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Recent Changes in the Financial Systens of Asian and Pacific Countries

Japan and continental Europe went into recession in 1991-92, joining
the English-speaking world which had entered a sl ow-growth period in 1990.
This left only the devel oping countries of East Asia still on a strong
growh trajectory. They are by now i nportant enough to constitute in
thensel ves a significant part of global economic growth. In response to the
rapid growth, and to dininished returns to investnent available in the
United States and Japan, international capital has been flowing into the
dynam ¢ Asi an economi es.

Difficulties anmong financial institutions, including bank failures and
burst bubbl es, have figured promnently in the econonmic downturns in Japan
the Nordic countries, and the English-speaking world. The devel opi ng East
Asi an countries have as yet been less affected by such failures and burst
bubbl es. Financial structures in this part of the world are known to be
much | ess liberalized and financial narkets to be |ess devel oped than in the
industrialized world. 1Is it possible that these countries know somet hing
that others do not? It would be surprising if their financial systens were
judged adnirable, as they have generally been considered "repressed,"1 and
attenpts at liberalization in the 1980s are generally considered to have
been i nadequate. Perhaps these countries are sinply at an earlier stage of
devel opnent, where advanced nmarket-oriented financial systens are not
necessary to good econonic performance? The challenge is how to achieve the
nmore |iberalized systemthat is appropriate to a country in the process of
i ndustrializing, without incurring as many of the difficulties that the

industrialized countries have incurred.



| . THREE STAGES OF FI NANCI AL DEVELOPMENT

One could argue that there are three natural stages of devel opnent in a
country's financial system (1) internal finance, (2) the internediation of
finance, and (3) securitization. The classification schenme is stylized.
Internal finance, financial internediaries, and securities markets in fact
co-exist simultaneously in nmobst countries. There may, however, be a natura
hi storical progression, where the dom nant enphasis in the financial system
is allowed to shift over tine, so that it can best serve the evolving rea
econony. The three-stage schene is suggested as a hypothesis as to what
m ght be the nobst natural, even the nost efficient, pattern of evolution,

. 2
not the one actually followed in every case.

L.1 Internal Finance

An essential part of the "takeoff" process in econom c devel opnent is
an increase in the saving rate and the use of these funds for investnent --
defined broadly, to include the accunmul ati on of human as well as physica
capital. It takes special circunstances for an individual saver to trust
his noney to an entrepreneur whom he does not know personally. |In Stage 1,
busi ness investnent is financed largely out of fam |y savings or retained
earnings. Mich of the investment boomin South China is of this sort.

Thi s node of finance solves the problenms of asymmetric infornmation and
nmoral hazard between saver and entrepreneur, but has obvious problens of its
own. A small or innovative conpany at its start-up phase is likely to have
few earnings to retain, despite a high expected return to capital
Furthermore it is very risky for a famly to stake all its savings and wage

income on a single enterprise. |In some cases, |ike the Korean chaebol, a



fam ly-run group of conpani es becones |arge enough to transfer successfully
funds from established profit-earning divisions to pron sing new divisions.
But nobst countries have had trouble doing this sort of thing well.

An alternative, in a country where the governnent plays a nore
dirigiste role, is channeling of funds by the public authorities to sectors
deened worthy. Fry (1990) lists six major categories of selective credit
instrunments in use in East Asia: subsidized |loan rates for priority sectors
[from banks under governnent influence], preferential rediscount rates
granted by the central bank, direct subsidies out of the governnment budget
[important until recently, e.g., in Indonesia, where revenue has been
available fromthe oil sector], administered floors on bank credit to
preferred sectors, ceilings on other bank credit, and government-owned
financial institutions established to specialize in lending to particular
sectors, e.g., agriculture [sonetinmes with cheap funds extracted from
nonspeci al i zed depository institutions by neans of high reserve
requi renents]. As Table 1 shows, these instrunments are still widely used in
Asi a, despite a reduction during the 1980s. Governnent ownership of
financial institutions is particularly w despread in |Indonesia and Tai wan.

An active governnent role in finance can work out well or badly,
depending on the capability and integrity of those nmaking the decisions.
Often, when political patronage or social goals such as alleviating
unenpl oynent cone to donminate, the legacy is a portfolio of non-perform ng
assets. Sinple bad judgnent or bad luck can give the same out come. °

Stage 1, a conbination of internal finance and governnent-directed
credit, is where Korea, for exanple, has been. Even though Korean banks

were privatized in the early 1980s, they are generally considered



bureaucratic and disinclined to take initiative without instructions from

t he governnEnt.4 One shoul d hesitate before condeming such a system as
"financial repression," given how successful the devel opnent process has
been over the last thirty years.5 Neverthel ess, it may be tinme for
countries like Korea to nove on to the next stage. Korean devel opnents are

considered at greater length in Section Il bel ow.

L.2 Internediation

In Stage 2, financial internediation by private banks and ot her
financial intermediaries allows effective channeling of funds from savers to
busi nesses who don't necessarily know each other, a nmuch nore efficient way
to finance investnent. The Japanese post-war mai n bank system probably
illustrates this systemat its best, with the banks efficiently monitoring
the activities of the firmnmanagers to make sure they are not diverting the
funds from productive investnent projects toward their own purposes.6
DeLong (1991) has argued that in the nineteenth century investnment banks
served this role in the United States as well. In the context of economc
devel opnent, see Stiglitz (1991).

After the Great Depression in the United States, the d ass-Steagall Act
weakened i nvestment banks by requiring their separation from comrerci al
banks, who are responsible for the paynents system Post-war Japan foll owed
the United States in dividing banks by function, under Article 65. Japanese
banks, however, remained stronger than U S. banks (in part because the
|latter were also hobbled by rules discouraging |large inter-state banks,
enacted in response to traditional populist Anmerican suspicion of |arge East

Coast banks). The universal banking system of Gernmmny constitutes a third



nmodel of banking, one that sone Eastern European transition econonies and

ot her countries are now choosing to emul ate.

In Stage 3, well-established corporations find that, though
internmediation is more efficient than relying on personal savings,
disintermediation is nore attractive still. They switch fromrelying on
bank | oans to issuing securities directly in devel oped financial nmarkets,
where a corporation with a good reputation and credit-rating can obtain
capital cheaply. (This switch has been nodel ed by Di amond (1984, 1989).)

We use the term"securitization" in a broad sense to denote increased
reliance on bonds and equities, and decreased reliance on banks and ot her
financial intermediaries. One aspect of this trend (but only one) is the
practice of "securitization" inits nore narrow definition: the conversion
of a bank loan into a negotiable instrunent, e.g., in the United States,
nor t gage- backed securities or the secondary market in bank | oans to
devel opi ng countri es.

The United States and the United Kingdom have been at Stage 3 for sone
tims,7 and Japan began to nove there in the |late 1980s. The question
whet her or not such a nove constitutes an inprovenment from Japan's vi ewpoi nt
is an open one. On the one hand, it seens that if Japanese corporations
find it nore attractive to switch frombanks to securities markets, it nust
be because it is a nore efficient way of financing i nvest ment . ° On the
other hand, it is possible that securities narkets can win out over |ong-
establ i shed banking relationships in a Darw nian sense, w thout necessarily

being nore efficient fromthe viewpoi nt of aggregate econonic wel fare. ®



We should note that to describe the Anglo-Anerican financial system as
based on securities markets is not to say that a high proportion of
corporate investnent nunerically is financed by new i ssues of equity, or
even bonds. Meyer (1989) finds that close to 100 per cent of net sources of
finance for non-financial corporations in the U S. and U K are accounted
for by retained profits, not by new equity issues (which are often
negative). Taggart (1985) also finds, fromflow of funds data, that U S.
stock issues have been a very | ow proportion of financing ever since 1940
(vs. sonewhat higher levels from 1901-1939); internal funds constitute the
maj ority of financing, although their share has been declining since the
1930s. *°  The poi nt, however, is that the price of a firnms stock, which is
deternmned in active and conpetitive markets, is a key variabl e determ ning

i nvest nent and ot her decisions by firmmanagers, in a way that is not true

of Japan and Giermany.11

I'l. THE RECENT EMERGENCE OF SECURI TI ES MARKETS I N THE ASI AN PACI FI C

Wthin the area of market-deternined finance, there again appear to be
several successive stages of developnent. Early on ("Stage 3a"), the
enphasis is on deternmining short-terminterest rates in the nmarketplace for
the first tinme, rather than admnistratively. As part of the liberalization
process, the governnment renoves restrictions on the interest rates paid to
banks and by banks (who thensel ves, if previously governnent-owned, have
been privatized at Stage 2), relieves banks of the obligation to absorb
government debt at artificially-low interest rates, and generally allows or

encour ages the devel opnent of short-term noney narkets.



Next the enphasis is on devel oping long-term securities narkets nore
fully ("Stage 3b"). Fry (1990, p.28) observes that: "Experience shows that
| earni ng-by-doing with market-determned interest rates in short-term
financial nmarkets [particularly interbank nmoney markets] is the only viable
way in which active and stable long-term securities narkets can be
devel oped. " Usually a market in governnent bonds is created first,
foll owed by corporate bonds and equities.

Finally, markets in forward contracts and other derivative contracts
are fully devel oped ("Stage 3c"). (Aspects of the devel opnent of securities

markets in Asia are discussed by Fry, 1990, and Lynch and Norton, 1992.)

Ll.1 Money Markets and Bond Markets

A way to neasure a country's novenent from Stage 2 to Stage 3a is to
| ook at turnover in the noney market as a percent of GDP. Charts 1 and 2
(which, like those that follow, are from Lynch and Norton, 1992), show that
nmoney nmarket turnover has been the highest in Australia and Japan, the two
i ndustrialized countries in this group. It has also reached sinmlar |evels,
having risen rapidly, in Malaysia [particularly in the first half of the
1980s] and Taiwan [nore recently]. Next, in terns of |evel, cones Korea, or
in ternms of increase, Indonesia and Thailand. Another way to measure the
devel opnent of these nmarkets is to |look at bid-offer spreads. High spreads
indicate either low efficiency, lowliquidity, or cartel power. Table 2
(from Lynch, 1993, p.19) shows that nobney-nmarket spreads are especially
large in Indonesia, Thailand and the Philippines, and especially small in
the industrialized countries. '

Fry (1990) and Fischer (1993, p.119) observe that the novenent toward



medi umtermand long-termfinance in Asia has been surprisingly slow. One
m ght say "di sappointingly slow," were it not for the very high rate of

i nvestnent that nmost of these countries have produced despite this seem ng
handi cap. Charts 3 and 4 neasure the progression through Stage 3b by

| ooki ng at turnover in governnent bond markets as a percent of GDP. Again,
Australia | eads the way, followed by Japan. Only Taiwan and Si ngapore anobng
the newly industrializing countries have had rapid i ncreases in governnment
bond market trading in recent years. According to Table 2, Thailand has by
far the largest spread of any country where there exists a market in

gover nment bonds.

Table 3 reports statistics on corporate bonds. Japan, followed by
Korea, makes the greatest use of corporate bonds if measured by anopunt
outstanding, while Australia registers strongly if the yardstick is
turnover. Active corporate bond narkets are beginning to energe in Hong

Kong, Mal aysi a, and China.

L1.2 Equity Markets

One can think of argunents both for and against the use of equity
mar kets in devel oping countries. An argunment in favor, particularly as a
vehicle for bringing international capital into the country, is that they
have nore desirable risk characteristics than bonds or other fixed-incone
instrunents. An argunment against, particular in the context of the
transitional econon es of eastern Europe and the Forner Soviet Union, is
that the current passion for themresenbles a case of the "cargo cult”
di sease. We briefly consider each argunent.

Consider the historical difficulties attaching to capital flows from



the industrialized world to devel oping countries. (The subject of
international capital flows in East Asia is discussed at greater length in
Section |V below.) The proximte cause of the LDC debt crisis that surfaced
in 1982 was the unlucky conbination of high world interest rates, a
recession, and a fall in dollar commpdity prices. The crisis had its
precedents before World War Il. In the 19th century and in the period
between the wars, capital flowed fromindustrialized countries to colonies
and devel opi ng countries nore via bonds, and | ess via bank | oans. Defaults
occurred periodically, culmnating in the wi despread defaults of the 1930s. ?

Capital also reached LDCs through foreign direct investnent. However,
when poor countries gained their political independence, npbst did not want
forei gners owning controlling shares of their natural resources, |land, or
pl ant and equi pnent. To this day, even when a governnent proclains its
eagerness to accept foreign direct investnent, investors may be concerned
that a future governnment will nationalize it

Thus there is interest in devising sone new node of capital flowto
devel opi ng countries, other than bonds, direct investnment, or bank | ending.
The obvious candidate is equity investment. Unlike bonds or bank | oans,
the cost of "servicing" equity does not stay fixed in dollar ternms when the
ability of the country to earn export revenue falls because of a world
recession or a collapse in conmmodity prices. Unlike direct investment, the
forei gner does not have a controlling decision-making interest in investnent
proj ects.

Another idea is the possibility of linking the repaynent terns on bonds

or loans to export prices, which would give themdesirable risk

characteristics |like equities: The cost of the obligation automatically
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falls when the ability to pay falls. The idea makes particular sense for
comuodi ty-exporting countries |like Colonbia, Chile, Indonesia and Ml aysi a.

But for some reason such conmpdity-i ndexed bonds have never caught on
There is a puzzling resistance to them both on the supply side and the
demand si de.

I nstead, equities are catching on in many countries. ™ Charts 5 and 6
show the growth in energing equity markets in Asia/Pacific countries,
according to turnover and capitalization, respectively. |In the case of
equities, the NICs, especially Hong Kong and Si ngapore, are ahead of
Australia and Japan. Malaysia and Thail and have experienced very rapid
grow h. Recently Taiwan has begun to let foreigners into its stock narket,
and Thailand to offer Anerican Depository Receipts to facilitate inward
i nvest nent . *°

Equity markets have also grown rapidly in other parts of the world. In
the case of the transitional econom es of Eastern Europe and the Forner
Soviet Union, there is currently a particul ar enphasis on equity narkets
that may be premature. As a neans of privatizing state-owned industry, the
distribution of equity shares -- e.g., under the voucher plan adopted in
Czechosl ovakia or the mutual funds discussed in Poland -- has definite
attractions. But the fascination in sone quarters with opening up stock
exchanges, like the fascination with building steel mlls in many LDCs forty
years ago, looks like the "cargo cult" disease.

During World War |1, natives of some Pacific islands wi tnessed the
foll owi ng sequence of events. U S. narines cone ashore, construction crews
build sinple air landing strips, and cargo planes land on the strips. The

pl anes then disgorge jeeps, nen, and materiel, and with thema spurt of
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Western-style material prosperity for the natives that lasts until the arned
forces depart a few years later. Thereafter, cargo cults formed anong the
natives: they would build landing strips, in an effort to bring back the

pl anes, consuner goods, and prosperity. The confusion of causality was
repeat ed when devel oping countries in the 1950s and 1960s, observing the
prosperity of industrialized countries, decided that steel nills were the
key. Everyone ended up with trenendous overcapacity in steel. Now some
Eastern Europeans observe Wall Street and conclude that a New York Stock
Exchange is what they need to bring prosperity.

The point is not that equity markets should be reserved for countries
like the United States, United Kingdom and Japan. They clearly have an
increasingly inmportant role to play now in East Asia and Latin Anmerica. But
it would be premature for Eastern European countries to rely heavily on them

at this stage in their financial devel opnent.

. .
The | ast stage may be the devel opnent of derivatives: forward contracts
and options in the underlying securities already nentioned (bonds and
equities), as well as in foreign exchange and comodities. Such nmarkets
opened in Australia in the early 1980s, followed in short order by Japan
New Zeal and and Hong Kong (where they were still very small, as of 1991).
Tabl e 4 reports sone statistics. Singapore opened the SIMEX (Singapore
I nternational Monetary Exchange, Ltd.), offering a variety of financial
futures, in 1984. " The aimof derivatives is to all ow market partici pants
to trade risk better, for exanple to hedge the exchange risk that cones when

an inmporter or borrower is uncertain what his foreign currency obligations
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will be when translated into donestic currency at the uncertain future
exchange rate.

Regul atory authorities in industrialized countries have expressed
concern over the proliferation of derivatives in recent years. One concern
is that risk created for banks or other financial institutions that deal in
derivatives has in the past not appeared on their bal ance sheets, and thus
not been covered by capital requirenents (though swaps are covered by the
Basl e Accord). Another concern expressed is that derivatives m ght have
exacerbated, for exanple, the 1987 stock market crash, in their role as a

link in arbitrage and dynam ¢ hedgi ng (so-called "portfolio insurance").

I'1'l THE CASE OF KOREAN FI NANCI AL LI BERALI ZATI ON

In the 1970s, Korea net the description of a financially repressed
econony. The banki ng system was kept underdevel oped (although an infornal
"curb market" becane very large), securities narkets were |argely non-
existent, and interest rates were kept negative in real terns to stinulate
i nvestnent in favored sectors (especially heavy industry). The course of
the debate since that time on refornming the financial systemillustrates the
i ssues facing many industrializing countries in East Asia, including the
nat ural sequence of financial developnent. Here we sunmmarize the recent

. . . . . . . 18
hi storical record on Korean financial |iberalization

. i al f
By the end of the 70s, the government recognized that financial

repression was an obstacle to further growth. [An early aspect of a
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financial |iberalization programwas the establishnment of two open-end trust
funds.lﬁ The road to banking de-regulation started in 1982 with the
privatization of five national comerci al banks. ?° Restrictions on bank
managenent were reduced. The requirenment that | oans be nmade at preferential
rates for policy purposes supposedly becanme | ess common in 1982. Steps
toward liberalization of interest rates were taken in early 1984. But the
nost effective agents of liberalization were the rapidly-growi ng non-bank
financial internediaries.

There seens to be general agreenent that the pace of liberalization
slowed after 1984. "During [the 1984-87] period no inportant steps were
taken to further liberalize the financial sector."?'

In Decenmber 1988 nore serious interest rate de-control was attenpted by
the outgoing Finance Mnister, Il Sakong.22 This process was soon frozen
however, when interest rates -- rather predictably -- started to rise. At
the sane tinme, "citing unexpected econoni c changes, the Korean Gover nnent
revised its original 1981 schedule to liberalize the securities industry."23
A new tinetable was announced for the renmoval of controls on capital inflow

and outflow. The neasures announced in Decenber 1988 included a schedul e

under which substantial l|iberalization was to take place in 1992

L11.2 U S Pressure

In October 1988 the U.S. Departnment of the Treasury, in its "Report to
the Congress on International Econonm ¢ and Exchange Rate Policy" required by
the Omibus Trade and Conpetitiveness Act of 1988, concluded that Korea and
Tai wan "nmani pul at ed" their exchange rates, within the neaning of the

| egislation. The Treasury |launched negotiations with Korea to induce that



14

country to liberalize its financial markets, with inproved treatnent for
U.S. financial institutions specified as one major goal, and appreciation of
the won presuned to be another. The Yen/Dollar tal ks of 1983-84 [and to
some extent the Structural |npediments Initiative of 1989-90] with Japan
were cited as precedents by U S. authorities. The Korea-U. S. Financial
Policy Tal ks took place in two rounds, in February and Novenber 1990.

Fi nancial liberalization issues under contention fell into three areas:
domestic liberalization, removal of international capital controls, and
treatnment of foreign providers of financial services.

The U.S. Treasury eval uation of progress in the 1990 Financial Policy
Tal ks regarding financial services was negative, even though exchange rate
concerns had been satisfied. Wth respect to treatnment of foreign banks,
even though Korea had in 1984 decl ared national treatnent for foreign-owned
banks as part of a three-year deregulation plan, the report found: "progress
in resolving problens has been very slow and no tinetable for dealing with
t hem has been produced."24 Wth regard to treatnent of foreign securities
firms, even though Korea had [in 1988] declared that 24 foreign firnms woul d
be allowed to establish branches,25 the report found (p.11): "U. S. financia
firms do not receive national treatment in Korean securities markets."2°
Wth regard to overall financial |iberalization, the report found: "Unti
the Korean Government all ows donestic banks to conpete in a market
environnment, fully liberalizes interest rates, and elimnates credit
al l ocati on and exchange controls, there is little likelihood of major
advances in equality of conpetitive opportunity for foreign financial

27

service providers in the Korean market."

In 1991, foreign securities conmpanies were for the first time all owed
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directly into the country (as had been promised in the negotiations with the
US.). The Mnistry of Finance in March approved four out of nine
applications for branch office securities licenses, two of t hem Ameri can. 22

In June 1991 restrictions were lifted on the establishment of nultiple
branches of foreign banks. It was al so announced that application of
national treatnment for banks would be "stepped up,” [OQum p.8] and that the
government of Korea was preparing a "master plan" to liberalize interest
rates and to "rectify distortions inits term structure. "2 (I'n its next
report, the U S. Treasury appeared uni npressed, homever.s%

Since the begi nning of 1992, foreign investors have been officially
free to invest in individual Korean stocks on the stock market.>' On
Decenber 17, 1991, the National Assenbly approved revisions in a nunber of
laws, including a revision to pernmt banks to engage in all foreign exchange
busi ness that is not specifically prohibited.32

The Anerican enphasis on securities in the negotiations that began in
1990 rai ses the question whether it is not prenmature for a country to junp
to Stage 3, without first having passed through Stage 2. The Japanese post-
war system of relationship banking nay be a good nodel for Korea in this
respect. Weisbrod and Lee (1993, p.33) conclude that Korea and Tai wan have
been too quick to pronpote securities markets, at a tinme when banks stil
have an inportant role to play [while Japan in their view was too slowto
nmove on to the narket-oriented stage, with the result that the asset
deflation of 1990-93 was nmore severe than it need have been]. On the other
hand, to the extent a country wants to participate actively in world

financial narkets, a securities market is a useful conponent.
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L11.3 Korean Reluctance to liberalize

Many Korean officials believe that further domestic |liberalization
"could further raise the market interest rates, pushing up the firns'
fi nanci ng costs...">® One woul d think that international liberalization is
the answer, allowing the firns to borrow nmuch nore cheaply abroad. But the
government position has been the reverse: "It is recognized that in order
to minimze the negative effects on the econony as a whole, the deregulation
of interest rates and donestic financial nmarkets need[s] to precede the
i beralization of foreign exchange and capital transactions.” It is not
clear what are these negative effects. Perhaps the authorities wish to
avoi d overborrowi ng |ike that experienced by Chile in its 1970s
i beralization, which caused witers on the Optimal Order of Liberalization
to warn agai nst beginning with the renoval of capital controls. According
to Nam (1989, p.157), "The fear of nassive capital inflows attracted by
relatively high domestic real interest rates and anticipated foreign
exchange appreciation has pronpted controls on capital inflows."

One possibility is that the authorities are worried that a |arge
capital inflow would bring about a real appreciation of the won: if the
authorities intervened to resist the pressure toward noninal appreciation
(which would itself require visibly abandoning the free-float spirit of the
Mar ket Average Rate system adopted in 1990), then the inflow of reserves
woul d be inflationary. Korean exporters would |ose conpetitiveness. One
solution is to resist the nom nal appreciation, but to sterilize the
increase in reserves so as to prevent inflationary growh in the noney
supply. Indeed, the Korean nonetary authorities pursued this strategy in

t he 1980s.
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Anot her possibility is that the authorities are worried that Korean
"donestic financial institutions, especially banks, are not efficient and
conpetitive enough conpared to their foreign counterparts."34 [We will

consi der these issues at greater |ength bel ow. ]

Lll.4 The Five-year Plan of 1993

Afirmcomitrment to the final stages of a conplete "blueprint" for
financial reform> was del ayed until after the presidential elections in
Decenber 1992. At last, in May 1993, the Mnistry of Finance announced the
specifics of a five-year plan of financial reform

The nmeasures that were laid out fell into four areas. In the area of
bank deregul ation, the plan proni sed the deregul ation of interest rates
begi nning with those on bank | oans by the end of the year, stipulations that
bank managenent woul d be autononpus of the governnent, a reduction of
policy-based | oans by the Bank of Korea (with responsibility for such
financing transferred to specialized banks), and steps to encourage banks to
wite off non-performng loans. |In the area of central bank policy, the
pl an called for a movenent toward open market operations as the principa
means of nonetary policy (beginning with market-determ nation of interest
rates on governnent bond issues since early 1993) and a strengtheni ng of
bank supervision (with a deposit insurance systemto be introduced by 1997).

In the area of renodeling the structure of the banking system the plan

announced the rel axation of regulations on new entrants, the adjustnent of
service domains (beginning with all owi ng banks to | ead nmanage the
underwriting of bonds), the restructuring of specialized banks, the

tightening of credit fromfinancial institutions to their major sharehol ders
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and affiliate subsidiaries, and the fostering of an information
infrastructure (including the devel opment of credit rating institutions, and
tougher sanctions on di shonest bookkeeping and auditing). Finally, in the
area of internationalization, the plan took additional steps toward
liberalizing the regi mes governing foreign exchange, internationa

securities transactions, and foreign direct investnent.

The new president, Kim Young-Sam in August 1993 took a step that was
as difficult and as inportant as the announcenent of the 5-year plan itself,
inthat it signalled the seriousness of financial reform This was the
banni ng of the practice of using false names for bank accounts and ot her
financial transactions as a neans of tax evasion and corruption. Banks wll
now have to conpete by offering depositors attractive interest rates, rather

than by hel ping them establish fake accounts. >°

I V. THE | NTERNATI ONAL DI MENSI ON: RECENT CAPI TAL | NFLOAS TO LDCs

A major function of international capital markets is to allow capital
to flow into countries where the expected rate of return to investnent is
hi gher than in the country of the saver, at a cost that is |ower than that
in the country of the borrower. Traditionally, devel oping countries have
been thought the natural destination for such capital. |In the 1980s the
traditional pattern was not upheld. High real interest rates in the United
States, originating fromfiscal expansion not accommpbdat ed by nopnetary
policy, drew capital to North Anerica. Besides the role in precipitating
the already-noted 1982 debt crisis, which resulted in a reversal of the

previ ous flow of bank loans to Latin Anerica and other devel oping countri es,



19

high interest rates also attracted capital to the United States from Japan
and Europe.

Since 1990, the pattern has again reversed. |Investors in the United
St at es and el sewhere have increased their demand for long-term assets in
devel opi ng countries in East Asia, Latin Anerica, and even parts of the
M ddl e East. This increase in demand has taken nany fornms, in mcroecononic
terns: |oans, bonds, equities, and foreign direct investnent. In
macr oeconomic terns, it has shown up in various countries as renewed current
account deficits, increases in central bank reserve hol di ngs, and
appreciation in values of local assets and in the forei gn exchange val ue of
the local currency. The new capital flows of 1990-93 are well-docunented by
Cal vo, Leidernman and Rei nhart (1993a, 1993b), who attribute themto factors
external to the host countries, in particular a fall in the rate of return
in the United States, more than to such internal factors as nobnetary
stabilization and economic reformin the host country. Financial
liberalization in Latin America and East Asia is an inportant part of the
story however. Less capital would be comng in if these countries had tried

to retain extensive capital controls.

i tal (] i fficulties?

Open capital markets have nany advantages, especially in theory. In
addition to long-term financi ng of devel opnent, international financial
mar kets al |l ow shorter-term consunption snoothing, and a nore efficient
all ocation of risk through diversification. But there is also the
i kelihood of market failures whereby the country becones excessively

i ndebted and vul nerable to a sudden reversal of confidence, as happened in
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1982. The problens include the absence of an enforceable internationa
bankruptcy court, the lack of credibility of governnent "no bail-out"
decl arations, and possible herd nentality and specul ati ve bubbles. Such
mar ket failures could call for direct neasures to di scourage capital
i nflows. >’ If, on the other hand, the capital inflows are thought to be
taki ng place for good reasons, e.g. in response to a commopdity boomor a
rapid increase in worker productivity, one should allow themto take place.
Concerns arise that monetary inflows will | ead to unwanted effects of
real appreciation on non-boom ng exports, either through nonina
appreciation or inflation. They can often be addressed by the central bank
intervening to prevent the currency fromappreciating in nomnal terns, at
|l east in the short run, and then sterilizing the effect of the reserve
accurrul ati ons on the noney supply. As is well-known, the higher the degree

of international capital nobility, the nore difficult will it be to

sterilize.

. | al . I i lizati Co

An under expl ored question concerns the interaction between the extent
of donestic financial liberalization (for a given degree of internationa
fi nanci al openness) and the ease of sterilization. Reisen (1993a) has nade
the sonmewhat surprising claimthat sone Southeast Asian countries have
succeeded in the theoretically inpossible simultaneous achi evenent of
exchange rate stability, open capital nmarkets, and nonetary independence.
He points to the role, for exanple, of the Singapore Provident Fund, in
absor bi ng governnent assets to offset a reserve inflow The inplication is

that even when a fall in the U S. interest rate is transmtted to a fall in
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the interest rates in these countries, the capital inflowis "sterilized" in
the broad sense that it has little inmpact on the |ocal noney supply,
aggregate demand, or inflation. Reisen apparently has in mnd a donestic
financial systemthat has so |little market orientation that it is little
affected by a fall in the interest rate. 1In classic |IS-LMterns, nobney
demand is unresponsive to the interest rate, so the LMcurve is steep.38

On the other hand, one expects that when financial markets are not
wel | - devel oped, the central bank will have difficulty sterilizing inflows,
in the sense that investors will not voluntarily choose to hold gover nnent
securities unless they are paid a high interest rate, with attendant future
quasi-fiscal costs for the central bank. I|ndeed, in Korea, Colonbia and
many ot her devel oping countries, the absence of a market in negotiable
government securities has neant that the central bank essentially nust start
one fromscratch when it wishes to sterilize reserve inflows, selling its
own "Monetary Stabilization Bonds" to the public.39 The resolution is as
follows: to sterilize with ease, one needs not only underdevel oped fi nanci al
mar kets, but enough financial repression in the systemto be able to force
supposedl y-private banks or other financial institutions to absorb
government securities at artificially lowinterest rates. The cost of such
a degree of financial repression, in terns of stunting financial
devel opnent, may be too high to make it desirable, for a country on the path
to industrialization.

Rai si ng reserve requirenents on banks, for exanple, m ght appear a
useful way to neutralize nonetary expansion. It can succeed in creating a
wedge that raises interest rates on bank | oans (desired to cool off the

econony), w thout necessarily raising interest rates on bank deposits (which
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woul d prolong an undesired capital inflow). The problemis that high
reserve requirenents, because they underm ne the conpetitiveness of donestic
banks, are not easily reconciled with opening to conpetition from offshore

banks and from donmesti c non-bank institutions.

. | lish tl . ”

An interesting possible hypothesis regarding recent capital inflows is
that foreign residents are nore optinistic about donestic assets than are
donmestic residents. A widely-held interpretation of the massive capital
flight fromLatin America that took place in 1982 and the years immedi ately
preceding it is that residents of these countries correctly perceived
dangers ahead, at a tinme when foreign banks were foolish enough to be stil
| ending eagerly. So far in the present episode, repatriation of past-flown
capital by domestic residents seens to be as inportant a part of the inflows
as new investnments by foreign residents. Nevertheless, anyone who is
concerned about a possible replay of 1982 -- as are Calvo, Leiderman and
Rei nhart (1993a,b) -- wants to be vigilant to any future signs that the
|l ocals are again losing confidence. Unfortunately, capital flight can only
be estimated with a lag of a quarter or two (and, even then, very
i nperfectly).

Anot her place where it mght be useful to look are the prices of
country-funds that invest in the stock markets of a nunber of Latin American
and Asian countries. Over 40 of such funds have been opened on the New York
St ock Exchange in recent years. They are closed-end funds, and their price
in New York seldom equals the valued of the constituent equities on the

home-country narkets. Fluctuations in the premiumof the U S. price of the
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fund over the net asset value could be a nmeasure of fluctuations in the
difference in expectations of U S. versus local investors.

For nost of these funds this prem um has been higher (or the discount
has been | ower) during the period 1990-1992 than during the preceding three
years, suggesting bullish sentinent on the part of foreign investors.

Har douvelis, La Porta and Wzman (1993) argue persuasively that the

exi stence and behavi or of these prem uns and di scounts are inconsistent with
an Efficient Markets Hypothesis, and reflect "U. S. investor sentinent" in
inmperfectly integrated markets. They note a dramatic switch in 1990 across
nmost of the country funds, an inprovenent in U S. investor sentinment
conpared to the preceding three years, which they attribute to the fall of
the Berlin Wall and German unification. From our viewpoint, however, the
1990 switch in the relative enthusiasm of Anmerican investors to invest in
East Asia, Latin Anerica and el sewhere, which is observable in the data on
long-termcapital flows, could be due to the decline in expected U. S.
returns identified by Calvo, Leiderman and Reinhart.

The Figures at the end of the paper show the weekly di scount or prem um
of the country funds in recent years for eight countries, two in Latin
America and six in East Asia. Unfortunately, only two of the country funds
in each region have been in existence |ong enough to allow a pre-1990 and
post-1990 conparison. [Also presented is the common conponent of the nine
ol dest funds, as estimated by Hardouvelis, La Porta and Wzman (1993).]

Mexi co and Brazil (Figure 1) show a clearly higher level of relative U S
i nvestor confidence in the three years from 1990, consistent with the trend
for the Germany Fund and the conmon component of country funds [Figure 4].

Tai wan and Thailand [Figure 2] show a clearly Lower |evel of U 'S investor
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confidence, again as conpared to the end of the 1980s. |f our
interpretation of the data is correct, that they represent the confidence of
U S. investors relative to local investors, these four graphs suggest a
possi bl e replay of the period |eading up to 1982: boons based rel atively
firmy on the ground in the case of East Asia, but based excessively on the
enthusiasmof U S. investors in the case of Latin Anerica. An alternative
interpretation, however, is that we nay nerely be w tnessing a genera
tendency for the market inefficiency of large discounts (in the Latin
Anerican case) or premuns (in the East Asian case) to be arbitraged away

over tinme.

I i mal f Ei ial Lil ¥ S
. I .

The experience of Chile and other Southern Cone countries in South
America with liberalization in the 1970s gave rise to a literature on the
opti mal sequence with which various reform neasures should be adopt ed.

Al t hough no definitive conclusions were reached about the desirable order
anong such nmeasures as trade liberalization, nonetary stabilization, and
domestic financial liberalization, a rough consensus did enmerge on two
points. First, reduction of the budget deficit should precede nonetary
stabilization and other neasures. The reason is that a country nust finance
a budget deficit either by borrowing or by the inflation tax. |If the
inflation is elimnated before the budget deficit is reduced, the result
coul d be excessive borrovving.40 Second, international financia
liberalization, particularly the renoval of controls on capital inflow,

should conme last. The reason is that otherwise capital flows will be free
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to respond to distorted relative price signals (e.g., an excessively high
relative price of non-traded goods), and the result nmmy again be
over borrow ng.

East Asian countries tend to have stronger fiscal positions than Latin
Anmerican countries. But many have chosen to undertake internationa
financial liberalization nore rapidly than donmestic financial
liberalization, with apparent success, in contradiction to the conventiona
wi sdom regardi ng the opti mal sequence. Japan and |Indonesia are two
countries often cited in this connection. ** one possible justification for
the reversed sequence concerns the already-noted problem of unconpetitive
domestic financial institutions. Were donestic financial interests are
able to oppose liberalization politically, or lack the know how to conpete,
opening up to international financial markets nay be a way to overcone this
resi stance, as the donestic institutions are given the exanple of foreign
banks and securities traders to enulate, and are forced to conpete.42 The
theme of providing conpetition for donestic banks is anplified in the

foll owi ng section.

V. SOME MORE | SSUES FOR REGULATORY PCOLI CY

Even for countries where banks will continue to be the dom nant form of
finance for the foreseeable future, a government program of financi al
liberalization is inportant. As nmany authors enphasi ze, however,

|l i beralization does not nean an end to bank regul ation

. t ban I | ial instituti

Careful, professional prudential supervision of banks and ot her
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financial institutions is as inportant as ever. Indeed, in many countries,
it needs to be strengthened as a prerequisite to full liberalization of
interest rates.® Regul ators nust guard agai nst overconcentration of | oans
to a single industrial group related to the bank itself.* (Such practices
in Thailand, for exanple, led to large |osses on the part of a particular
fi nance conpany and thereby to a financial crisis in October 1983.
Overconcentration of loans frombanks to affiliated groups also contributed
to the Chilean collapse of 1982.) It is especially inportant to nonitor
bank capital as measured by the nmarketplace (i.e., the value of bank
shares), not just the accounting measure of capital. G ven increasing
mar ket orientation, and feedbacks between bank credit and equity or | and
prices, supervision will require nore careful attention to conditions in
securities and other markets, to guard agai nst specul ative bubbles. Many
countries will want to adopt the G 10's Basl e capital adequacy standards for
banks, as the Philippines is considering doing.45

Capital adequacy is also an inportant issue for securities firns.
Supervi sion of banks and securities conpanies mght be easier if conducted
within a single government agency, which strategy Korea, Singapore and

Tai wan seemto be follow ng, as opposed to the U. S. model . *°

V.2 Information fl ows
Many countries need also to inprove the flow of information. This
i ncl udes accounting standards, corporate disclosure, external auditing, the
devel opnent of credit-rating institutions [as recently established in
Mal aysia], and restrictions on insider trading.47 Those who fear that such

scrutiny will inhibit the devel opment of financial narkets should consider
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how much tighter rules and practices are in the United States, with its
wel | - devel oped financial markets, than in npbst Asian countries.

It should go without saying that a free and open press is also an
essential part of the free flow of information. That this perhaps needs to
be said is illustrated by Singapore's rocky relations with several foreign
periodi cal s, which happen to be the ones that are the npbst inportant in the

world to its devel opment as an international financial center

V.3 Central Bank |ndependence

Many countries around the world are in the process of granting
i ncreased i ndependence to their central banks, including long terns for bank
board nenbers wi thout easy renpval by the executive branch, and a principle
that professionalismshould guide the bank's activities. This is a policy
reformthat, while helping credibly to establish non-inflationary nonetary
policy, can at the same tine help promote financial developmant.48 The
Phi l'i ppi nes, for exanple, adopted a law to strengthen its central bank in

June 1993.49

Addr essi ng overhangs of nonperfornming loans is one of the three
essential areas in banking policy that Fischer (1993, p.127-128) lists as
pre-requisites for opening up to international financial narkets. (The
first is enhancing conpetition anong banks, addressed bel ow, and the second
i s strengthening prudential regulation and supervision, addressed above.)
He recomends starting by explicitly assessing the magni tude of the problem

and then either liquidating or recapitalizing. To the extent that newy
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entering foreign banks can participate through nergers or |icense takeover
they could be let in sinmultaneously. But Fischer suggests that if capital
controls are renoved before the bad | oan problemis fully addressed,
domestic interest rates will as in Latin Anmerican countries fail to converge

to the world | evel

V.5 Reserve Requirenments

Donestic banks will be put at a conpetitive di sadvantage vis-a-vis
foreign financial institutions if international l|iberalization takes place
whil e donestic reserve requirenents are still high, as already noted.

I ndeed, this is why Indonesia sharply reduced reserve requirenments when
undertaking international l|iberalization in the 1980s. °

Required reserve ratios vary widely in East Asia, fromhigh levels |ike
21 per cent in the Philippines, to lowlevels like 2 per cent in Indonesia
after they were reduced. There is, however, a general nove toward
simplifying policy by equalizing requirenents on demand deposits and tinme
deposits within each country.51

Hi gh reserve requirenents are one neans of financial repression, and as
such are in thensel ves bad for financial devel opnent. On the other hand,
they are good for nonetary control, and are often used as a neans of
financing a budget deficit or a nmeans of sterilizing reserve inflows, in the

sense of preventing the inflows fromincreasing the noney supply broadly

defined. They are a way for the governnent to get seignorage to help

finance a budget deficit, without directly leading to inflation.
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In addition to raising reserve requirenents on banks, there is another
way that the authorities can obtain seignorage fromthe financial system at
the expense of repressing financial developnent. The first conponent is
"conpul sory finance": forcing captive banks and other financial institutions
to absorb governnent bonds at artificially lowinterest rates. This
underm nes bank profitability, and nmust be viewed as inconpatible with the
strategy of devel oping conpetition for banks via greater market-orientation
donmestically or greater openness internationally. Thus the second conponent
is to continue to repress the rest of the financial system for exanple
through taxes on securities transactions, in order to keep the banks
vi abl e. >

The inconpatibility comes to the fore when the budget deficit is large.

Japanese banks in the 1970s absorbed every-increasing quantities of
government bonds at bel ow narket interest rates, until their grow ng
conmplaints forced the governnent to shift to a policy of narket-determ ned
interest rates. >

If the choice is between high reserve requirenents on the one hand, and
compul sory finance on the other, a consensus of authors seens to favor the
former. The argument is that providing an environnent in which banks are
forced to conpete is absolutely essential, and that establishing a
conpetitive market in governnent bonds is the best way to begin this
process. Fry (1990) and Lynch and Norton (1992) urge letting interest rates
on governnment bonds be determined flexibly in the marketplace, as opposed to
forcing captive banks to absorb themat artificially low interest rates. >

Mar ket -determined interest rates provide a useful indicator of the state of

supply and demand of credit, which banks and corporations can use as a
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benchmark in their own activities, which has been a notivation for reforms

i n Singapore, Ml aysia and Hong Kong.55 More specifically, markets send
signals to the rest of the financial systemon sone key nmagnitudes: the
appropriate differential between the interest rate and inflation (positive,
unlike many financially repressed countries the world over), the appropriate
spread between |l ending rates and deposit rates (positive, unlike in sone
Devel oprment Finance Institutions, but just |large enough to cover reasonable
costs, unlike anong inefficient banks), and the appropriate spread between
long-termrates and short-termrates (positive nmost of the tine).

Furthermore there are sone advantages inherent in a nonetary policy
that is market-based, i.e., based on interest rates rather than credit
ceilings. Changes in nonetary policy can be transmitted rapidly and evenly
t hr oughout the econony.56 A good summary of the position runs thus:

"Recent experience suggests that the best way of stinmulating

financial sector conpetition and efficient financial

internmediation is to encourage direct financial markets. In

particul ar, the devel opnment of auctions and secondary markets for

treasury bills not only provides an efficient formof nonetary
control, it also ...provides salient conpetition to the financi al

institutions...." [Fry (1990, p.32).]

It has al so been argued, by Cho (1986), that the devel opnent of an
active equity market is a pre-requisite for liberalization of the banking
system This prescription as to the optinmal sequence of liberalization
seens to fly in the face of the three natural stages of financial
devel opnent that were proclainmed at the beginning of this paper. Cho argues
that unregul ated cartelized banking systens in East Asian countries are in
danger of excluding borrowers who are risky but have hi gh expected returns,

and that equity markets are needed to finance these productive firns, while

the banks concentrate on the well-established safe borrowers. The logic is
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based on the Stiglitz and Weiss (1981) nodel of inperfect infornation, in
whi ch unregul ated financial markets lead to credit rationing, and to the
i nefficient exclusion of risky borrowers.

Cho recommends retaining governnent intervention in the credit narket,
until equity narkets can be introduced. It is far fromclear, however, that
equity markets are better able to solve the inperfect information problem
than are banks. |Indeed, the literature inspired by Japanese banking
rel ati onshi ps argues the reverse, as noted in Section |.2 above. Mich
depends on whether a country believes that its governnent regulators or its
der egul at ed bankers would better be able to duplicate successfully the
monitoring function of Japanese banks. Mst econonists would bet on the

der egul at ed bankers.

V.7 Safeguarding the Payments Mechanism

This still leaves the issue of whether financial |iberalization night
not put too mich conpetitive pressure on banks. Nakajim and Taguchi (1993,
p.3-4) blanme such pressure in part for the 1987-89 specul ative bubbles in
Japanese land and equity markets, and its costly afternath in 1990-93. The
argurment is that conpetition fromthe expanding securities sector caused a
sharp decline in banks' profit margins, and the banks went into risky
i nvestnent projects like real estate in response.

One nmust say that other factors in addition to financial |iberalization
al so played a large role in these specul ative bubbl es. >’ Nevert hel ess, there
is a well-known and genuine conflict between the role of banks as players in
the fast-noving world of securities markets and their role as the paynents

mechani sm for the economy. The possibility of failure of banks where
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transactions accounts are kept is a sufficiently dangerous threat to the
econony to justify sone degree of governnment regulation and protection
which is politically inpossible to deny anyway. This logic inclines ne to
support Reginme Il in the taxononmy of Nakajinma and Taguchi (1993, p.24-25):
public protection for the provision of paynents services, but not for the
service of internediation per se. One possibility is for the protection to
take the sinple formof a regulation that banks taking liquid deposits nust
back them wi th hol di ngs of Treasury bills, which renders the issue of

gover nment insurance al nnpst npot.

My caveat is sone skepticismas to whether "firewalls" separating these
functions within a given bank are realistic, especially in Asia. One is
tenpted then to conclude that universal banking m ght be | ess appropriate
than separation of financial institutions into securities conpanies (wthout
public protection) versus transactions banks (with protection). Arguing in
favor of Reginme Il without the separation, however, is evidence that there
are cost-saving conplenentarities between the two bank functions of taking
deposits fromcorporations and investing in them The goal of regulators
shoul d be to all ow conplenentarities between the two functions to the extent
possi ble, while making sure that only the transactions function is

prot ect ed.
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Endnot es
The now-cl assic references on financial repression are McKi nnon (1973) and Shaw (1973). The
erature is reviewed by Fry (1993b).
There is sone overlap between this hypothesi zed sequence and the patterns identified in two
ssic references on financial developnent: Gurley and Shaw (1960) and Goldsmith (1969). They
cribed a process whereby financial interrelations, as reflected in the value of financia

truments outstanding, increase rapidly during early stages of developnent. Bryant (1987, p.10-1

es a concise summary of the generalizations that enmerged fromthis work.

Fry (1990, sections 5 and 9). [An exanple is the decision of the Korean governnent in the 1970

channel bank funds to chenicals, steel, and other heavy industry.]

St udi es of Taiwan, |ndonesia, Thailand and the Philippines find banking sectors that are sinmla
fficient, cartelized, or bureaucratized, despite privatization. Anmong the visible synptons are
requent changes in interest rates, high spreads between borrowing and | ending rates, and a | arge
ber of bank branches. E.g., Cheng (1988) on Taiwan [and Cole and Sl ade (1990) on I|ndonesia and

son and Rocha (1986) on the Philippines.] See Fry for a good overview (1990, p.29-31).

See Yung Chul Park (1991) on this point.

Mai n banks and their nonitoring function are explored by Aoki and Sheard (1992), Hamada and
iuchi (1987), Hodder (1991), and Hoshi, Kashyap and Sharfstein (1990) and Meerschwam (1989, 1990
ng others. For a survey of this and other aspects of corporate finance in Japan, see Franke
93a). One should note that the main bank system | ooks slightly tarnished now, conpared the 1980

cases such as the 1993 Cosnp Securities scandal, main bank nonitoring does not seemto have bee

y effective.
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Zysman (1983) and Bi signano (1990) are two of many references on the Angl o- Anrerican "market -

ed" system vs. the Gernman-Japanese-French "credit-based" system

For exanpl e, Hoshi, Kashyap and Sharfstein (1990) suggest that there nay be hidden costs to the
tem of bank nonitoring, and a cheaper way of overconing the information and incentive obstacles
rowing -- which is available only to older, well-established, successful firns -- may be to take
antage of the firms reputation by issuing AAA-rated bonds. It is noteworthy that agencies that
e the creditworthiness of corporations (the anal ogues of Mody's or Standard and Poor's) did not

elop in Japan until recently.

Frankel (1993a), a survey of the evolving Japanese system suggests how this might be. 1In term
game theory, the cooperative equilibriumthat is based on banking rel ati onshi ps nay not be

tainable, in a world where newconers are playing by different rules.

In a simlar vein, Singh and Hanmid (1992) find that firms in devel oping countries tend to use
ernal finance to a smaller extent than do firnms in advanced countries. However, mnuch of their
ernal finance is borrowing fromthe government. Furthernmore Singh and Hamid find it difficult t
eralize across countries, with regard to such financial variables as gearing ratios, even within

subset of successful East Asian econoni es

Meyer (1988) argues that, although equity narkets are very well-developed in the U K and the
in the sense of volume and conpetition [and the Efficient Markets Hypothesis], they are not as
icient at financing investnment and growh as are the financial systenms of Japan, Germany and oth

ustrialized countri es.
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The case of Australian banking deregulation in the 1980s is considered in MacFarl ane (1991).

The parallels between the 1980s debt crisis and the experience of the 1930s are striking

chengreen and Portes, 1989, and Fishlow, 1986).

This issue arose in July, to take one exanple, in Colonbia' s efforts to attract British

estnent [into its newy discovered oil fields].

Many of the econonists investigating at equity investnment in enmerging markets were recently

ught together by Claessens and Gooptu (1993).

Rhee (1992, 16-17).

Rhee (1992, p.48).

Frankel (1993b) and sources cited there give a nore conplete picture of the issues.

Kim (1991, p.22).

oum (1991) and K. Kim (1990, p.11).

Ki hwan Kim (1991). Ohers who note the slow pace of Korean financial |iberalization include

90, 42-44) and ParKk.

E.g., Kihwan Kim (1991, 21).
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U.S. Treasury (1990b, p.261) National Treatnment Study.

U.S. Treasury (1990, p. 243).

Ei ght of them Anerican. Qum (1991, p.7).

U.S. Treasury (1990, p.261).

U.S. Treasury (1990, p.258).

Oum (1991), and The Econonist, "The Korea that can say no," March 23, 1991

OQum (1991, p.10-11). Evidently there is a need to encourage nore saving in longer-term

urities, instead of short-term (Fry, 1990).

Li ndner (1991a, p.18).

Ki hwan Kim (1991, p.22) and OQum (1991, p.9). But apparently there will be a 10 per cent |im

foreign ownership. (Economst. March 23, 1991.)

The Korea Tines, Dec. 19, 1991.

oum (1991, p.7).

oum (1991, p.7).
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Byrne (1992, p.17-20).

The Econom st, Novenmber 6, 1993, p. 104.

Har berger (1989?, p. 165) proposes dealing with "congestion externalities" in borrow ng by

tituting an "international borrowing tax." For possible disadvantages of unrestricted borrow ng

al so Diaz-Al ejandro (1985) and the papers by WIllianson and others in Reisen and Fischer (1993)

Frankel (1993d). Note Fry (1990, p.11): "Successful financial restriction is exenplified
..three effects on the demand for noney: a rightward shift in the function, a higher incone

sticity, and a lower interest-rate elasticity."”

See, e.g., Kwack (1993) and Frankel (1993d).

E.g., MKinnon (1991), who believes that China has succeeded in limting the fiscal deficit so

avoi d dependence on the inflation tax.

E.g., Frankel (1984), and Marshall (1991) or Cole and Sl ade (1992), respectively.

The Philippines, for exanple, is in the process this year of letting in foreign banks with the

licit goal of conpeting down donestic interest rate spreads (Manal ac, 1993).

Asi an Devel opnent Bank (1993, p.57), Diaz-Alejandro (1985), Fischer (1993, p.126), Fry (1990,

6) and Lynch and Norton (1992, p.18).
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Fi scher (1993, p.126-27) and Robi nson, et al (1991, p.22).

Manal ac (1993, p.13-15).

Rhee (1992, p.55-60, p.52).

Fi scher (1993, p.127), and Lynch and Norton (1992, p.7).

Fi scher (1993, p.126) remarks on the need for banking supervisors to have a strong institution

ition, e.g., to be free frompolitical interference.

Manal ac (1993, p.19).

Fry (1990, p.32).

Fry (1990, p.16, 32).

Fry (1990, p.11).

E.g., Frankel (1984, 1993a), and the other references cited therein

Fi scher (1993, p.125) concurs. But he wants reserve requirenments on banks reduced as well, wh

ot her authors see a role for keeping themup, so that the government gets needed seignorage.

arly a liberalizing country is better off if it does not have a | arge budget deficit that needs

financed to begin with. But that is easier said than done.

Lynch and Norton (1992, p.5). See also Asian Devel opnent Bank (1993, p.40).
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Lynch and Norton (1992, p.18). Enmery (1992) explains that the absence of an active governnent
d market in Korea hinders the ability to conduct open market operations. Simlarly, it makes

rilization operations nore difficult, as noted.

A major factor was expansionary nonetary policy, in part notivated by a perceived need to supp
dollar. One might also wonder whether major specul ative bubbl es have not historically been a

te of passage" for a new world power (Frankel, 1993c, p.10).



