a long-term presence in Korea, they .are
concerned about profits coming more and more from short-term -products. In such
a context, it is d_ifﬁcult for foreign banks to convince their customers that they

will be there for a long time.

" Today, foreign bank activities are primarily related to wholesale business,
trade financing, foreign currency lending and foreign_ exchange operations. Somé
major American banks have expressed their intention to penetrate the retail
banking and the short-term credit markets, as well as to provide credit card
services. Retail business is not ‘interesting for most foreign banks because a true
deposit base has not developed. So, for many foreign bankers, foreign exchgnge
vis- the answer, an area where they have a comparative advantagé in terms of

expertise.

Foreign banks are thus far from enjoying fuli national treatment.
Furthermore, it is a difficult task for them t;o implement strategies in an
environment made uncertain by government regulations that may be temporary.
In short, deregulation of the general financial sector in Korea is far from being

achieved and expectations are mixed as to whether it ever will be.
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5. Conclﬁsi_ons
The Rétional Model is be"st appliéd in‘ thé ﬁrét pefiod of our analysis. It was
“optimal for the government to centralize decision-making process and use the
banking sector as a -tool to back up industrial grow‘:h. In the folloWing periods,
th.e‘ evolution of foreign bank regulation is rationally explained as the result of

Korea’s economic development, the need for foreign exchange, the status of the

domestic banking sector, etc. However, some questions are raised.

As the economy grew étronger and more sophisticated and the current
accoﬁnt turnéd. into pérsistent surpluses, why has government intervention in the
banking sector remained so strong? While almost everyone., inclﬁding the
authorities, seem to agree that the economy would be run far more efficiently
with a deregulated financial sector, liberalization of the banking sector has been
extremely slow. Why has the government not liberalized intefest rates, iﬁcreased
cémpetition, given more managerial autonomy, and allowed the deepening of the

banking sector, s as it has announced so many times?

The most frequent rational answer givén to explain the highiy regulated
environment surrounding foreign bank activities relates to the status of the
. domestic banking sector. Foreign banks’ main obstacle to their expansion is the
.. weakness of the domestic banks, which need protection agaihst the superior ‘
efﬁéiency of the foreign baﬁks. Thus, foreign banks will not be given a wider

_ rénge of business until such time as the domestic banks are strenghtened.

However, this argument has been given for so many years that it loses
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credibility. The government has announced many times that the banking sector
would be gradually liveralized. It has also acknowledged that as a whole, . the
- economy would benefit from a free-competitive financial secto‘r. One has .t0'
wonder' why the authorities _.have not taken. any serious steps to achieve

liberalization and modernize the banking sector.

Rationally, the Korean baqking sector would be free of such government
control. This will be the centre of the following discussion since the status of the’
domestic banking séctor affects the regulatioﬁs governing foreign bankihg activities.
The following analysis will provide arguments to support that the sipuatioh of the
Koreanl banking sector and the foreign bank regulation are results of the
government’s organizational process ‘aﬁd of political interaction among various

interest groups.
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B. THE ORGANIZATIONAL PROCESS MODEL

1. Introduction
This section will analyze the domestic and foreign bank regulation as resultants
of the government’s organizational and policy-making processes, not as rational

choices by a unitary actor.

The major part of our analysis, unliké Japan, will not be devoted to- the .
internal Qorking’s of the Ministry of Finance. Firs‘t, the Ministry’s operations are
not described in as many details in publicly available documents. This reflects
the fact that,  unlike its Japanese counterpart, it does not operate as
autonomously. In addition, the Korean government’s .role in policy-making
regarding the banking sector is more important thaﬁ in 'Japan. For these
reasons, we will -analyze the policy-making process performed by the authorities
as a -whole, that is, the government, the Ministry of Finance, and the economic

planners.

2, | General Descripfibn of thé Policy-Making Procéss in Korea

Korea has been described as ann economy with "strong policy formulation and
implementation leadership at ’chg apex, mchﬁocratic insulation and autonomy in
policy execution, and a highly centralized bureaucraticv and military vcommand

system that reaches to the most remote rural regions” (Steinberg, 1988, p. 30).

Kwang Suk -Kim (1983) describes the general procedures of the

traditional Korean policy-making ﬁrocess. In his view, Korea is run by a highly
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centralized ‘government; local governments are merely agents responsible for
carrying out the decisions of the central government. The executive brancn has
been the dominant power of government (as is the case vyith many presidential
systems in developing countries). Within the executive branch, development

planning is the responsibility of the Economic Planning Board.

" The perception of strong government intervention is created by the
powerful Economic Planning Board, the government agency responsible for
planning,. budgeting and implémentation of the plans by the relevant ministries
under its jurisdiction, that lis, the ministries of Commerce and Industry, Finance,
Construction, Transportation, Communication, and Agriculture and Fishery (Lim,
1981, P 9. The EPB announces targets for all the major economic vafiablés..
The board and the ministries also have had the power to change interest rates,
use of foreign exchange, new business, taxes, tariffs, etc. without approval of the
National Assembly (ibid, p. 10). The EPB has also been responsible for price'
policy, fair ‘trade adﬁinistration, investment project appraisal, 'and‘monitoring and

evaluation of performance (Kwang Suk Kim, 1983, p. 45).

The EPB, having budgetary control over the ministries, was considered to
have appropriate institutional power to carry -out its functions of economic
planning and policy coordination (ibid). Actual responsibility for development’

planning rests on the Bureau of Economic Planning of the EPB.

Each ministry participates in planning through its Office of Planning and

Management. The EPB and each ministry’s office are thus the organizations
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responsible for development planning in Korea. Actual implementation of ariy
development plan has been handled by the many ad hoc committees formed to

support the activities of the above organizations (ibid, p. 46).

The formulation_‘of -every five-year plan contains the following' stages of
planning: draft guidelines, sectoral plans, planning coordlination, and ﬁnélization. of
more direct concern for our ‘paper is the formulation and implementation of
short-term economic management policy. The sho;t-term management policy is of
vital importance to the private sector, and may or may not be tied in with the
implementation of a medium-term plan ('Kwang Suk Kim, 1983, p. 64). Such a
policy can directly influence décision-makiﬂg in the business sector. Regarding the
banking sector, short-term government policy may vapply to interest rates,

preferential credit, etc.

Short-term economic policy is usually initiated or designed by the officials
of the ministry concerned. The Ministry of Finance usually formulates short-term
propdsals that have to do with exchange rates, interest rates, etc. (ibid, p. 65).
Proposals have to be approved at the Economic Ministers’ Méeting before
receiving the President’ final approval. This vgrou;‘)‘ is composed of the ten
economic ministers and the deputy prime ministers. They have become the ‘formal
institution for déliberation on any ministry proposal to "enact econémic laws and

presidential decrees or to amend existing laws and decrees” (ibid).

Usually, all concerned ministries have already agreed on proposals and it

is just a matter of getting the formal approval of the ministers. As a result,
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.very' few controversial proposals or pdlicy issues are likely to reach the Economic
- Ministers’ Meeting. ADiscu'ssion of policy proposals has traditionally been closed to

the public (ibid, p. 67).

In addition, the EcOnorhic: Ministers Cénsultation Meeting discusses
important_ policy proposals that require coordination émong the concerned.
rriinistries'. Complete agreement of all related government: agenciés is difficult to
obtain. becausel of the competitive _attitudes - of bufeaucrats in each ministry.
Bureaucr‘ats tend to take the position that best . fepresenté their ministry’s

interests, hence the need for the Economic" Ministers’ Consultation Meeting.

Policy decisions may be made by a small nurnber. of bureaucrats. Even
when policies are discussed at the Economic Mihisteré’ Coﬁsultation Meeting, the
policy-making process involves a small number of government officials (ibid, ‘p.
68). 'Min‘isterial comimittees are believed to function as a rubber stamp that
approveé .what is proposved- by the ministry. Policy decisions are systematically
Vimplemented to achieve the desiféd objecfivés. Jones and Sakong (1980, cited in
Kwang Suk Kim, 1983, p. 68). state that "Koreans are even | better at
| implementation than- at planning". | |

The major weakness -in the Korean policy-making process is that it lé;.cks
a consensus- -building 'procedure. Individuals can be exﬁremely influential in the
decisiéﬁ-making. Today, one éf the most influential pettsonalities is . Deputy
Premier-Economic Planning ‘Minister Cho Soon, considered to bé t]:'1e top eé'ondmic

policy-maker in Korea (Korea Times, March 23, 1989, p. 8). Important policy
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decisions have thus often been made by a small number of bureaucrats and
government officials without much public debate. Decisions have been rapid and B

seldom based on public support.
3. Features of the Policy-Making Process

a. Priorities

The priorities of Korea’s president can determine the direction of the whole
economy. President Park w;ahsl obsessed by the modernization of Korean indﬁstry
and economy Said a Koreaﬁ'economist (Institutional Investor, May 1981, p. 254).
Kor;ea was aimi’ng at being an industrial state by the 1980s, so the country had
. to have .large industries. Lee Jim Sul, at the time Director-General of ‘the

Economic Planning Board, said that President Park "had very expansionist’

economic policies - sometimes beyond the nation’s economic and financial abilities

(ibid).

As desérib_ed in detail using the Rational Model, one persistent policy
goal has always been at the forefront  of every government’s plans:
export—oriénted industrialization ahd growth. Therefore, the manufacturing sector
was the main recipient of prec_i_éus funds. On ave’i’age, this sector received 45%
of total bank lending (Cole and Chul Park, 19‘8‘3, p. 177). The pace of the
liberalization .process ‘has been slow | as a result of government policy requiring
strong investment in heavyv industrial facilities. The large companies needed cheap
funds to survive. The status of the domestic banking sector is also a result of

this priority of achieving growth; profitability of banks has always been of
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Secondary (and usually very minor) importance. As the folldwing séctions' will
demovnstrate,‘ in Korea, items such as exports and .im.port_s, and governﬁient policy
'afe more important than finance to expléin the development of' the banking

sector.

b. Perceptions

Not many ,g'overnments‘ ‘.of developing  countries appear to believev in the
allocational efﬁciency of the financial sector. The Korean govefnment -has éertainly :
been no eXception. Korean officials have controlled the bankingv seqtor to such an-
extent and for so loxig that we must conclude that indeed, they have assumed

market failure.

Also, Korea has had fdreign exchange shortages for mahy years and a
"deficit mentality” still exists despite the surpluses of the last years. Réstricting
the freg ﬂow of foreign commodities and capital under the excuse of defending
the international payment balance should be a thing of the past. However, even
though somé time has passed since Korea. first recorded a | current - account
surplus, this persistent deficit me;‘nfality of - officials hampers the government
‘economists (Korea Herald,-"March 19 1989, p. S1). With current account

surpluses, policy-making should move toward allowing free capital transactions.

Bureaucrats as well limit the extent of financial liberalization. Korean .
bureaucrats * are stability-minded people' who, among other things, fear inflation

and often consider curbing it the top priority.
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¢. Parochial ijectives
Co‘ntrary» to what some people might‘ think, the Korean government is .
technocratically impressive. A third of the civil servants in the Economic Planning‘
Board have second degrees from American universities (Economist, May 21 1986,
p. 17). Ministries are run by very knowleageable people. The EPB minister has
run. companies, the education minister is an educator and Athe defence minister a
gelneral (ibid). The objectives of these technocrats have been quite different from

those of the bureaucrats or the president’s close advisers.

For years during President Park’s régime, these technocrats had béenv
pushing, among other issueé, for allowing' free market férces rather than the
government to allocate resources. The government’s objective was to strenghfen
the state. The technocrats submitted proposals to .the government but they were .
vetoed by members of' President Park’s inner circle of advisers, many of whom
were old friends from his . military days, and agreed on goverment interventionb
(Institutional' Investor, May 1981, p. 254). Korea’s economic difficulties of the
late 1970s‘ can be considered as by-products of the single-minded pursuit of
export-led growth under the Park regime. Either the téchnocrat.s were -responsible
or their recommendations were ignored by Park. According to many sources, the
second explanation is the real one. After a while, it became senseless for the

technocrats to submit proposals (ibid).
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4, Implementing Policy through the Banking Sector
Like many developing coﬁntries, Korea has used its banking sector as a major
tooi to assist industrial growth. The Korean banking system has been the most
im’poftan"c channel for the implementation of allocative poiicies of the Korean
governme.nt. It has been considered to be the sector of ﬁhe financial system most
affected by interest rate ceilings and forced lending policies (Virmani, 1985, p.
63). From the start, the objective was not to have free intere_sf rates but fa;ther

to lower the effective cost of capital for favored uses (ibid, p. 9).

Government controls over credit allocation Qere exercised at first through
a system of guidelines which determined loan priorities ‘for different sectors. In
the early 19605, the government took an active role in éuiding résource
éllocation. It interfered with‘ the allocation of credit and gradually took over th,e
rationing of credit from the Bank of Korea and other financial institutions.
Because. many Korean pr;)ducts were anything but price-competitive internationally,.
the government ordered banks to grant cheap export . credits which, g'iveﬁ the
inflation of the time, carried negative interest rates (Banker, January 1984, p.
32). In .those days, the government has allocated from 50% to 70% of domestic
credit (Cole and Chul Park, 1983, p. 173). Even though in theory the remaining
crédit -was allocated at the discretion of the Deposits Money Banks, in reality, -
they exercised little control over the residual funds (ibid). |

Aé regards control of interest rates, the Bank of Korea (supervised by
the MOF) has had the power to set rates on deposits and lending for all banks

~ and non-banking institutions as well as determine ceilings on credit expansion.
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Interest rates have been regulated heavily because impbrt‘ substitution objectives
* called for long-term credit at low iﬁterest rates. The Bank of Korea supplied
credit to the banking sector in twb ways: by rediscounting commercial bills and
by graniing loans on the collateral of selécted bank 7 ‘assets of  the DMi%s
Howevér, rediécounts of bills for export promotion and other selected areas were
preferential loans that were automatically rediscounted and thus outside the
central bank’s control (Cole and Chul Pa‘rk, 1983, »p. 242).. Rates did not 'méttef
much since théy were controlled and maintained at lower levels than those which
would have prevailed ‘in a free n;arket. DMBs have alwayé faced an ins;cltiable
demand for loans and have always borrowed from the Bank 'o'f Korea. What

mattered was not the cost of borrowing, but the availability of credit.

Government’s control over the banking sector mé.y appear to have bee-n.
substant‘ially reduced when city banks ;Aiere privatized in 1982-1983. Howevér,
the government still appoints the presidents of these banks to ensure control of
‘t;he sector. Usually, retired government officials have been selected to occupy
these positions. The banking sector would benefit more if presidgnts came from
the banking industry or more speciﬁcally, from every bank’s executive strugture.
As well, thé traditional practice of having the central bank’s governor appointed
by the Ministry of Finance reinforces the government’s control and severely
restrains any plans to give the Bank of Korea more freedom in its operations.
It is a clear sign that the Ministry of Finance does intend to be the sole
responsible organization for monetary and credit policies, as implemented by the
-Monetary Board and the OBSE. The Bank of Korea will merely carry out the

day-to-day operations.
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Monetary policy is considered in Korea to be another important tool to
accomplish the nation’s economic goals. As st-ated by Minister of Finance Lee,
monetary policy should be implemented in harmbny wiﬁh the government’s other
policy tools (Korea Busiﬁess World, August 1988, p. 35). The Minister also said
that the ultimate responsibility‘ for all po.licies belongs to the government
ministries. Therefore, the Ministry of Finance is .responsible for monetary policy.
The concept of an autonomous central bank is still very far from being realized.
Furthermore, the Ministry has shown willingness to strenghten the functions of

the Monetéry Board of the central bank (which it indirectly controls).

_Regulations that affect the Bé.nk, of Korea directly ~aff_ect the DMB:s,
since they are subject to controls via the instruments available to the Bank for
monétary policy (reserve requirements, direct credit controls, interest rate controls,
etc.) The banks have become extremely dependenp on the central bank because
the bgovernment- has used them extensively as tools for industrial policy. Strong
requireméntsrto graﬁt "policy loans" have put the bMBs’ accounts in deficit and
they have had’ to turn to the central bank to get discount loans. The Bank of
Korea has also prévided low interest on these dis;:ount loans and interest on

reserves.

In short, the Korean banking sector has been ‘highly regulated in order
to accomodate governmental priorities. Banks have thus been serving Athe
industrial sector which has SOﬁght special treatment supported by bureaucratic
direction. Banks have traditionally followed a- list of instructions, drawn up each

year, on how much to lend to each type of borrower. Rates on loans were set
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by the government, differing according to how the money was to be used
(Economist, Augﬁst “14, 1982, p. 17). Rates were not determined according to
risk status; rather £here were special loans for exporters, investors in equipment,

etc.

5. Legacy of the Policy-Making Process on the Domestic Banking Sector

‘The purpose of' this work is not to assess whether or not gévernment policy was
truly successful in attaiqing the growth objectives. What we will try to
demonstrateb is that the present situation of the Korean domestic -bankin'g sector
is the result of .such vpolicy. Indirectly, foreign banking activities ‘are affected by
the present state of the banking system. The major legacy of the policy-making
prdcess in lthe ﬁnancial sector is a weak banking syster_ﬁ and a weak central

bank.

a. A Weak and Outdated Banking Sector ,

GenerallyA speaking, financial policies, which were part of development strategies,
'have been used mainly as a means 4of mobilizing and allocating domestic and
foreign resources. As a result, a weakened financial system has developed, which
is outdated, and lacking in independence. Government deficits (financed by‘ the
Bank of Korea), government loans through the commercial banks, and control of
iﬁwrest rates, all reflect the growth objective of financial policy, and have all

contributed to hampering the development of the banking sector.

The major legacy of the Korean - policy-making process on the domestic

banks has been the huge amounts of bad loans on their books, resulting from
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the policy loans they ‘had to graﬁt’. This partly explain why the banl;ing sector
has been the Weakest sector of the Korean economy. Effofts made bto increase
the banks’ autonomy have been Vseriously limited by these huge non-performing
assets in their portfolios. Until -they are disposed of, modernization and deep‘ening

of the banking sector is jeopardized.

Government policy requfring ‘that banks . grant long-term loans for
investment into hea\AIy' industries have thus made the banks’ assets Vex;y illiquid.
This illiquidity has made it difficult for DMBs to adjust their asset portfolios
according to changes in financial market conditions (Cole and Chul Park, 1983, p.
254). The sécond oil crisis is a good example. The severe consequénces of the oil
shock " (high inflation and current account deficits) were truly the resulf of
practices _that were far_ from thosé of a market economy. Korean companies at
the time relied heavily on borrowing for their expansion. The‘ governmeht’s main
objective being growth, these companies were able to borrow sums which were
‘conside.red immense by' Western étandards. However, when further expansion was
undertaken, there’ was little cash available. _ As we have seen, the -country
witnessed its first economic downturn. It is ironic that the slowing of the

ecohomy was the result of policies intended to give growth first priority.

These bad loans have significantly weakened the ability df the banks to
adjuét and react to. the changing economic and financial developments. As Va
result, the authorities have felt that they aré not yet able to face increased
competition from fbreign banks and have restricted the lattet;s’ efforts to _gain

access to a sound base of won funds.
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As well, the practice of policy loans has led to the very weak financial
structure of Koreap enterprises, which are plagued with huge debts. These debts
' Have been a strong obstacle to change. In mid-1982, companiesf debts were 4.5
times. their net worth in 1981 (Economist, Augusﬁ 14 1982, p. 17). Interest rate
'iiberéliiation was said to be proceediﬁg as fast as these companies were mending
their balance sheets, which was not very fast. Interest rate liberalization could
therefore not be undertaken because these vulnerable companies would have had

to pay higher interest rates.

Regulated interest ratés, which were kept at artificially low levels, partly
explain the low profitability of domestic banks. Control over interest rates has
also created fragmented aﬁd ‘artificially segrﬁented markets for many financial
assets, as well as an uneven flow of funds among these markets (Cole and Chul
Park, 1983, p. 254). This ’would suggeét that the concept of adopting a universal
banking system is non-feasible. Being categorized as .commercial banks,‘ foreign
banks will thus ’continue. to bev restricted in the tyée of businesses they can

perform.

Because government control and interventiori_ has domin‘ated the banking
sector for so long, bank management serioﬁsly lacks autonomy and skills. Credit
pricing and allocation decisions . were made for many years by bureaucrats based
on inational briorities, not financial and economic soundness (Igbal, 1988, p. 145).
As a result, the skills required for credit and risk analysis, supervisio\n. and
control are not widespread among baﬁk managers (ibid). Bank managers have

lacked the motivation (and the need) to acquire sound managerial skills and
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responsibility. Cole and  Chul Park (1983, p. 256) -argue that the passivity and
lack’ of self-discipliné of banking institutions in loan management, ‘may have in
turn given justification for the goverhment’s tighter control over these institutions
and their credit allocation. But, the tighter the control, the less motivated and
responsible the bank officials became; thus the vicious circle continued. As long
as the government maintains this control over the banking »sector and keeps a

prime role in corporate policy-making, this situation will not change.

Another fa‘cto‘r helpiné authorities’ intervention in bank management is
found in the law. According to the General Banking Act, stockholders of the
bé.nks do no£ have voting rights related to the numbér of shares they hold
(Korea Business World, March '1987, p- 49). They are therefore subject to
restrictions and fhis allo§vs_ the government to intervene in the manégement of
the banks (ibid). Banks’ ‘auto'nomy is jeopardized unless the government reduces

its interventionist habits.

b. A Weak Central Bank

The Bank of Korea is at the head of the banking system, but it is not an
independent central bank; its ‘operations. are directed by ‘ the‘ Monetary Board
appointed by_ the Ministry of Finance. .The, problem with the official structure is
that the ~ government has ‘been responsible for policies ranging from overall
macro-economic policy to monetary policy, and the Bank of Korea has bnly been
in char;ge of implementing ménetary policy. By havingl control over the Monef,ary
Board of the central bank, the Ministry of Finance can practicaliy regulate every

aspect of Korea’s financial sector. But now, with changes occurring in the
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economic environment calling for more market forces and less government control
and intervention, this type of structure is inadequate and out of date. Monetary

control should -shift completely to the central bank.

Nonetheless, the Ministry of Finance seems willing to iﬁcrease its control.
In August "1988, the Ministry announced that the Monetary Board would be
increased to 12 members. Members would still be civil servants. Meanwhile, the
-OBSE of. the Bank of Korea was to be separated from the central bank in
order to be wunder government control. The OBSAE would be author;ized tol
supervise banking and non-banking institutions (Korea Business World, August
1988, p. 35). As the government prepares for liberalization df_the banking Sector,
it does so in a way to eﬁsure strenghtening of its power: financial liberalization
will not occur freeiy but rather it will be ‘under control of the government which

will set the pace.

" Accordingly, the government stil wants to keep the Bank of Korea
"within theAg(')vernment". The Minister of Finance. clearly stated: "In our case, a
closer coordination and hafmony between monetary and ﬁscal policy is very
important. We would like to give the central bank more independencé, relatively
speaking, within the government. Not really independence from the government"
(Asian Finance, ‘July 15 1988, p. 42). The use of government intervention and
control has created a dépendent central bank, lacking the nec.essary freedom and

power required to operate using market-oriented mechanisms.
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6. Legacy of the quicnyaking" _Process on Financial'Derc'gula-tion
The government’s policy-making process and its related propensity to regulate and
intervcne, has seriously hampered financial liberalization in Korea.. The
highly-centralized policy-making process, performeq by top economic policy-makers
committed to achiéving high growth, is outdated in view of | the new ecqnomic
ahd political environmeﬁt. "The practice of haying a few men decide policy
orientation is sloWing _ down financial liberalization. Since the late 1970s, thc
KQrean economy has been ‘too larée and too complex for the government to
ccntrol‘ in an efﬁcieht way. This monoiitliic style of policy-making hés to change,
otherwise'v thc banking sector will retain its status  as | the weakest sector of ’the

whole Korean economy.

Government intervention is still practiced today, although the methods
used are more sophisticated. What the government cannot or does not wish to
* control directly it influences through regulaticn (St,einberg, 1988, p. 27). Kihwan
Kim (1988, p. 14) argues that the Korean public still does not "fully appreciate
the ethical and legal foundations of the free markct nor does it fully understand
the basic rules of the game under capitalism". Iti is therefore relatively easy for
the government to justify interventicn. Although many observers have identified
the need for decentralization, especially in the financial sector, the results have
not been very promising. In fact, in 1989, when the banks were given some
newly-earned freedom, they formed a collusion and unified their lending rates to
avoid the risks (Korea Herald, March 1989, p. 2); Liberalization and market
opening megSures in the banking sector are likely to be a failure in the

short-term because of lack of competition and proper managerial skills.
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But 4the use of coritrols gnd intervention in the banking sector should not

be totaliy associated with . deliberate actions ‘made by the government. Many
gbvernmeht officials - have acknowledged the fact that the economy quld be run
more efﬁcie’ntlﬁr if a fre'e, competiti\}e financial system were in place. Howevér,
the problem - with organizational processes * (such as  highly. centralized
policy-making) that have been used forv so long is that they are quite -resistant’
to change.r Korean policy-makers acquired -their knowledge when Korea was an
emerging industrial nation and continue to use tools they are familiar | with..
industrial nation. The use of government controls in the banking sector, even
when this' sector was becoming more  sophisticated andi. called for more
market-oriented ﬁiechanisms, is e_xﬁlained because the officials did not have
anything else to rely on. Given the limitations of their traditionai pblicy
instx_*urnents in such a context, authqrities relied upon direct control of domestic

credit and intereét rates.

Thé use of the Organiz;\tional Process Model would thus suggest that the
slow pace of fir'la.ncial‘ lib‘eralizéti.on in vKovrea, is not caused by a rational
government decision to protect the domestic banking | sector until it is
strenghtened.. Rather, our model suggests that" the poorly developed banking sector
and the slow "paée of financial liberalization aré the results of the government’s
policy-making probcesvs. Therefore, fhé highly .regulated activities of the foreign

banks are also the result of this policy-making process.
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7. Legacy on Foreign Bank Regﬁlation
In. Korea, when financial liberalization is jeopardized, national treatment for
f'preign banks is equally out of reach. The above description has illustrated the
govern;nent’s propénsity to intervene in, and regula_te thé banking sector. ‘This
‘propensity is reflected in some regulatory measures facing foreign banks, _somelof

which we have provided as examples.

The following episodes demonstrate that,' even when the government
_introduces some easing ‘in itslregulation, the propénsity to intervene and regulate
in other related areas actually neutralizes deregulatory attempts. In Korea, it
seems that e{rery liberaljzing measure is undertaken on the basis of "two steps ‘

forward, one back" (Banker, January 1984, p. 34). ‘

a. The Moﬁey Market Episode

The government has taken steps many times to liberalize the call money market.
In '1982, this market was deregulated somewhat when interest rates in the call
money market,‘ which were previously set by the Bé.nk of Korea, were
determined by the rates for commercial paper quoted by the. Commercial Paper
Market Dealers’ Association. The government had then anticipated that this
market w-ould attract funds from the unofficial monéy market since non-bank
financial institutions were permitted to participate for the first time. HoWever,'
these institutions were required to put up 110 percent in government seéurities
or bonds as collateral to cover. these borrowings in the market '(Baﬁker, July

1982, p. 82).
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In later years, ihe Kdrean Foreign Bankers Group issued an indepth

‘report on the domestic money market. The recommendations were, at least,
, formulated_ taking into ‘account the Korean government’ policies, that is, théy did
not ask for a totally unregulated market, as was the éase il‘.l previous years. As
Houtekier of Societe Genérale said: "People in this country who advocate total
freedom don’t get very far. They can’t allow a free demonstration in the streets,
so there’s no reason to think they would allow a totally free money markét. It

~must be regulated” (Korea Business World, April 1987, p. 36).

b. Certificates of Deposit and Commercial Bills

As of August 1986, foreign banks were allowed access to the Bé.nk of Korea’s
rediscount window for financing commercial bills. Also, as of September of the
same year, they were permitted to. issue negotiable CDs. But, as a result of
govei‘nmént intervention, these measures have been described as unfruitful, and
far from having the advantages that swap mechanisms provided. As of last year,
no foreign bank has had commercial bills rediscounted at the Bank o\f' Korea
since the use of thé .facility would tfigger an increase in the obligatory extension
of loans to small and medium-sized enterprises from 25% to 35% of new‘v lending.

(Korea Business World, May 1988, p. 17).

Regulated interest rates have made it difficult for foreign banks to issue
CDs. Furthermor;e, issues are limited to 7% of a foreign bank’s branch -capital,
so they do not constitute much of an enlarged source of funds. Yet another
inhibiting factor is that foreign banks Which do’ issue negotiable CDs must give

up an equivalent amount of swap rights on a permanent basis.
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c. Futures
In October 1987, "class A" foreign exchahge bapks were allovs;e’d be the Ministryv
of Finance to dealA in futures, in such forms as futures, options and sWaps on
foreign currency and interest rates (Korea Business World, May 1988, p. 17).
However,. ‘since financial futures . only involved currencies other than the won, the
move was criticized by many, including Mathran of Chase Manhattan. In his
words: "Until the government changes the regulation and allows true won
forward and won futures markets to develop, the 'value of 'regulatory change will

not mean much" (ibid).

d. Expansion -of Foreign Banks

A ‘study by the Bank of Korea made in the summer of- 1981, recommended that
foreign banks’ tot';al assets should not be allowéd to exceed 10% of all banks’
assets (Far Eastern Economic Review, March 26 1982, p. 68). Another
recommendation was that- foreign banks in place would be able to expand their
business in step with the growth of the domestic banks and the general
economy. Officials said _the 10% figure was a psychological barrier, with no
scientific or economic basis, and could be at the discfetion of every new
administration or set of circumstances (ibid). As we can see in Figure 4.1,

foreign banks’ assets have never totalled significantly beyond 10%.

e. Extension of loans to small and medium-sized firms
The restriction that foreign banks extend 25, sometimes 35, percent of their
loans to small and medium-sized enterprises has been criticized by many foreign

bankers. This regulation would be judged as totally inappropriate in any other
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market economy. Most foreign banks have only one branch in Korea. Lending
‘money to small businesses with which foreign banks lack actual physicai contact

is very difficult and very risky.

Ir; our ‘opinion, this fequirement can be seen as a "disgﬁised 'tvax".
Foreign banks have realized relatively higher profits in -Korea and that haé
created sorhe reseﬁtment in the industry.. This regulatory —measure can be
described é.s a scheme to ensure that’ profits are reinjected into the Korean
business sector. |
f. Reduction iﬁ Privileges
‘Several years ago, some foreign banl;:s began demanding national treatment to
compete on an equal footing with domestic “banks. However, their actions’ failed
to take into consideration the authorities’ decision-making process. 'They r'nade‘ the
mistake of giving a véry lonvg list of demands, allowing the Korean authorities to -

choose which items fit the Korean agenda (Euromoney, May 1988,i p. S31).

The net result was that aﬁthorities gradually withdrew some privileges
enjoyed by foreign banks, such as swap limits and profit margins, in return for

access to business Which foreign banks consider marginal or inadequate (ibid).
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C. THE POLITICAL MODEL

1. Introduction
. To an exceptional degree, Korea’s economic development seems to depehd on its
politics. Korean politics have also played a very important role -in the

developement of the Korean financial ‘sector.

The policy-mak‘ing process of the Korean government is not sufficient by
itself to explain b'the poorly developed state of' tfle banking sector and thé
implementation of regulatory measures governing foreign banking activities. The
Politicgl Model will analyze ﬁnaﬂcial events as the result of bargaiﬂing, pulling
and hauling between the different interest groups within the Korean financial
industry. The following analysis Will focus on the ‘power struggles among these
groups, that is, the government, the Ministry of Finance, the Bank of Korea, ’tﬁe
financial institutions in general, and the foreign banks.

The modél provides alternative answers to the questions raised using the
Rational Model. The following discussion will demonstré.te that the ciegree of
financial liberalization, the status of the Korean domestic banking sector and _
fbreign bank regulation are often the result of measures that -evolve as power

groups bargain.
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2. Politics and Policy Orientation
Korea has had a presidential system ‘headed by ex-military men for the last
quarter Qf a century. The couhtry has been ruled by sfrongmen, not by a truly
democratic constitutional system. The politic_al oppositidn has been fractional,
without any unity. Without proper opposition, Korean presidents have had
aufhority covering many aspects of Soﬁth' Korean life. Political parties = were
merely the means by which- to present a de_mocr;atic front to the outside

(Steinberg, 1988, p. 24).

For many years, the biggest and most powerful interest group in Korea
was the military, which surpassed any other pressureA group in terms of
influence.. The fear of an ih\}asion by Norfh Korea has shaped the  political life
of South Korea. Many claim that the great economic growth. of the Park regime
would not have been possible without authoritarian rule, Furthermore, the
military has argued that én -invasi_on would be easier if the country had many
different institutions free to express their politicai diffefences. Thus, the army has
never been willing to have more pluralistic institutions, fearing that democracy
'would be dangerously‘ unstable (Econonﬁét, Auguét 14 1982, p. 6). President
Chun, also .a former general of the army, found it easy to have "economic

autonomy". It was said that his only power base was the army (ibid).

Formulation of economic policies - has traditionally been the responsibility
of the President and the technocrats. Park’s export-promotion policy was partly
based on political factors: he had overthrown a popular government and he had

to secure political legitimacy. His policy had to please some interest groups in
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order for his leadership to be recognized and stability to be maintained. Chun’s
leadership also had to secure political legitimacy because following Park’s

assassination, there were widespread expectations of greater politicé.l freedom.

Steinberg (1988, p. 19) argues that the relative consivstency‘ of
authoritarian rule since Park’s coup in 1961 has contributed to the to the '
"bnatural tendéhcy to dé-'emphasize phe role of '.poltical and sociocultural factors in
Korean decisioﬁ-making; notwithétanding the persistént reaffirmation that political
and social stability ha\}e been necessary prerequisites for economic growth".
According to Steinberé, politics have played a. major role in Korean economic
policy formulation ‘and implementation. He goes on by stating: "The forces that
influenced the adoption or rejection of such' policies, one couvld postula_té, were a
result of non-economic. forces rather than economic ignorahce. Political pressureé
can, and often dé, force erroneous policy decisions to be  made by otherwise

talented 'administrations"(ibid, p. 20).
3. The Power Struggles

a. The Monetary Authorities vs the Bank of Korea
The Ministry of Finance is at the center of Korea’s economic policy and has
control over all areas of the financial system. It will not give up power very

easily.

Originally, in 1950, . when the Bank of Korea was established, ‘the

decisions and implementation of monetary policy were intended to be the
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responsibility of the central bank, in line with the concep‘tv of financial autonomy
and neiitrality (Cole and Chul Park, 1_9‘83, p. 239). Thev 1950s witnessed a
battle between the Ministry of Finance and the Bank of Korea. (iyer the control
of monetary policy. With a new government in place following the military
revolution’ of 1961, the Bank saw its power being transferred .to the government.
Officials claimed that this would provide better coordination between mohetary and
fiscal, exchange rate and other related policies (ibid). The Ministry then became

the institution mostly responsible for monetary policy.

'Government annoimcements of financial liberalization .in later years have
- given new grounds for the battle between these two players. | ’i‘he central barik
has alvsiays demanded "independence from the government", while the Ministry of
Finance _ has been the pri)ponent of its "independence within the government';
(Korea Business World, August 1988, p. 35). The government-appointed Monetary
Board of the central bank has supported the concept of keeping flill control in
the Ministry. The Bank of Korea staff, in response, hai/e called for the
resignation of Monetary Board members. Senior Bank of Korea officials have
demanded lindependence and autonomy for the Bank »arid have surpfisingly made

their views known to the press.

During the country’s transition from dictatorship to democracy (1988), the
central bank was "at the hub" of one of the fiercest political campaigns. (Banker,
February 1989, p. 69). The Bank even consulted delegations of central bankers
from the West to strenghten its case for independent control of monetary policy

‘as in Western countries. As a pressure tactic, Bank of Korea staff issued a
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leaflet showing Presidents‘ Park and Chun using the Bank’s reserves as é. private
reservpir of cash. It also stated that the Bank had . been expected' to print
money to finance corrupt elections, save insolvent businesses, and give cash

favours to friends of the military (ibid).

-Such outspokénness used to be (and may still be) very dangerous in
Korea. In 1987, in face of the significant changes occurring in the economy,
Park Sung-Sang, the governor of the Bank of Korea, asked for ministry and
government support for great;er independence. Unfortunately, the response was
quite severe: he was immediately. asked to resign (Triple A, 1988, p. 82). The
Bank’s negotiating power was weakened with the departure of the
independent-minded governor. Establishing an independent c.entral bank is far from
being achieved because it would undermine the Ministry’s dominance of " all

economic developments.

Bécause the commercial 'banking sector has been underdeveloped, the
Bank of Korea has not had any need to build a strong supervisory role, and
hence it has little influence. By' keeping a tight control over the banking sector,
the government _and the Ministry make sure that power remains Qith them. The
position of the domgstic banks is hard to determine precisely. Certainly, some of
them wou_ld prefer the status-quo for the near future. Banks have needed
frequent support from the Bank of Korea since they have been so burduned by
bad debts. With(.)ut this support, mahy believe that several of them would have>

gone bankrupt.
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b. Technocrats vs Bureaucrats
Government officials have traditionally been split into two camps: the teqhnocrats
(economists at the EPB), some of whom were proponents of more market-oriented
mechanisms; and the bureaucrats who favoured the continuation of a policy of
high growth and centralization of economic decision-making (Institutional. Investor,
May 1981, p. 254). vMany measures implemented were compromises between

these two camps.

It was felt that the technocrats had lost the | battle to restructure the
economy toward more market-oriented lines. Under Park, the technocrats had
little influence. In the 1970s, when they were pushing for allowing free market
forces rather than the government to allocate resources, President Park and his
acivisers and bureaucrats often "ignored" théir recommer_ldati(»)ns'. We should note
that Park had the habit of appointing people in his administyation who
automatically agreed with .him, Durjng Park’s regime, the No. 1 policy-maker
was Park himself, especially in determining inveétrﬁent prioritie‘s. In the view of
one Western economist, his policies were "guided more by his political philosophy
than by world economic réalities" (Institutiona_l Investor, May 1981,‘ p. 254).
After Par_k’s priorities §vere well identified, it seemed senseless for technocrats to

submit contrary proposals.

Following Park’s assassination, the economic measures implemented by the
newly-formed government were also compromises resulting from the bargaining
between the technocrats and the bureaucrats. The former wanted more

devaluation of the won and higher interest rates than their opponents. However,
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Korean »businesses. lobbied strongly for cheap credit and other government
assistance. Their pressure 'succeeded and parﬂy explains why iintérest. fat’e
liberalization failed and why the flexible exchangé rate policy wés abandoned. As
well, the strong liberalization measureé, which had been previously promised,

actually turned out to be minor structural changes.

¢. The Government uvs the Large Conglomerates

In the 1970s, large conglomerates (chaebols) ém‘erged with government support.
Park’s administration relied‘ on the large conglomerates to lead the export
promofion policy.> These cong.lomerates have grown Bigger and bigger as their
leaders shqwed unﬁuestioning loyalty to government plans which often enough ran
counter to economic principles. .In return, the government ensured that they were

granted low-interest loans and other favours.

Aﬁalysts estimate that the country’s top 30 conglomerateé account \for.
16% of gross national product (Giobe and Mail, March 27 1989, p. B23).
Conglomerates have had near monopoly  control over é wide | rénge of
manufacturing, finance, énd service sectors and are seen as the foundation of the
country’s economic success. Mr.. Chung Ju-yung, founder of the giant Hyundai
Group, told a National Assembly panel that he and other chaebol chiefs had to
donate money , to avoid reprisals, to a muiti-rriillion-dollar political institute Mr
Chun is alleged to have planned to use to maintain political influence after he

retired (ibid).

When city banks were denationalized, subsidiaries of big businesses like
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Hyundai, Daewoo, and Samsung be.came the owners of the commercial banks. In
that sense, government interference in " the banking sector -v§as politically more
desirable. A very large proportion. of bank loans was grgnted to Korea’s business
conglomerates as they led the country’s industrial development. The ‘concentration
of ecohomic power in a smail number of Korean busingss’leaders like Chung
‘Ju-yung of H);undai 'and Lee Byung-Chull of Samsung has become a political pill
that has beén difficult for the government to swallow (Euromoney, July 1987, p.
112). The Korlean government did not intend to lose control of the commercial

banking sector, its prime instrument through which policy is implemented.

Despite regulations limiting bank equity holdings by any individual or
firm, pfivatization of the commercial banks has resulted in very concentrated
bank ownership and insﬁfﬁéient independence in bank lending . decisions. The
conglomerates’ shal.‘e of the common Vstock of city banks .ranges from 22% to
over 56% (Business Korea cited in Leipziger, 1988, p- 129). Conglomerates want
to gain tight control over the banké in order bo maintain access to a lafge
supply of funds. They have been dependeﬁt on state protection and éubsidy for a
long period of time and are ‘therefore' determined to block interest rate
liberalization because they nee‘d cheap credit for their opérations. In addition,
since credit allocation has not been based on risk-return criteria, conglomerates’

control over the banks has slowed down the pace of financial liberalization.

While the government supported the development of these large
conglomerates in the 1970s, recent years have witnessed a different scene. With

the enormous wealth and increasing economic and financial power the
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conglomerates -have accumulated, they can exert greater inf'luence' in government
policy. The government has felt .it has to keep them under c;ntrol, and it has
exercised its power over the conglomerates by keeping confrol over the financial
institutions that still supplied a significant share of their domestic credit needs
(Cole and Chul Park, 1983, p. 275). It was judged impossible for the

government to maintain its hold on the conglomerates and at the same time to

liberalize previously controlled markets.

As opposed to the explanation provided. by the Organizational Process
Model, government intervention, such as appointing presidents, can be explained
as a strategic éction to retain power over the industry against the lafge
conglomerates. Since the latter are the lai‘gest shareholders of the banks, there is
a great possibiiity that they would control the managefnent of commercial banks
if selection of presidents were made through general shareholders’ meetings. The
government \;alueé power above all, and hence it does not want the
conglomerates to control both the manufacturing secfor and the financial sector.
Says Lee of the Finance ’Min.istry: "There is a general feeling that chaebols’
control over- the finance sector wou1d> be far woré,e than the go{ferhment’s" (Korea

Business World, August 1988, p. 35).

Nowadays, Koreans are beginning to quesfion the powerful conglomerates
and their practices. In light of the new political climate, President Roh replaced.
the top economic manager by a Seoul National University professér, Cho Soon
(Econbmist, May 21 1988, p. 3). The new appointee is clearly more committed.*

to reducing income gaps in Korea than to helping the big chaebols. Roh has
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promised "clean government” and an end to ‘“collusion between politics and
economics" (dlobe and Mail, March 27 1989, p. B23). Reforms are to be
introduced to reduce economic reliance oﬁ these chaebols. Roh’s government has
pledged to end the practice of saving financially troubled conglomerates from
bankruptcy (ibid, p. B24). In addition, the government has a’nnouhced that, in
the future, the substantial financing needs of these conglorﬁerates should be mét
through the capital markets, not .through‘ government-allocated loans from

commercial banks (Banker, February 1989, p. 67).

-Given _tha!; the government does not want to increase the ‘power of the
conglomerates by reducing its own control over the ‘commerc‘ial bgnks and
widening their range of permissible activities, it is not surprising that ﬁnancial
institutions oiher than commercial banks have witnessed an increase in their
business and power. ’fhe non-bank financial institutions have been able to offer
liberalized interest rates, two to three percentage points .higher than those paid
by the banks, and attract more money, much to the detriment of the 'commercialv
banks. At the end of 1986, Deposit Money Banks had 54.4% of the outstanding
total de'posits,‘ down 3.6% from the previous year. Non-banking ipstitutions ‘saw
their >share increase from 42% to-45.6% during the same period (Korea Business

World, March 1987, p. 48).

In brief, the power struggle between the .government and conglomerates
would explain why the domestic banking sector is still very segmented and

regulated, and why commercial banks lack autonomy.
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4. Using the Banking' Sector, for Political Purposes
The existence of an illegal, or kerb, rﬁarket has worked to the 'beneﬁt. of
unscrupulous people with goqd connections. Borrowing from banks at official rates
and then lendiné in the unofficial market at highei‘ rates is a very proﬁtable
business. Many major players in Korea’s financial system have beeh involved in
extremely profitable operations ‘in the keérb market. | A number of officials of gwo'
major Korean commercial banks,. Cho-Heung Bank, and Commercial Bank Vof
Korea, were -charged‘ with extending credit to two firms in return for bribes.
Earlier,. the Koréan ﬁnangial sector was .the scene of a multi-million dollar kerb
market scandal. In 1982, Chang Young-Ja, a relative of vPresident Chun’s 'wife,
put pressure on the 'banks to lend her US$ 1 billion which she lent in _the kerb
~market. The whole thing was exposed because the amount involved was too
large, and eventually some major corporations, which had lost hundreds of

millions of dollars, nearly went bankrupt (Kim Dae-Jung, 1985, p. 65).

Following this scandal, President Chun saw his image badly tarnished
and thus attemptéd to put the blame on the banks’ executives. As part of this,
the> government-owned commercial. banks were to be sold at an auction and
privately managed. In prearranged bidding, the governfnent sold its bank sharesb
to a small number of large conglomerates. Thus, theoretically, commercial banks
are privately bma_naged. In practice, however, bank managers follow the needs of
the owner-conglomerates and the government’s wishes (Kim Dae-Jung, 1985, p.

66).

‘In the section using the Rational Model, denationalization of commercial
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banks was described és ‘a rational move toward greater financial liberalization.
However, it is at least equally explained as a measure to avoid political damage.
The last thing the Korean government wanted polifically was the bankruptcy of

any of the financial institutions, especially not the nationwide city banks.

When looking at the reasons explainin_g the underdevelopment of the
-banking sector, the Political Model suggests thé.t the inadequacy of the sect;)r is
;;he reéﬁlt of the "command" econémy and the close links -established between
business and government. The governrﬁent has forced the private sector to move
into new areés. ‘The underdevelopment of the banking system is due to a policy
of politically oriented commercial bank lending, i.e., policy loans. Commercial

banks are in bad shépe today because of these poltically preferential loans.

Unfortunatély,’ if Korean banks were to have suddenly lent mdney
~according to sound banking practices, few major companies would have qualified
for loans and politically unacceptable bankruptcies and unemployment would have

resulted.

Génerally ‘speaking, if the government had given more independence to
the banks, it would have drawn some political criticism, particularly from the
left-leaning political g;roups (Euromoney, July 1987, p. 112). This was something

many observers felt the government wanted to avoid.
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5. ‘Politics and Foreign Bank Regulation
The above dichssion .has i-llus'trat;ed_ that tﬁe Korean banking sector is still
heavily regulated as a result of several power struggles fhat have taken place
over the years and 'frbm which the gbvernment has _mostly come out victorious.
Governmént authorities ha\.re thus been ablé. not only tb maintain their control
over the banking sector, but also to use this power to further consolidate their

hold on the banking sector.

One of the major reasons given to explain why foreign banking ac.tivities._
are govefned by. such a strict set of regulatory measures is that the banking
sector is too , weak to compete on equal footing with 'foreign banks. In that
sense, since politics has played a major role in the development of the banking
secﬁor, foreignvbank regulation is indirectl& the result ;)f the power games played

between the interest groups in the banking sector. Politics also affect foreign

bank regulation directly, as the following analysis illustrates.

a. Strong Lobbies Against Foreign Bank Expansion

The high profits (relative to domestic banks) enjoyed by foreign banks have given
ammunition for a substantial lobby, both within the government and outsidé it,
which has opposed any further expansion of their role in the‘ market
(Euromoﬁey, October 1985, p. S21). So when foreign banks, especially the 1a-rge
American ones (which were supported by ’the US government). asked for equal
treatment with domestic .banks, sfroné oppos'ition' arose. This caused a great
dilemma for Korea’s technocrats,‘ who, as a matter of principle, favoured greater

competition and internationalization of the financial sector (ibid). Once again, we
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- had a situation of dual objectives. The use of foreign banks’ high profits as an
excuse to limit their expansion occurred again when the Foreign Bankers Group
submitted a lenghty report to the Korean aughorities to recorﬁme_nd brocedures for

the development of a\ sound domestic money market

As x;vell, foreign banks’ profitability has drawn the attention of the Ofﬁce
of National Tax A.dminist‘ration (ONTA), which will emphasize exposing cases‘ of
tax evasion in its inspection of foreign banks. According to the ONTA, foreign
banks have earned a net profit four times as large. as their Korean counterparts,
~and it is likelyvthat there has been much room fbr them to evade taxes (Korea

Economic Journal, March 20 1989, ‘p. 6). .

As for" Korean policy-makers, they sﬁill fear that financial liberalization
could result in a loss of domestic control over the Korean economy. They feel
they have wprked hard over the laét quarter of a century to develop a strong
"~ economy, and the); are quite reluctant to let foreign bankers (among others) "buy

up their fruits of the domestic labour".

It is hard for foreign banks. to win strong support for their case in
sﬁch a situation. Their lack of contacts, added to a certain resentment toward
foreigners (especially when they enjoy larvge profits) as part of rising nationalism,
have made it very difficult to find ‘a sympathetic ear for their pfoblems. Foreign
banks ;ré also perceived as deal-oriented (e.g. short-term) institutions. Without the
proper close relationships with customers and close contacts with governme_nt

agencies, winnin'gr some customers’ support is thus difficult. Many feel that
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foreign banking activities may have reached a plateau: facing an uncertain
future, foreign banks have a hard time convincing some clients that they intend

to maintain a long-term presence in Korea.

If any interest group supports foreign banks, it would have to be the
large conglomerates. The government has been clamping down on conglomerates’
borrowing activities in order to limit the supply of credit and. feduce their control
over the banking sector and the rhanufacturing sector. In ";hat context,
conglomerates are quite supportive of the idea of allowing foreign banks to
engage in more actiyities related to won lending. The power ;truggle between
Korean busineéses and the govefnment will bé important in determining foreign

bank regulation in the coming yeai’s.

b. Regulatory measures as compromisves

Many regulatory measures governing foreign banking activities take the form of
compromises. It would appear that allowing foreign banks to cash in on
profitable activities was giver; as compensation .for the strict restrictions.
preventing them from entering certain business areas. Minister of Finance Seung
Yun Lee (1980) acknowledged that the regulation was of mutual benefit. As he
stated: "I want them to maké 'pro_ﬁts‘ here and also contribute to . the
development of Korea" (Eufomoney, December 1980, p. 11). He édded that

introducing new banking technology and foreign exchange was also an objective,.

Swap arrangements were also explained by officials as an 'agreement

offered to foreign banks as compensation to their difficulties in raising won funds
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for their lending practices. Swaps are safe and provide a high spread margin.
However, many baﬁkers- felt that they could' not rely on Bank of' Korea swap
‘arrangements forever. Théy afgued that the system was partly a pﬁblic relétions_
effort to "cultivate" its country risk rating (Euromoney, July 1986, p. 64). As
Korea reduced its debt considerably, swaps wére losing their appeal to the

authorities.

In the mid 1980s, equal treat;,ment for foreign banks only went as fax;'
as giving access to the rediscount window for expox;t finance and to the -trust
business. But increasing business for export financing was not much’ of a
givéaway by the government: Korean firms are extremely depeﬁdent on exports.
I‘_c‘ served t;he_ authorities’ interests at least as well as it served those df the

foreign banks.

The - regulation of foreign banks can be viewed as compromises to reach
“a balance 'betwee_n meeting government objectives, pleasing concerned interest
groups, and providing foreign banks with incentivés to operate in Korea. T_hé
Korean government has always provided foreign banks with incentives to make

loans in a way that minimizes interest paid and business surrendered.

lc.' No concensus on the concept of ﬁational treatment

National treatment has not been sought by' all foreign banks in Korea.' There
are two groups within the féréign bé.nk community with respect to national
treatment. The large banks, mostly Americah,, which have big operafions in

Korea, have been demanding national treatment to gain increased access to local
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deposits. In order to secure ﬁheir long-term future in Korea, they want to
compet;e on an edual footing with the Korean ‘banks. However, the newcomers,
from countries in Europe. for example, are smaller banks which know they would
face tough competition if the banking sector was further liberalized (Eurombney,
July 1986, p. 64). One observer 'eﬁcplained that maﬁy newcomers were just
entéring the Korean banking sector to take advantage of the privileges and had
no intention of staying forever (ibid). Some of these smaller banks, afraid of
losing their “artificially privileged situation", do not want to interfere in the
‘politics of the.liber'alization process.

As well, from some foreign banks’ point of view, government intervention
in the banking s‘ector has its advahtages. It is very safe to lend mbney to a
busihess .that is receiving 95 percent of its financing fronnlua.Korean bé.nk that
is making such loans under government orders (Korea Business .World, April’

1987, p. 36).

National treatment has thus not been the méjor priority of all foreign
banks in Korea, which is what most published documentation tends to suggest.
Although the impact of this is hard to assess, it certainly has helped reduce

pressure on authorities to provide national treatment for foreign banks.

6. The New .Political Climate
President Roh ié the first ruler of Korea to have come to power the democratic’
way. Now it is believed that the parliament, which will no longer be used as a

rubber stamp, should move the government away from authoritarian rule. Ideas



196
of financial liberalization should be more easily acccepted and their implémentation
less retarded. But Roh does not have a strong power base as President. Koreans
only gave him 36% of the vote, a sign that he Has to live up to his promises
(Ecdnomist, May 21 1988, p. 3). Now, political barties should have é more
éctive_ fole in policy formulation that could better enable them to compete with
" the b'urkeaucrac’:y. It is now felt that decisions will be. debated and more

compromises reached.

President Roh neevded' a nQ\;v "face" for his administration. Many analysts
agreed that one of Roh’s most important priorities was to remove himself and
his~ administration, from any association with the Fifth Republic of former
President Chun '(B‘usiness_Korea, March 1989, p. 33). To do this, the President
reserved some of the most influential post_s_ for academics, a clear departure from
Chun’s tradition of appointing only experienced technocrats to cabinet-level posts
(ibid). With 'policy-ﬁakers having greater macroeconomics theory background,
financial reforms should gradually be introduced in the near future. .In fact, in

order to' reduce US trade pressure, Roh has announced a grand liberalization of

Korea’s financial markets (Business Week, December 19 1988, p. 46).

A more liberalized political sy'stem vshould pave the way .for increased
liberalization of the banking system. Howéver, because of rising nationalism, 'the
liberalization process may' be required to be indepehdent of - US pressures,
especially those to liberalize the country’é internal markets (Stejnberg, 1988, p.
32). It might prove to be more difficult to further open the economy than

originally expected. Also, some feel that Korean officials, in order to have
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internal harmony,. will implement reforms that try to satisfy too many interest

groups, and thus implement suboptimal solutions (Bourdeau, 1988, p. 2).

7. Conclusions

The traditional role of ‘the commercial banks in the 1960s and 1970s was
perhaps adequate in the envi_ronment of the time. But in 1986, with Korea being
a ﬁnanpially self-reliant nation (as opposed to being a US$ 46 billion debtor) and
generating savings representing 35-36% of GNP, the old role of the commercial

banks should have been abolished (Asian Finance, July 15 1988, p. 41).

The banks are still not- free from their quasi-govefnmental role, and
many feel that their emancipation was never seriously‘corvlsidered a viable option. .
Greater freedom for the banks coﬁld upset the aﬁthorities or privileged customers.
Also, it could expose "politically explosive information" about the internal

mechanism of banl_{ lending (ibid).

In our opinion, the most important factor explaining the slow pace of
financial liberalization and the status of the domestic banking sector, is the
power struggle be»tween the government and the conglomerates. The second model
suggested that, although some government officials were in favour of liberalizing
the domestic banking sector, the type of policy-making process used by the
authorities constitutes a major obstacle to change. The Politicai Model takes a
dif'ferentA approach by | suggesting that because of the government’s involvement in
several power struggles,A meaéures to liberalize ' the banki‘ng. sector have never

truly been implemented. Liberalization would result in giving .away substantial
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control over the sector and ultimately over the implementation of future policy.
As for foreign banks,, 'they are merely spectators, witnessing the several power

strﬁggles and living with their consequences.

Korea’s finance minister has summarized the situation quite well when
he, stated: "There are political reasons for a departure from economic rationality™

(Institutional Investor, December 1987, p. 227).



CHAPTER VI. CONCLUSIONS'

A. SUMMING UP: DIFFERENCES AND SIMILARITIES
The following discussion consists of a comparison of the Japanese and Korean

case studies, highlighting the main similarities and differences.

Foreign banks have played a marginal role in both Japan and Korea ~in‘
terms of their collective share of the. loans and deposits mérkets. The Rational
Model, applied to the two countriés, provided similar explanations régarding the
evolution of foreign‘bank régulation. Both Japan and Korea viewed the entfy of
foreign banks as a means of introducing much needed foreign capital (especially
Korea) and modern banking technology. In Japgn, the liberalization process and
the evolution of foreign bank regulation is expléihed by the country’s mature
domestic economy, high trade surpluses, expansion of its financial industries
abroad, and foreign government pressures. In Korea, the explanation is more
simple: the restrictive measures - governing fdreign baﬁking activities can be

directly attributed’ to the poorly developed state of the domestic banking sector.

Nonetheless, the Rational Model fails to provide answers to some
* important questions éoncerriing both countries.. Relatively speaking, Japan and
Korea have undergone a slower paée of financial liberalization apd the retention
of' more government intervention than the Rationél Model would have predicted.
Using the Rational Model, one would have predicted that since Japan is a major
developed economy and a major IFC, its financial sector would be less regulated

and foreign banks would be granted national treatment. However, activities in the
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financial sector are.still very segmented, commercial banking activities continue to
be separated from securities activities 'by law, and government intervention by
the MOF is frequent. Rationally, Japan should have followed the world trend of

liberalizing its financial sector and providing national treatment for foreign banks.

The rational actor analysis draws v.ery similér conél_usions for Korea. As
the Korean economy. grows stronger and more sophisticated, the Rational Model
fails to answer why government intervention in the banking sector has remained
so strong. As a result of strong government control, the banking sector has
become the weakest of all Korean economic sectors. The banking system is weak,
outdated, plagued with' huge amounts of non-performing assets; and exhibits a
serious lack of managerial skills and autonomy. The Rational Model predicts that,
in  light of the 'country’s economic environment, financial liberalization and
strenghtening of the‘ domestic banks would be achieved. In fact, everyone
including fnany government officials, seemed to agree that managing the economy
in an efficient manner was bec‘oming .increasingly difficult without the introduction
of a more freely competitive banking séctor. However, financial liberalization has
been extremely slow to occur and one has to wonder why the.>authorities have
not taken any serious steps to achieve liberalization and modernization of the
banking sector. Authorities e_zxplain the imposition of restrictive regulations on
foreign banks as necessary given the poorly-developed “state of the domestic
banks. The government has repeatedly stated that until the domestic banks are
strenghtened, foreign banks will not be given a wider range of business. This
argument has beén used for so long that it has lost its credibility since without

greater competitive pressures the infant industry will never mature.
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In the case of 'Japan, the Rational Model failed to explain why it did

not fully liberalize its ﬁné.ncial sector and provid'e. natiqnal treétment to foreign
banks. The Organizational Process'_Modél provides a partial answer, howe\;er.
Westerners think that the poliéy-making process in Japan attempts to .Apursue a
high degree of 'harmony‘ and consensus. The reality is more complex. The strong
tendency of thé Ministry of Finance to resist change‘ in the regulatory system
and policies is the result of 1) the strong parochial objéctives of each ministerial
bureau - whi(‘:h mainly consist of achieving the stability of its sector and
controlling the process of policy-making that deals with its own jurisdiction, 2)
the growth and protection-oriented priorities that reflect entrenched values aéquired
by regulators during the early. post-World War 1I rebuildiﬁg period, and 3) the
use of informal Standard Operating Procedures, which consist of | adininistrative
guidance and a propensity to regulate excessively. Thé government may lannbunce
the introduction of significant regulatory changes, but once policy is formulated
~and implemented through tﬁis process, actual action is often incremental. This
would explain why financial :liberalization was slower to occur than predicted aﬁd
why Japan does not seem to make a move unless facing the risk of severe

international sanctions.

The Organization_al Process Model offers two major explanations why the
process of iiberalization of the banking sector in Korea has .failed. Korea’s
policy-making is much more centraliied and autonomous than. Japan’s. First,
policy-makers consider the banking sector as a tobl through which government
poliéy is implemented at all costs. As a result, the banking sector has worked

by governmnent fiat, not market forces. While the government has announced
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plans for increased liberalization, the use of va "command style" of policy-making
has resulted .in effectively neutralizing any deregulatory measure ir;troduced.
Second, the ‘ government’s propensity to control and. intervene‘ in the bahking
sector is so entrenched in its Standard Operéting Procedures that it severely
hampers the }ﬁrocess of liberalization.. The government announces plans to
liberalize the banking sector, but it imposes constraints and issues directives to it

that are in contradiction to the market concept articulated in the legislation.

The Political Model applied to both countries illustrated that the pulling,
bérgaining, and .the hauling among major players have been signiﬁéanﬁ facfors
explaining the development of the financial sector and the regulation of foreign
banks. What differs between'Jap.an and Ko‘rea is the nature of players invoived

in the power struggles.

Japan’s private sector has many powerful interest groups which are
supported by the relevant bureaus within the ministries of the Japanese
governrﬁent. ‘In  fact, _Japanese ministers have a role of supporting the
departmental interests and their ministry’s client industrieé, rather than
implemgnting the political will of an elected government. Therefore, the strong
lobbies exercised by the domestic banks and the securities industry have created
a segmented financial sector, where comrvnerciali banking business is separated
from the securities iousiness. Furthermore, the power struggles between the MOF
and the BOK have been significant factors in slowing the pace of financial
liberé.lization, asv_ the former has  -tried tor retain its dominant role in

policy-making. For these reasons, and the fact that they lack the proper
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relationships and governemnt contacts, foreign banks have had a difficult time

becoming players of significance.

Applied to Korea, the Political Model also illustrated some significant
power struggles, although the main‘pl'ayer involved has always been the Korean
government. This shows that in light of the political system, not many other
‘institutions or actors have been free to express their politicall differences. The
Political Model, in contradiction to the assumétions of the Organizational Procéss
Mbdel, suggests that liberalization of the banking sector was never seriously
;-considered a viable option. The an_alyéis under fhis fnodel' _demonstrated that
because of the government’s involvementl in several power struggles, measures to
liberalize the banking sector have never been | implemented. The process of
financial liberalization has’_ been slow for.the following reasons: 1) the Ministry of
Finance has been successful in its power stfuggle to keep the central bank undér
its direct control, 2) the bureaucrats have traditionally won their battle against
the technocrats who fayoured the introduction of more market forces to allocate
resources, 3) it was impossible for the gerrnment to maintain its hbld on the
conglomerates and at Athe same (time liberalize previously controlled markets. The
strictness . of foreign banking regulations is explained as the result of strong
lobbying of domestic banks against the further expanéion of foreign banks, . The
fact that regulations pr0>vide for protected niches to the foreign banks reflects the
Koreé.n governmént’s strategy of providing these banks with incentives to continue
to operate in Korea but in a way that minimizes interesf paid and domestic

business surrendered.
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B. CONTRIBUTION OF EACH MODEL

As mentioned in Chapper I, the .models applied in this thesis can be séen to
complement each other. Each model consists of a different conceptual lens through
which we have anaiyzed the regulation of foreign banks. Therefor;e, they may
“provide different >a1‘1svvvers to the same questions, or raise new questions. Although
the purpose of this thesis is not to selecﬁ the "best model", someA broad
observatiqns can be made as to the (.;ontributionA each model has made to

explaining the topic under study.

Although in both case studies we had to go beyond the Rational Model,
its contribution is very important. It simplifies the analysis by considering all the
different organizations and players as forming one single group, i.e., the Japanése
government or the Korean government. With this simplification, it is possible to
see the general cohi_ext (the bigger picture), and to éingle out the important
issues of fqreign bank regulaﬁion and financial liberalization in both countries. As
well, using‘ the Rational Model enables us to identify the key elements and
problems which deserve further explanation. Therefore, in explaining the regulation’

of foreign banks, the Rational Model has provided the best "first cut".

The "fit" of the Rational Model with observations .is. highest 'for the
I:ebuilding periods of both countries. - In thésé ‘periods, the consensus on national
objectives vvis high since economic growth issues dominate all aspects of
policy-making. Rebuilding (and building up) periods are also characterized by a
high degree of centralization and simple (newly-established) instit‘;utional structures.

"When economic growth reaches a certain level, a centralized decision process
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tends to expérience rising t_rfarisaction costs. The organizational and institutional
infrastructures of the economy become more complex. A moré sophisticated
economy gives also rise to a larger number of pbwerful stakeholders. In the A
epbéh of economic growth the Rational Model fails to provide adequéte
explanation for some significant developments. The Rational Model, which views
the Japanese government and the Korean g(;vernment as si'ngle,. " unitary
decision-units, does not consider the criticél characteristics of organizafional
behavior and strategic interaction among individuals and interest groups Whiéh

became the dominant factors in molding the. regulatory process.

Nonetheless, it is very useful to start our analysis using ﬁhe Rational
Model for this eboch since it - provides insights into the fundarnenta; long-term'
path of t;,he. syétem. Over the four periods analyzed, "Japan has substantially
liberalized its financial sector and eventually, will probably fully liberalize it and
provide effective national treatment to foreign banks. Korea has pushed forward
 with liberalization of its financial sector and should have a stronger, more
autonomous domestic baﬁking sector in the near future, reﬂécting more its
buoyant economy. But the Rational Model’s major weakness in both case studies
is that it fails to consider the general process, or mechanism, of implementing .

policy in the financial sector and thus to explain the inertia in the regulatory

system.

The Organizational Process Model’s contribution to the Japanese case
study is very important. The  model addresses many of the questions left

unanswered by the . analysis using the Rational Model. The Ministry of Finance is
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‘a classic example of a large organization the decision-making process of Which
can significantly influence governmental action. The Ministry’s policy-making
process is complex and involves ndany ‘different factions (bureaus). The analysis
illustratgs the conflicts which arise as one tries to coordinate the complex and
decentralized functions of the Ministry’s component parts. In terms of additional
and altern.ative explanations to the Rational Model, the Organizational Process

Model provides extremely useful and pertinent insighté.

In Korea’s case, the Organizational Process Model is far less important
due to the governmeﬁ_t’s highly centralized and autonomous policy-making process.
With only a small gro'upv of people -responsible for policy formulation and
implementation, the characteristics of the internal process . of policy-making and
the organizational features described in the Organizational Process Model ;’vere not
important ‘in the Korean case. As a result, we focus the analysis on explaihing
the contradiction inherent in using a centralized system of policy-making while at
the same time pursuing liberalization of the banking sector. While the
Organizational Process Model provides éome additional insighté, its contribution to
explaining foreign bank regulation and the process of financial liberalization is.

less important than its contribution in the Japanese case.

The contributions of the Political Model to both case studies . are
significant. In | ‘Japan, it provides explanations which are complementary to tﬁe
onesA offered by the Organizational Process Model. The analysis focuses on two
levels of strategic interéction: 1) territorial struggles of the financial community

- (supported ‘by the relevant bureaus within the Ministry of Finance) to protect or
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gain. business, and 2) international st_ruggles tforeign pressure) agaihst Japan’s
apparent uhwil_lingness ‘to assume its full role as a major Interné.tiona] Financial
Centre. Foreign banks, in many cases, have been. used by domestic stakeholders
in their territorial ﬁghts. Their. positions also assumed importance in the larger
international "trade liberalization" gé.me 'between Jlapa:.n and its Western trading
partners. The "wins" in these games rarely benefited the foreign banking

community.

The Political Model also provides significant insights in the case study of
Korea. Its cont_ribution is particularly helpful in explaining. why the banking
séctor_ is so poorlly dev-eloped and why foreign banking activities are governed by
such a strict set of regulatory measures. The strong and long-lasting power
struggles between government officials, and between the government .and the
emerging private interest groups provide many explanations‘ which extend or offer

alternatives to those suggested by the Rational Model.

C. THE BROADER LESSONS

The methodology wused in this thesis hé.s' demonstrated that we can gain
.additional .insights in the -subject of ﬁnangial liberalization and foreign bank
regulation' by applying more t;hari one frameworl; of explanation. Each analytic
framework emphasized different elements and focused on distinctive logical
patterns. Separating our analysis into three alternative frameworks of explanation
has facilitated the generation of hypotheses -and has highlighted features that

. might have been otherwise overlooked (Al'lison, 1971, p. 255).
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Wh»at are the broad lessons we have learned from " the study of two
countries with such different features, i;e., different political systems (constitutional
democracy vs presidential system) and different ﬁnancial sectors (major IFC vs a

financial sector in a NIC)?

First, the problems of bureaucracy (inertia) are inevitable even though
policy formulation and impleméntation is very -particuiar fo eag:h country. In
Japan, policy-making is decentralized and very complex, while in Korea, it is
very centralized and au‘tonomous. Japanese authorities’ control oirer the banking
sector is much more subtle (use of administrative guidance) than in Korea, where
control is overt. Nonetheless, in both case studies, the broblems of bureauéracy
are significant. Governments and .large organizations must function according to a
set of programmes and repertoires. In Japan, the cofnplex decision-making process
of the . Ministry of Finance can influence significantly governmental Aaction. In
Korea, while policy-making is moré centralized, problems arise because the
bureaucracy is extremely stability-oriented and has a propensity to regulate and
intervene in the banking sector. As Korea moves toward greater liberalization of
its financial sector andﬂ decentralization of its policy-making process, the problems

of bureaucracy should become similar to those experienced in the ,Japanese' case.

Second‘ly, political "games" are also inevitable. The strategic intéractions
in Japan- among several private interest groﬁps and government factions reflect
the »higher degree of political freedom. In Korea, as private interest groups are
starting to émerge, the government’s involvement in power struggles is stronger

than ever. As Korea -moves toward greater financial liberalization, and political’
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‘fv’reedom, political games among private interest groups will increase in

importance.

While both countries under study ‘have distinctive features, the use of
the three analytic framéworks | has highlighted similaf patterns explaining the_
evolution of foreign bank regulatibn and financial libéralization. The most
important difference ‘between Japan and ‘Korea is the type of organizations and
players involved. Therefore, the models we have applied can be useful to improve

predictiohs of future financial policy.

Making predictions using the Rational Model is a good starting point, but '
attempts -to make predictions based‘on the Organizétibnal Process Model and the
Political Model should permit improvements. Therefore, foreign bankers can
improve their understanding of the environment in which they compete by better
understanding the decision-making process of " the regulatory organizations they
deal with, and by better identifying the pbwer gaineé that will emerge once
important financidl issues are introduced. As well, this exercise should improve
. their chances of success when negotiating for further relaxation of regulatory

measures governing their activities.
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