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1. Introduction
Economists have long debated the advantages and disadvantages of bank-based financial systems vis-à-vis market based systems. This discussion especially becomes important when one consider the effect of financial system on growth. A developed financial sector favors growth through the mobilization and efficient allocation of savings, while growth permits the financial sector to achieve economies of scale and increase its efficiency. This reciprocal influence may be at the origin of cumulative processes and hence of the appearance of virtuous circles of development or, on the contrary, of poverty traps. However, many studies had focused on advanced capitalist economies; US and UK as examples of market based systems and Japan and Germany as examples of bank based financial systems. It is interesting to note that recent trends in certain intermediate-income developing countries are very different from those now characteristics of the industrialized economies.
The recent arguments present a balanced view on the both of the financial system, not merely supporting the Anglo-Saxon system. The bank finance has advantages in minimizing the problems of adverse selection and moral hazard with its better monitoring function, while capital market finance may be better at resource allocation with the price signals it can provides. The relative attractiveness of each financial system depends on broader institutional settings, the stage of economic development and regulation policies. The benefit of the bank-based system is more when the economy has severe information problems and monitoring by banks is effective, whereas the development of financial and legal infrastructure to help acquire information less costly and increases the informativeness of securities prices. Since both of the systems have advantages and disadvantages we can expect the economic growth is not that much related to the specific financial system. In fact, recent empirical studies indicate it is the financial deepening itself regardless of the bank-based or market-based system that can lead to higher growth.
In the next section we will try to look at the relationship between financial system and economic growth, then move onto the financial liberalization, and give a very brief representation of the reasons for financial crisis, and the changes in the financial system. The last part will stress the experiences of Korea and Turkey in terms of their financial development and economic growth processes. 

2. Financial System and Liberalization
2.1. Financial System, Financial Development and Economic Growth

Financial system and economic growth

A ‘financial system’ can be defined as broad arrangements of financial markets and institutions, and the way that capital is. It serves an important role in an economy by channeling savings to productive uses and providing corporate governances. The more developed the financial system, the better financial resource allocation and monitoring over the companies we can expect to see. Many studies have illustrated the existence of a positive correlation between financial development and the development of the economy as a whole (Levine, 1997). However, these studies do not always establish the direction of the causality between the two variables and those, which seek to identify the direction of the causality often, led to ambiguous conclusions. In fact, on the theoretical level there is a presumption of a reciprocal influence between financial development and economic growth. A developed financial sector favors growth through the mobilization and efficient allocation of savings, while growth permits the financial sector to achieve economies of scale and increase its efficiency. This reciprocal influence may be at the origin of cumulative processes and hence of the appearance of virtuous circles of development or, on the contrary, of poverty traps. 

The biggest contribution of the financial system to growth undoubtedly comes from the setting up of an efficient and adaptable system of payments. The existence of a reliable means of exchange is a necessary condition for growth. In its absence, prohibitive transaction costs would cancel out any productivity gains linked to the division of labor and prevent the beginning of any economic growth. Payments systems evolve in parallel and interactively with economic growth. Growth brings productivity gains, but also continual opening up of new markets and incessant diversification of the goods traded. The increasing complexity of trade brings a growing monetization of the economy, which is necessary in order to sustain the volume of economic activity. Moreover, the existence of financial markets and/or banking intermediaries can ensure better mobilization of the available savings by facilitating the agglomeration of the economy’s financial resources. This permits the use of more profitable technologies, which require a high initial investment. Through exploiting in investment opportunities more efficiently, financial intermediaries can provide savers with a relatively higher yield, while at the same time contributing directly to a rise in the productivity of capital and hence the acceleration of growth. 

Mobilizing sufficient resources for investment is certainly a necessary condition for any economic take-off, but the quality of their allocation to various investment projects is just as important a factor for growth. There are inherent difficulties in the allocation of resources to investment projects, connected with productivity risks, incomplete information, concerning the likely return on projects and imperfect knowledge of entrepreneur’s real abilities. The return on investment projects is uncertain because of the existence of productivity risks connected with the imperfect mastery of technology and also risks related with the intensity of future product demand. Such uncertainties favor the emergence of stock markets or banking intermediaries, which enable agents to diversify their investments. Risk diversification is direct in the case of stock market, however it is indirect in the case of banking intermediaries, which, by diversifying their own portfolios sufficiently, can offer guaranteed returns to their clients. Saint-Paul (1992) highlights the effects of investment-return risks on technological choices. Improving productivity implies adopting more specialized technologies, but this increases the exposure to profitability shocks. In the absence of financial markets, the investment-return risks may be diversified by technological flexibility, which means choosing less specialized, and hence less productive, technologies. From this standpoint, the development of financial markets appears all the more attractive because the opportunity cost (in terms of lower productivity) of technological flexibility is high.

A second factor leading to the establishment of financial institutions is the presence of liquidity risks. These risks are due to the fact that some productive investments are highly illiquid, in the sense that the premature sale of these assets implies a substantial reduction in their yield. The effects of these risks can be mitigated by creating financial institutions, which allow agents who suffer liquidity shocks to make direct or indirect exchanges with agents who are not obliged to liquidate their productive assets. These exchanges are indirect in the case of banking intermediaries. 

A third factor is the gathering of information on the competence of entrepreneurs and/or the return on investment projects. This information is particularly lacking in the case of technological innovations which may generate productivity gains but which are not yet completely mastered. In other words, despite the diversification of productive risks, there is still a positive probability of investing in unprofitable projects. This probability is inversely correlated with the available information on the quality of investment projects. Collecting information on different projects involves evaluation activities, the overall cost of which consists essentially of fixed costs. If these fixed costs are sufficiently high, they tend to dissuade individual agents from undertaking such project evaluation activities themselves. This increases the probability of investing in unprofitable projects, reduces the productive efficiency of investment and is detrimental to economic growth.

Taxonomy of financial system 
In the above section, we have assumed that financial intermediation activities can be performed equally well by financial markets or by banks. However, Broadly speaking, the system is divided into the bank-based and the market-based according to the relative role of financial institutions and the market like stocks or bonds. Whether the comparative development of financial markets (equity and bond markets) and banks can influence economic growth is however, a question, which has long been hotly debated. The debate is constantly being fuelled by the differing economic development experiences of countries which first concentrated on financial markets (UK, US) and those which gave priority to the system of universal banks (Germany, Japan). In fact, up to the early 1990s, most economists argue the bad performance of the U.S. economy compared to Japan was due to inefficiency of the market-based system especially for long-term economic growth. The arguments seem to support the bank-based and relationship-based system such as Japanese main bank system. But the pendulum swung in the opposite direction according as the Japanese economy faltered and the U.S. economy was in a good shape in the late 90s. In particular, the East Asian crisis gave another momentum to denounce the bank-based system. Now, they point out serious problems of the bank-based system like inefficient capital allocation along with intimate relationship between banks and firms, and most of all, vulnerability of the economy with higher debt-ratio. The moral hazard problem in the bank-based system is much worse, sometimes with the government implicit bailout finance, only to do harm to the economy and the system is more fragile to the financial crisis (Greenspan, 1999)
.

It should be pointed out that in certain countries the financial markets played a much greater role in financing investment when these countries were at a less advanced stage of their economic development. According to the estimates presented by Allen (1993), the financial markets in UK contributed between 25% and 33% to the financing of fixed capital formation during the second half of the 19th century and at the beginning of the 20th century. However, internal funds covered the greater part of investment financing in the developed countries after they reached a certain stage of development. It is interesting to note that recent trends in certain intermediate-income developing countries are very different from those now characteristics of the industrialized economies. According to the estimates of Singh (1992), the contribution of external sources to the financing of fixed capital formation in the 1980s was well over 50% with a significant share coming from the stock market. 

Big debate: bank based vs. market based

About which system is better, there have been lots of arguments and most economists agree that each of systems has own benefits and drawbacks. Most of all, since the financial market is never complete, always suffering from inherent problems related to hidden information and action the difference between the financial systems comes up.
 Moreover, even the interests of managers and owners are never the same and sometimes there is a conflict between them (Crotty, 1990). In the context of a debt market, imperfect and asymmetric information related with adverse selection and moral hazard between borrowers and lenders, leads to a result of equilibrium credit rationing. In addition to well-known asymmetric information, the fundamental Keynesian uncertainty about the future aggravates the limit of the financial market (Keynes, 1936). Also, so-called ‘agency problem’ in the incomplete contract around the separation of management and ownership, the cost of external finance necessarily exceeds the cost of internal finance, whereas these costs must be identical in a perfect market.
 
Most of neoclassicals still stick to a support for the market-based system with the belief of the ‘efficient financial market’ and this belief went stronger in recent ‘neoliberal’ era. They assert the stock market is better than the banks in that it generates the efficient information about the performance of firms reflecting the fundamentals in the real sector. The stock market can play a role of effective monitoring because firms’ stock price will fall with bad performances and finally will be taken over by others in the stock market. Thus the managers must make all-out efforts to maximize the value of firms in the stock market, naturally leading to the best performance according to the theory (Sharfstein, 1988). Also, shareholder meetings and performance pay like stock options are presented as other control mechanisms. It may be true, in external financing, equity gives a voice to investors in the direct control of the firm, while debt provides less binding control on management, particularly the maturity is long. So firms are argued to prefer internal funds, then long and short-term debt, and lastly equity financing according to the pecking order theory.
 

However, it doesn’t guarantee the better monitoring of the stock market. First of all, takeover mechanism in the stock market doesn’t take place well because the market liquidity is important fore that but shareholders are hardly willing to sell their holdings.
 There is no reason raiders’ assessment of firm performance is superior to that of the current management and in reality the takeover depends on not the performance but the size. Many studies find the M&A is not related to the firms’ performance and doesn’t lead to an increase of economic performance (Crotty and Goldstein, 1993; Morck, Shleifer and Vishny, 1988). Also, shareholder meetings and performance pay can’t be a good mechanism either because of problems of coordination of small shareholders, and political and social constraints. The bottom line is the price in the stock market is usually determined by speculative ‘noise trade’ and so unstable that it could be harmful to investment in the real sector (Shleifer and Summers, 1990). Considering the fundamental uncertainty and speculation in the stock market in Keynesian world, the problem of the stock market goes even more serious (Bernstein, 1998). Incomplete information also causes high transaction costs in the stock market so that financing in the market is less efficient and costly. Sometimes, issuing stocks gives a negative signal itself signals about the quality of firms, thus leading to a high cost. Small and medium companies are liable to have hard time compared to big companies with good reputation when there are serious problems of incomplete information that prevent development of the stock market from reducing the financing cost and inducing investment (Stiglitz, 1992).

Thus, in monitoring, most of economists think of the bank-based system better than the market-based system. In theoretical models, debt can solve the problem of managers’ misreporting cash flows for the purpose of their own benefit and it does not need costly verification and can discipline management to exert efforts in order to default, whereas monitoring through the equity market doesn’t operate well owing to information and collective action of shareholders. And it exerts a disciplinary effect on management, to the extent that a default would give the creditor the option to force the firm into liquidation (Takagi, 2000). Moreover, when the banks and business can make a long-term and intimate relationship like in Japan or Germany, banks have more incentives and efforts to monitor the firms that borrowed capital from them. In particular, economic growth could be encouraged more in the bank-based system since it can induce longer-term investment in the real sector, whereas investment in the market-based system are too sensitive to the stock market price with short-termism. Thus the bank-based system can encourage productive investment less affected by the unstable financial market. Even in recession, the intimate relationship between banks and business can let the firms continue investment not pushing them bankrupt (Hoshi, Kasyap and Sharfstein, 1990).
 Moreover, expansive or industrial policies of the government can be carried out more easily as the bank-based system provides governments with more measures to intervene into the financial sector like interest rate regulation and policy credit than the market-based system (Pollin, 1995). Besides, the bank-based system is argued to be relatively better in the ‘stage financing’. When the businesses starts, it is never easy to draw capital from the capital market and usually they depend on the financial institutions. 

Of course, the bank-based system may go into a malfunction and the market-based system could be better in some respects. The bank-based system could induce relatively high debt of firms, making them financially more fragile as Minsky argues. Especially when the government gives banks or firms implicit guarantee for survival, the moral hazard problem of banks and business and agency costs could be very high. Frequently, governments can’t let banks go bankrupt because either they use banks as a policy tool or they are concerned about the financial instability, and can’t let firms go bankrupt if they are too big to fail.
 Without proper monitoring function of banks, the business comes up with bad performance. Recent studies point out the intimate relationship can lead firms less sensitive to cash flow, even ignoring the price signal of the market and decreasing the efficiency of investment when they explain recent stagnation of the Japanese economy compared with the boom of the U.S. economy (Rajan and Zingales, 1998). To them, the most important problem in the relationship-based system without a good process of disclosure is there are poor price signals to guide investment decisions and widespread and costly misallocation of resources (Rajan and Zingales, 1999; Weinstein and Yafeh, 1998).
 Besides, if power of banks is too big compared to that of business without any competition in the banking sector or other capital markets, then banks may capture rents from the industrial sector. Banks may be reluctant to encourage firms to make risky yet profitable investment because they just care about repayment. It is said that the liquid equity market finance could be a good alternative to finance technical innovation like R&D and new economic activities. The debt finance requires the availability of collateral mostly as a form of fixed capital, so that it may repress the innovative activity, not involved in fixed capital and collateral, and venture capitals usually emerge in the market-based system. When information can be generated and shared in the market very well, the resource allocation based on the market may be the better. 

In sum, the recent arguments present a balanced view on the both of the financial system, not merely supporting the Anglo-Saxon system. The bank finance has advantages in minimizing the problems of adverse selection and moral hazard with its better monitoring function, while capital market finance may be better at resource allocation with the price signals it can provides. The relative attractiveness of each financial system depends on broader institutional settings, the stage of economic development and regulation policies.
 The benefit of the bank-based system is more when the economy has severe information problems and monitoring by banks is effective, whereas the development of financial and legal infrastructure to help acquire information less costly and increases the informativeness of securities prices. In this respect, the bank-based system is more relevant for developing and transition countries without well-developed accounting and legal systems and with serious information problems. In addition, appropriate legal and institutional environments, conducive to the working of the market itself, should come first before adopting the market-based system, which was frequently not the case in most countries. 

Financial system and developing countries

Since both of the systems have advantages and disadvantages, we can expect the economic growth is not that much related to the specific financial system. In fact, a recent empirical study indicates it is the financial deepening itself, regardless of the bank-based or market-based system that can lead to higher growth (Levine, Loayza and Beck. 2000; Levine, 2000a). Considering the benefit of long-term investment in the bank-based system, it may be thought to encourage higher growth but the problems of the bank-based system may offset it. But, the problem lies in the fact that there is neither good bank-based nor market-based system in poor countries.
 Actually, most of the arguments focus on the advanced countries like U.S.A. and Japan, while developing countries don’t have any of well-developed financial system. 

In most cases, there was so-called strong financial repression by the government in developing countries that resulted in problems, and financial liberalization and development of the capital market followed, which has changed the shape of the financial system. Financial crises were important to start a whole liberalization program that also leads to more serious crisis, and financial opening was also crucial to change the system with foreign capital inflow. In reality, during the 1980s and 1990s a growing number of developing countries introduced reforms aimed at liberalizing and promoting the development of their financial systems. These financial reforms fit into the context of broader structural adjustment programs and generally have two objectives: to assist the macroeconomic stabilization effort by facilitating the transfer of resources towards the traded-goods sector of the economy; and to eliminate the distortions in interest rates, in order to promote the efficient allocation of resources and thus create the conditions for sustained growth. Until the late 1970s most of the developing countries did not face a serious external debt crisis and these crisis clearly demonstrated the need to be able to rely on a sound financial system capable of mobilizing sufficient national resources to finance economic development.
Meanwhile, several countries like the East Asian ones show the successful economic development based on the state-guided financial system. These cases present that the proper role of the state in the financial sector could help encourage economic growth under some conditions. Thus we need to shed more light on the role of the state and financial openness in understanding the financial system in developing countries, in addition to the bank-based or market-based criteria. Besides, financial liberalization and opening related to crises and the evolution of power-relationship around them should be studied to show the process of the change fully. That is what we will turn to in the next section.

2.2. Financial Liberalization, Crisis and Change of Financial System

Financial liberalization Debate

By nature, the bank-based system is more subject to government regulation than the market-based system. In reality, most of governments in developing countries had intervened into the bank-based system, regulating the interest rate and operation of financial institutions and directing bank credit to some targeted sectors. Their purpose was mostly to develop the economy channeling financial resources to productive investment overcoming undeveloped financial markets but this financial repression led to low saving and investment rates and serious corruptions. Accordingly, the wave of financial liberalization all over the world has changed the shape of financial system, especially bank-based system in developing countries.

Many of neoclassical arguments stick to the belief that the deregulation and liberalization in the financial sector can lead to more efficient allocation and higher economic growth. Of course, lots of failures of financial liberalization like Southern countries of Latin America make them present more balanced stance like order of financial liberalization and important conditions for successful liberalization. However, since Mckinnon and Shaw emphasized the serious problems of financial repression the main thrust of this idea has not changed.  Their tenets are based on the assumptions that the government regulation like in interest rates and operation of financial institutions inevitably result in inefficiency and lower growth due to low saving and rent-seeking activities (Fry, 1997). Recently, so-called New-Keynesians recognize the problem of incomplete information inherent in the financial market and the essential role of the government regulation (Hellman et al., 1997). Especially, the mild government repression called ‘financial restraint’ on interest rates and entry of financial institutions can produce a rent to help stabilize the financial system. Moreover, the government directed allocation of financial could induce higher economic growth in developing countries (Stiglitz and Uy, 1996). But they don’t go far to go beyond the neoclassical belief so that they broadly support the neoclassical idea in their argument where the role of the government is somewhat limited only to enhance the financial market. Thus, now there is a consensus that financial liberalization with necessary government regulation does well to the economy.

It is heterodox economists who are strongly against the financial liberalization. Structuralists point out the financial liberalization always induces a vicious cycle of stagflation, quite different from neoclassical perspective. They argue the availability of loanable funds will decrease with high interest rates after the liberalization program and thus economic growth will be retarded (Taylor, 1991). Besides, Post-Keynesian argument asserts the consequence of financial liberalization is ‘speculation-led economic development’ since it causes more risky investment practices and shakier financial structure with new opportunities of rent-seeking activities (Grabel, 1995). Credit rationing due to incomplete information problems in the financial market will evolve in the process of liberalization along with a change of interest rates and margins, an expectation of a coming boom and more competition. As a result, speculation and risk will increase in the economy, only to produce a bubble and burst at last, which brings about a more serious credit crunch. Of course, institutional settings around financial liberalization like the relationship between the business and bank, and the government policy are crucial in the process. If there is cozy relationship among them like between the business and banks then the problem goes more serious.
 It means that the liberalization program without addressing structural problems of the bank-based financial system just leads to a failure. Surely, capital account liberalization aggravates the process because foreign investors show more serious ‘herd behaviors’ without less information and the financial crisis comes out as a currency crisis, or ‘twin crisis’. 

Liberalization and Change of Financial System

Financial liberalization indeed limits the role of the government in managing the economy with the intervention of the financial sector significantly. But the vulnerability of the economy tends to increase and financial crises are liable to follow the financial liberalization program in most countries. This process may encourage the bank-based system to turn into the market-based system. Governments in developing countries usually open their financial market after the financial crises, forced by the international organization, the U.S. government and international capital (Haggard and Maxfield, 1996) and their recommendation on the financial system is mostly to adopt the Anglo-Saxon system. In reality, the stock market grew very highly in most of developing countries and companies finance their investment from the stock market more and more (Singh, 1997). Neoclassical argument of the benefit of the stock market is the well-operating capital market can complement the bank-financing since there is less moral hazard and adverse selection problems. Accordingly, what we saw is the change of the financial system mostly toward the market- based system over the world with financial liberalization and crisis. The East Asian crisis shows it very clearly and it calls on us to study the process. 

However, as we already argued, this change could lead to a worse effect on the long-term economic growth considering the problem of the market-based system. In reality, the rapid growth of the stock market along with financial liberalization in developing countries was not helpful and did not encourage financial efficiency. Although the firms finance more from the stock market due to the higher interest rates in the liberalized system, the stock price in developing countries has been more volatile than that in developed countries, not reflecting the economic fundamentals. Also, the rapid inflow of foreign portfolio capital against the backdrop of high interest rates in developed countries and high growth prospects in the emerging market but the shock and the following outflow just led to a serious financial crisis. Thus developing capital market incorporated with opening in the currency market can destabilize the economy only to lower the long-term investment. In order for the stock market to operate well, they need other institutions or well-developed infrastructure to guarantee transparent monitoring like good accounting systems and credibility evaluations most of which the developing countries lacked. In many cases, financial liberalization and opening just led to a financial crisis and retard growth with vulnerability of the financial sector and destabilization of the economy, when there were no complementary institutions and financial reform (Gonzales and Arrieta, 1988; Jomo, 1998). Even if some argue the bank-based system is more prone to a financial crisis, especially like the East Asian crisis, the crisis seems to happen regardless of the financial system. Even the East Asian crisis can be explained by a market failure with a burst of bubble that followed financial liberalization that is so general, not at all related to the East Asian financial system (Allen and Gale, 2000a, Williamson, 2000).

In this regard, it would be very interesting to study concrete experiences of several developing countries in terms of the change of the financial system and its result. In the following section, we will compare the financial system in Korea and Turkey to get the relevant lessons for other developing countries. Turkey was an extreme example of financial repression up to the 70s and the government itself intervened into the economy with public firms according to the import substitution strategy. Since the early 80s, the government adopted the financial liberalization program with the IMF bailout finance package after the crisis. However, financial liberalization led to a failure without any development of good financial system and the crisis is ongoing even now. By contrast, the Korean economy was so successful in economic development, based on the financial control of the government coupled with industrial policy. In the 80s, financial liberalization was only limited but the financial system changed only to weaken the role of the government. The careless liberalization in the early 90s led to the financial crisis and the financial system is changing more with the financial market opening.

3. Korea and Turkey 

3.1. Korea: From a Success of Financial Control to a More Market-based System

3.1.1. State-guided bank-based system with capital controls

The Korean financial system has already got so much attention from researchers because it is thought to be one of the most important institutions to lead to the miraculous economic growth. Basically, it was bank-based with limited development of capital market and the government controlled the financial market so strongly (Chang, 2000), what we may call a state-guided bank-based financial system.

The government established the system with such measures as nationalization of commercial banks, control over the central bank and control over foreign capital in the early 60s. Though as early as in 1965, interest rats were liberalized a bit and is argued to be market-oriented, the government control continued so strong.
 In general, the government kept the low interest rate policy with preferential loans, frequently negative real interest rates up to the 1980s. The government intervened into the allocation of capital with several policy loan programs in line with industrial policy. 

Table. Share of Policy Loans by Deposit Money Banks and Special Banks (%)
	
	 73-81
	 82-86
	 87-91
	Average 

	 Policy loans / Total DMB loans
	 63.0
	 59.4
	 59.5
	   61.2

	 Loans by special banks / NBFI loans
	 48.0
	 32.3
	 15.3
	   35.9

	 All policy loans / Total credit
	 48.9
	 40.8
	 30.9
	   42.4


Source: National Statistics Office, Korean Economic Indicators, various issues;

Bank of Korea, Monthly Bulletin, various issues; in Cho and Kim (1997)

The share of policy loans in Korea was so high, export loans held the largest share and others including loans for machinery, special equipment funds, and foreign currency loans allocated to mainly HCI captured large shares. The government used the policy-based loans extensively to allocate financial resources to priority industry like export industry or HCIs
.

It is characteristic that the system was also with strong capital controls measures (Nembhard, 1996). The tight capital controls in Korea covered all of the capital inflows and outflows like foreign direct investment and portfolio investment.
 However, the government also induced foreign capital, as a form of foreign borrowing that was also allocated by the government policy needs. Foreign capital did play an important role in investment complementing insufficient domestic capital when the financial market is underdeveloped but the government control was not encroached at all. Since the government allowed banks to guarantee foreign currency loans to private sector in 1966, foreign capital inflow as a form of borrowing soared.
 Because foreign borrowing was possible only on an approval of the government, it was a great source of policy loan. Thus what appeared was not suppression of foreign capital but strong management to help promote investment and economic growth. Rather, it gave the government a leverage to control the financial sector and direct domestic investment so effectively.
Though it was mostly bank based, the government also made an effort to establish other financial sectors including capital markets and non-bank financial institutions (NBFIs) such as short-term finance companies, mutual savings. In the early 1970s when the curb market grew, the government froze the informal and allowed various NBFIs instead in order to attract capital in formal sector. The capital market to raise liquidity was also promoted in the 70s by several acts and measures, which was also aimed at reducing high debt ratio of firms due to excessive borrowings from banks. However, up to the mid-1980s, still the development of capital market was very limited and the government controlled most of financial resources, though the less controlled NBFIs grew fast against banks.

After the crisis in 1979-80, the government developed important financial liberalization measures in the 1980s. First of all, it privatized banks from 1981 and brought about deregulation measures about the entry of the financial sector over the 1980s encouraging competition among financial institutions. Besides, it started to scrap regulation on interest rates gradually from 1982 and the share of policy loans in total domestic credit decreased along with a falling share of banks. As for financial opening, the stance of the government was really careful and only limited measures were adopted like the basket-peg exchange rate system in 1980, interest and currency swaps in 1984. In fact, the government still depended on a control of the banks to manage the economy, continuing low interest rate policies for the industrial, and the share of policy loans for banks was still high. During the corporate restructuring in 86-88, huge preferential finance to induce state-led mergers was provided by the banks forced by the government.
 What the 1980s saw was ‘regulated deregulation’ (Dalla and Khatkhate, 1995) and it is not until the 1990s that the far-reaching financial liberalization and opening developed. 

Thus, the Korean financial system till the mid-1980s was the closed bank-based system controlled by the government, in which it mobilized financial resources to utmost and allocate them to targeted sectors in order to promote investment, and even took on the risk of investment failure in the industrial sector. This system is different from the typical bank-based or relationship based system in that the role of banks was just to channel capital and policy tool for the government. There was almost no banks’ monitoring and loan examination over firms and the management autonomy like the appointment of directors and banks suffered from high non-performing loans. Even if so-called credit control system and principal transaction bank system was built from the 70s, it was an attempt to control high debts, totally different from the main bank system in Japan (Nam, 1996). It is the government itself that did the job through policy loans in exchange for the firms’ performance like export credit (Amsden, 1989). This system operated relatively well based on the embedded autonomy of the government to prevent rent-seeking and information problem and succeeded in rapid economic growth (Evans, 1995).
 This specific financial system provides a kind of internal capital market for a ‘quasi-internal organization’ consisting of the government, banks and business (Lee, 1992) that complemented markets for high growth. But in spite of the successful growth, this system generated problems. In addition to problems of banks, it encouraged big chaebols with a bad corporate governance structure and high debts that could be a problem when the government can’t manage it any more.

3.1.2. Demise of the state-guided system: From the late 1980s to before the crisis

The late 1980s was a turning point for the Korean financial system. An important change in the 1980s than limited liberalization is a growth of NBFIs and capital market to lead to a change of corporate financing. 

Table. Growth of NBFIs in Korea

	
	 72
	 74
	 76
	 78
	 80 
	 82
	 84
	 86
	 88
	 90
	 92

	 Deposits
	 

	  Banks
	 81.7  
	 77.3
	 76.1
	 74.5
	 69.1
	 64.3
	 56.3
	 49.4
	 44.3
	 40.5
	 36.2

	  NBFIs
	 18.3
	 22.7
	 23.9
	 25.5
	 30.9
	 35.7
	 43.7
	 40.6
	 45.7
	 59.5
	 63.8

	 Loans
	

	  Banks
	 77.4
	 75.5
	 74.4
	 67.8
	 63.8
	 62.2   
	 57.9
	 56.3
	 51.5
	 49.7
	 48.3

	  NBFIs
	 22.6
	 24.5
	 25.6
	 32.2
	 36.2
	 37.8
	 42.1
	 43.7
	 48.5
	 50.3
	 51.7


Source: Bank of Korea, Monthly Bulletin, various issues.
Table. Growth of capital market in Korea (billion won)
	
	 1980
	 1985 
	 1987
	 1989
	 1990
	 1991
	 1992

	 Stocks
	
	
	
	
	
	
	

	  Companies listed
	 352
	 342
	 389
	 626
	 669
	 686
	 688

	  Capital stock
	 2421
	 4665
	 7591
	 21212
	 23982
	 25510
	 27065

	  Market value (A)
	 2526
	 6570
	 26172  
	 95447
	 79020
	 73118
	 84712

	  A/GNP (%)
	 6.9
	 8.4
	 24.7
	 67.7
	 46.1
	 34.1
	 35.5

	  Value of stock traded
	 1134
	 3620
	 20494
	 81200
	 53455
	 62565
	 90624

	  Stock price index
	 106.9
	 163.4
	 525.1
	 909.7
	 696.1
	 610.9
	 678.4

	 Corporate bonds
	 
	
	
	
	
	
	

	  Issuers
	 434
	 1213
	 1457
	 1504
	 1603
	 1862
	 2070

	  Face value
	 1649
	 7623
	 9973
	 15396
	 22068
	 29241
	 32696

	  Value of bonds traded
	 246
	 660
	 5327
	 4378
	 2455
	 1394
	 453


Source: Korea Securities Dealers Association

Another change lied in the structure of the policy loans that a support for large firms decreased while that for small and medium companies and housing finance increased. Accordingly, in the late 80s the financial control of the government weakened significantly and firms could even borrow capital even from the international capital market bypassing the government.
 Korean firms still depended on external funds heavily in the 1990s and but the structure changed significantly.

Table. : Change of external fund financing in corporate sector in Korea (%)

	
	 1970
	 1975
	 1980
	 1985
	 1988
	 1990
	 1992

	 Indirect finance
	 39.7
	 27.7
	 36.0
	 56.2
	 27.4
	 40.9
	 36.3

	  Borrowing from banks(A)
	 30.2
	 19.1
	 20.8
	 35.4
	 19.4
	 16.8
	 15.1

	  Borrowing from NBFIs
	 9.5
	 8.6
	 15.2
	 20.8
	 8.0
	 24.1
	 21.1

	 Direct finance
	 15.1
	 26.1
	 22.9
	 30.3
	 59.5
	 45.2
	 41.4

	  Treasury bills
	 0.1
	 0.8 
	 0.9
	 0.8
	 5.3
	 3.1
	 3.3

	  Commercial paper
	 0.0
	 1.6
	 5.0
	 0.4
	 6.1
	 4.0
	 7.6

	  Corporate bonds
	 1.1
	 1.1
	 6.1
	 16.1
	 7.5
	 23.0
	 12.5

	  Stocks
	 13.9
	 22.6
	 10.9
	 13.0
	 40.6
	 14.2
	 15.9

	 Foreign borrowings(B)
	 29.6
	 29.8
	 16.6
	 0.8
	 6.4
	 6.8
	 5.0

	 Others
	 15.6
	 16.4
	 24.5
	 12.7
	 6.7
	 7.1
	 17.3

	 Total
	 100.0
	 100.0
	 100.0
	 100.0
	 100.0
	 100.0
	 100.0

	 (A) + (B)
	 54.8
	 48.9
	 37.3
	 36.2
	 25.8
	 23.6
	 20.1


Note: Others include government loan and corporate credit.
Source: The Bank of Korea, Understanding of capital circulation in Korea

However, monitoring over firms was not well established in this new mix since most NBFIs were dominated by big chaebols without any monitoring function and the stock market was never a good mechanism with such concentrated ownership structure.
 Banks were still subject to the government control and support without management autonomy to monitor firms well and even the investment coordination among chaebols by the government already ended in 1989. In reality, NBFIs’ loans were concentrated to top chaebols more and more although banks loans to them decreased due to financial regulation.
 Accordingly, the Korean financial system in the 90’s was chaebol-dominated partly bank-based, mostly NBFIs, and partly capital market based one, where nobody could monitor business any more including the government. This distorted system might well result in the bad performance of the industrial sector like excessive investment. The old style state-guided bank-based system was gone but new well functioning system didn’t’ emerge, a seed of the crisis. 

This situation obviously called on a radical financial reform to construct well operating monitoring system. Nontheless, it is far-reaching financial liberalization and opening that was adopted by the government in the 1990s, according to 3-stage financial liberalization plan in 1993 after agreement with the U.S. government. First of all, the government promoted more freedom in the entry and operation of the financial sector. It gave a new license of merchant banks to 25 investment-financing companies in 1994 and 1996, and several operation barriers among financial institutions were broken. Interest rate deregulation developed significantly. Though the government still repressed it in 1989-90 to support industrial investment even after deregulation in 1988 (Amsden and Euh, 1994), almost all of interest rates deregulation was repealed by 1996. However, short-term interest rate deregulation like CD (certificate of deposit) and CP (commercial paper) mostly in NBFIs were done in more a speedy manner, which caused a short-termization of the financial market and increased overall risk in the financial sector (Cho, 2000). The most striking change was financial opening that brought a crack to the closed financial system. The government allowed foreign investors’ portfolio investment after 1992 continuously and direct investment flow was also encouraged over the 1990s. From 1993, foreign borrowings by domestic financial institutions and firms were deregulated so much.
 Interestingly, while the government still implicitly regulated long-term capital inflow like issuing bonds and long-term commercial borrowings, the short-term borrowings went almost free, which aggravated term-mismatch problem and vulnerability of the financial sector (Lee et al., 2000). Together with financial liberalization, the government chaebol policy also proceeded toward the direction of deregulation. Though there was a conflict around the financial regulation in the early 1990s, chaebols got deregulation mostly over their investment decision and finance after 1993. Also, the government abolished the regulation on chaebols’ business in the NBFI sector like insurance companies in 1996. 

Of course, this change reflects the broad change of the power relationship between the government and big business. Already grown big chaebols demanded more and more financial liberalization and freedom in investment decision and also there was a strong pressure from international capital and the U.S. government for financial opening. The government itself took the stance of market reform when people identified the government intervention as a relic of dictatorship and neo-liberal ideology dominated. However, this liberalization process was never helpful to construct a new financial system, rather it totally deprived the government of ability to manage the economy through the financial system. There was no real reform at all for banks and new relationship between business and banks, and even proper regulation measures were not established along with extensive financial liberalization and opening. Among others, the rapid financial opening reversed the former capital controls embedded in the financial system. Unfortunately, even the monitoring system was so bad and it led to a really dangerous spree of short-term borrowing thus hike of short-term foreign debt that mostly financed chaebols’ excessive investment. Also, the corporate financing came to depend on short-term finance through CP too much, which decreased long-term relationship finance and stability.
 The liberalization in the 1990s changed the Korean financial system as partly open and short-term oriented one, without the proper monitoring over business and the government regulation externally as well. The result of the liberalization coupled with problems in the industrial sector was the financial crisis in 1997.

3.1.3. Crisis and toward a market-based system?

What the crisis gave rise to the Korean financial system was huge restructuring in the financial sector and more opening to foreign investors. There has been a sea-change in the financial sector after the crisis that may replace the former system by totally new one. Firstly, the government let most of financial institutions hit by the crisis go bankrupt and pour public funds for the financial restructuring. After the crisis, 485 insolvent financial institutions went bankrupt and merged including several banks with under 8% of BIS indicator and merchant banks. Accordingly the number of banks decreased from 33 to 22 that of merchant banks from 30 to 9 investment trust companies from 30 to 23. This restructuring was only possible based on huge input of public funds to clean up the insolvency like non-performing loans. The government is reported to spend already over 23% of GDP for new investment and compensation for financial institutions that took over insolvent ones (MOFE, 2000b).
 It is interesting it was again the government itself to guide this restructuring process determining who will be forced to exit with huge spending. Actually, most of insolvent banks were nationalized in effect after the crisis and the government also directed the corporate restructuring forcing the banks to prompt business to lower the debt rate.
 Also, it plans to develop several state-led mergers to make more competitive bigger banks in 2001. However, the banks are supposed to be privatized soon and the government announced it would not intervene the banking sector any more, though the urgent economic restructuring has no choice but to be done by the government. 

Together with these measures, the government introduced several measures in an attempt to promote the role of the capital market in the economy. It is indeed orienting to change the Korean system to more market-based one in which the business is monitored mainly by the operation of the capital market. The hostile M&A including by foreigners was totally allowed and some measures to enhance the corporate governance structure like obligation to designate outside directors and protection of small shareholders in 1998.
 Especially, the government seems to plan to let foreigners to play a significant role in the financial system when the domestic financial institutions are still weak. Already several financial institutions are sold to foreign investors during the restructuring and most banks attracted foreign capital investment. Now foreigners are major shareholders of more than half of the commercial banks and several NBFIs, with the market share of banks with foreign major shareholder 41.7%, foreign security companies 10.6% and foreign insurance companies 8.2% in 2000 from 3.9% and 1.3% in 1997.
 The foreign dominance over the Korean financial sector after the crisis is striking and the trend will go worse in the future. 

Even if the careless financial opening caused the crisis, the external opening gained full momentum forced by the IMF and even the government just relied on it to gather more foreign capital. As for portfolio investment, the government totally opened the Korean stock market and bond market to foreign investors, lifting the limit of foreign ownership just after the crisis. Foreign investors now have great freedom to make direct investment with even tax-cut. Moreover, several regulations on foreign borrowings and issuing foreign bonds were also scrapped more and more, including long-term capital in 1998 and short-term in 2000. On top of that, non-residents’ long-term deposit to domestic institutions, the NDF market for forward exchange transaction, and any private and institutions’ foreign currency transactions were totally allowed in 1999 (Shin et al., 2000).
 Moreover, along with the second-stage opening from 2001, all of capital transactions are supposed to be deregulated, including residents’ deposit to foreign financial institutions, purchase of foreign bonds, lending to foreigners, and even any foreign currency payment including cost of travel abroad. Nonresidents’ issuing of bonds and borrowing in domestic currency will be totally allowed and limits to residents’ and nonresidents’ purchase of foreign currency will be abolished. Among these, nonresidents’ borrowing in domestic currency will give speculators a great chance to attack Korean currency and unstable hot money flows will rise. Besides, total liberalization in capital account might lead to a capital flight of residents and firms’ excessive foreign short-term borrowing will worsen the bad debt structure only to increase systemic risk. 
This further opening naturally led to more capital inflow and instability. After the crisis, foreign direct investment and portfolio capital inflow skyrocketed after the crisis due to radical deregulation measures and lowered asset prices. It is surprising that total amount of the FDI in 1998 and 1999, $ 24.4 billion, is almost same to a total from 1962 to 1997, $ 24.6 billion. In particular, the total of portfolio capital inflow and outflow increased so much that it is bring out more instability to the Korean economy.
 Accordingly, foreign exchange transactions went up to $ 2.3 billion in 1999 from $1.0 billion in 1998 and the share of portfolio flow in it is going up, which means portfolio capital flow gets so important in foreign exchange volatility (MOFE, 2000a).
Now, foreign investors own about 30% of the all stocks though the stock market is still in recession after huge boom following the crisis, and their power to determine stock market price is so strong. However, the rapid in and outflow of foreign capital gives more volatility to the Korean stock market. 


[image: image1.wmf]Foreign capital inflow in the 90s

0

5

10

15

20

25

30

62-86

87-90

91

92

93

94

95

96

97

98

99

2000(1-11)

year

$ billion

Foreign portfolio inflow

Total

FDI inflow


	Year
	92
	93
	94
	95
	96
	97
	98
	99
	2000*

	Share
	2.7
	7.6
	8.0
	10.0
	10.5
	12.3
	16.4
	21.9
	30.1


* As of 2000. 8

Source: Korea Stock Exchange.

For now, the financial market itself is not working at all in Korea leading to a credit crunch situation. The crisis naturally shrank loans to the corporate sector, actually firms repaid the external debts to lower the debt ratio and their external financing declined to 1/4 of that of 1997. And they depended more on the capital market, mostly corporate bonds in 1998. The credit of the financial sector to the non–financial sector recorded minus 3.2 trillion won and the NBFIs’ share declined more. But the only big chaebol companies could raise funds in the capital market, leading to more discrimination against small and medium companies and concentration in the capital market.
 In 1999, still the credit didn’t recover and even worse, since the late 1999 the financial market seemed jittering again. Bankruptcy of Dawoo in July of 1999 led investment trusts so vulnerable that were exposed to insolvent Dawoo bonds, introduction of FLC (forward looking criteria) for assets worsened it. So the money moved from investment trust companies to banks but the banks still manage funds very conservatively due to BIS ratio, just focusing on household lending, not firms, which generates the deficiency of liquidity for firms.
 As the NBFIs grew weaker, especially the corporate bonds market got in trouble of which the major source of the market is investment trusts and trust accounts of banks, so did the stock market. The collapse of bonds market continues in 2000, giving firms hard time to finance.
 In addition, the CP (commercial paper) market, major source of short-term fund, also has serious problem and financing through it declined so much since the late 1999.
 The fundamental problem may lie in the still weak industrial sector, which ultimately gives a burden to the financial sector. Still about 20% of manufacturing firms can’t pay even interest and interest compensation ratio was as low as 1.2 in 1999 (BOK, 2000).
 In sum, near credit crunch situation is ongoing for many firms after the crisis, even if the liquidity is enough in the whole financial market, with low interest rates. It shows that the capital market is almost in paralysis and the financial sector is not doing its proper role of financial intermediation in Korea.

Table. External financing of the corporate sector after the crisis (billion won, %)

	
	1998 1/2
	1998 2/2
	1999 1/2
	1999 2/2
	2000 1/2

	 Indirect finance
	-1780

(-19.2)
	-3223

(-16.9)
	-8431

(-23.0)
	10484

(62.1)
	11698

(26.9)

	  Borrowing from banks
	8142

(87.7)
	-8088

(-42.4)
	8606

(23.5)
	6546

(38.8)
	18601

(42.8)

	  Borrowing from NBFIs
	-10002

(-107.7)
	-5485

(-28.6)
	-17039

(-46.4)
	3998

(23.7)
	-6903

(-15.9)

	 Direct finance
	20388

(219.6)
	29361

(153.9)
	35232

(96.0)
	-8446

(-50.1)
	8113

(18.7)

	  Commercial paper
	450

(4.8)
	-12128

(-63.6)
	6878

(18.7)
	-3370

(-20.0)
	-200

(-0.05)

	  Corporate bonds
	13958

(150.4)
	31949

(167.5)
	7722

(21.0)
	-5989

(-35.5)
	-1583

(-3.6)

	  Stocks
	4964

(53.5)
	8551

(44.8)
	19863

(54.1)
	19116

(113.3)
	9279

(21.4)

	 Foreign borrowings (B)
	-9571

(-103.1)
	-625

(-3.3)
	4223

(11.5)
	5818

(34.5)
	13666

(31.5)

	 Others
	246

(26.5)
	3564

(18.7)
	5676

(15.5)
	9015

(53.4)
	9977

(23.0)

	 Total
	9283

(100)
	19077

(100)
	36700

(100)
	16871

(100)
	43455

(100)


Source : BOK, Capital Circulation

Table. Total funds from the financial sector to the non-financial sector (trillion won)

	
	 1996
	1997
	1998
	1999 1/2
	1999 2/2
	2000 1/2

	Total 
	99.6
	107.8
	37.0
	35.1
	-9.0
	20.6

	Credit
	64.8
	75.2
	-32.6
	-0.1
	19.6
	22.5

	Securities
	34.8
	32.7
	69.6
	35.1
	-29.6
	-1.5


Source: Bank of Korea, Capital Circulation

All in all, the Korean financial system is turning into a totally open system finally, giving no possibility of the government regulation and strong voice to foreign capital. And the financial system will turn into more capital market based one with M&A and the capital market opening in the future.
 What is clearest is that the government will not be able to intervene into the financial market for the purpose of managing the economy, and domestic banks’ role will be less and less. However, this change should be never helpful to the economy. From starters, let alone problems of the market-based system, the capital market itself is hardly working well in Korea where the ownership of big business is still concentrated and protection for small shareholders are very weak without any good tradition or markets for CEOs.
 It would always take some time to construct the necessary institutions like transparent accounting system and good rating agencies. Still big companies dominate the capital market and even several NBFIs, keeping the capital market from operating well. Rather, the expected result would be more instability due to the rapid flow of foreign capital and it will worsen the problems in the capital market. 

Most of all, in the changed financial system, a close and cooperative government-bank-business relationship is hard to be established, a base for the former development to promote and manage investment. Ultimately, this change must be detrimental to long-term investment and economic development in the future. As we already mentioned, considering the necessary monitoring function and the character of industries, the bank-based system could be better in Korea than the market-based system. But as we have seen, it is also true the government’s direct discipline and monitoring over businesses through banks like the old style system is not any more. We may well develop more management autonomy to develop monitoring function of financial institutions like banks and NBFIs and induce them to make close relationship with business. For this purpose, the clear separation between the big business and NBFIs must be essential. And the government must do the role of good supervision over the financial sector and ultimate role of the coordinator of the investment in the whole economy.

3.2. Turkey: From Financial Repression to a Failure of Liberalization

3.2.1. Strong Financial Repression Before 1980

From the early 1930s to the early 1980s, the Turkish government took extensive responsibility for selecting and fostering the development of portions of the manufacturing sector of the economy in a pattern similar to that adopted in a number of other developing countries. State-owned investment banks were set up to channel credit, usually at near-zero interest rates, into public firms in selected industries. There was no policy of discouraging private enterprise which continued to contribute a little more than half of value added in manufacturing even at the height of the state-directed industrialization program in the 1960s and 1970s. The role of the state fluctuated somewhat with domestic political changes and exogenous events, but changed a little until the period of reform in the early 1980s. During the 1950s, state economic enterprises (SEEs) were given access to central bank credit. While the fiscal accounts of general government were roughly in balance, there were large public sector deficits because of SEE borrowing, especially to finance agricultural price supports. The deficits led to a monetary expansion and inflation. With an exchange rate pegged to the US dollar, the inflation led to an increasing overvaluation of the lira and falling exports. Import demand was limited by restrictions and licensing requirements.

Following the adoption of a stabilization program in 1959, including currency devaluation, and a change in government40, the state’s role in the economy was reasserted in the 1960s with a constitutional amendment requiring a state planning organization and official adoption of an import-substituting policy41. Industry expanded by 10% per year in real terms from the mid-1960s, a time when per capita income in Turkey was equal to that in Korea42, and the expansion continued and accelerated through the mid-1970s. Credit from banking system went more to finance private sector investment than government deficits. The general government deficit in relation to GDP hovered around 5% during this period, substantially financed by inflows of foreign aid. Nevertheless, by the end of the 1960s, pressure on the external sector had mounted as aid flows declined and foreign borrowing increased so that restrictions on imports were increasingly tightened. With growing pressure on the lira, a major devaluation took place in 1970, which strengthened the balance on goods and services temporarily and fostered a large inflow of emigrant workers’ savings. Credit from foreign financial centers again became available. However, the devaluation was not accompanied by any other stabilization measures.

Although growth remained strong through the first half of the 1970s, it was a decade of mounting imbalances. The central government budget deteriorated due to large public sector wage increases and higher agricultural price subsidies at the time of devaluation, subsidies to increase SEE investment plus heavy SEE borrowing from the Central Bank and from other state banks, and a relaxation of the limits on borrowing by the central government from the central bank. With a resumption of central bank financing and more rapid money growth, the pressures on the exchange rate increased continuously despite the external-sector developments accelerated the drift of macroeconomic performance. One of the techniques devised to cope with the deteriorating external imbalance was a form of foreign borrowing known as the ‘convertible Turkish Lira deposit’ scheme or the Dresdner Bank scheme43. Beginning in 1975, the program was broadened to allow non-residents in general, and not only Turkish nationals working abroad, to hold these deposits. Foreign exchange receipts from this source were transferred from commercial banks to the Turkish central bank and on lent to government and SEEs, with expansionary effects on the money supply44. The Dresdner deposits constituted short-term foreign loans, and therefore the maturity of Turkey’s external indebtedness became increasingly short-term as the decade progressed, despite earlier reschedulings intended to spread out debt servicing over time. In 1977, Turkey went into arrears on its commercial debt, and capital flows stopped.

3.2.2. The Reform Package and Liberalization of the Early 1980s

After two unsuccessful attempts in 1977 and 1978, a comprehensive reform program was launched in 1980. The main features were a switch from import substitution to export promotion, trade reform, and the liberalization of the financial sector. The Turkish reform strategy was to elevate financial market development through deregulation and inducing competition by easing entry into the banking sector. Opening up the banking system to foreign competition was seen as an important element of enhancing competition. The reformers paid much less attention to promote non-bank financial institutions45. This strategy left the considerable dominance of banks in the financial sector unchallenged, and in fact, strengthened it by allowing them to function in the newly emerging financial markets. Moreover, the reforms broadened the spectrum of the activities of banks and consolidated and empowered the existing universal banking system. The reasons for relying exclusively on the banking system and completely neglecting problems of conflict of interest is mainly attributable to, first, popular confidence in banking institutions, which increased especially after the so-called bankers’ crisis of 1982, and second, the political strength of these institutions46. 

Deregulation in the financial markets began with the abolition of interest rate ceilings on loans and deposits and the introduction of certificates of deposits (CDs) in July 1980. Simultaneously, in order to curb inflation, a tight monetary policy was followed. The reduction in aggregate demand caused a deep decline in corporate earnings. Distressed borrowing by financially fragile companies further deteriorated their balance sheets and put an upward pressure on interest rates. Meanwhile, especially smaller and financially weaker banks engaged in a fierce competition for deposits to finance non-performing loans. Accompanied by a persistent reduction in the rate of inflation, real interest rates on deposits reached 20% in 1982. The regulatory bodies of government, especially the Central Bank, were not capable of monitoring closely the behavior of banks47. And the developments in the financial markets led to a major crisis in 1982, and the liberalization process was partly reversed. In 1983 Central Bank reregulated the deposit rates. 

	INTEREST RATES (1)
	

	
	Saving Deposits
	Interest Rates on
	Interbank Overnight

	
	Interest Rates
	 CBRT Discount 
	Interest Rates

	YEARS
	
	
	

	1970
	9.00 
	9.00 
	    ----  

	1973
	7.00 
	8.75 
	    ----  

	1974
	9.00 
	9.00 
	    ----  

	1980
	33.00 
	26.00 
	    ----  

	1981
	35.00 
	31.50 
	    ----  

	1985
	55.00 
	52.00 
	    ----  

	1986
	48.00 
	48.00 
	39.09 

	1987
	58.00 
	45.00 
	42.36 

	1988
	83.90 
	54.00 
	46.77 

	1992
	74.20 
	54.50 
	67.77 

	1994
	95.56 
	64.00 
	92.05 

	1995
	92.32 
	57.00 
	106.31 

	1996
	93.77 
	57.00 
	74.33 

	1997
	96.22 
	60.00 
	71.18 

	(1) Interest rates are the current rates of the last months of the years.
	

	For saving deposits interest rates ,interest rates on 1 year has been used.
	

	Monthly average overnight  interest rates  have been used for interbank overnight rates.  Source:SPO


Second phase of liberalization program (1983-7) was more essential, which is initiated in 1985, when the new Banking Law was enacted. The new law introduced a provision for a minimum capital base as well as capital adequacy ratio, to reach 8% in 1992, according to BIS guidelines. Credit extended to a single consumer was limited to 10% of bank equity capital. The ownership structure of banks was also regulated, bringing limitations to cross share holding among banks and corporations. The law also introduced a definition, together with guidelines for reporting and provisioning of non-performing loans. In this framework, the Capital Market Board (CMB) was established in 1982 and became operational in 1983 to promote and develop securities markets48. The Capital Market Law of 1981 empowered the CMB to regulate primary markets for equities and bonds. The law envisaged a merit system rather than a disclosure system for the issuance of securities; that is it authorized the CMB to reject an issue whenever its analysis concluded that financial soundness of the issuer was unsatisfactory. In 1983, secondary market operations were regulated by a decree, and within this setting the Istanbul Stock Exchange was reopened in 1985 and became operational in 1986.

The final move in liberalization process was introduced with Decree of 32 of August 1989 and some amendments that followed within the next few months, whereby all restrictions on capital movements were lifted. Later in April 1990, Turkey notified the IMF that it accepted the obligations of the Fund’s articles of agreement relating to the convertibility of a currency. Thus, from mid-1989 Turkey became a fully financially open economy49. After 1990, the problems of maintaining macroeconomic stability became the major issue, overshadowing any possible positive impact of the reforms. 

The course of development of financial markets in Turkey was shaped not only by the policies aimed at promoting these markets but even more by the financing needs of the public sector itself. One of the main targets of the reform program was to reduce the public sector deficits. It was also thought that in order to minimize the inflationary impact of the deficits as well as to introduce and enduring fiscal discipline to the public sector, the deficits should be financed from the financial markets at the competitive rates. However, economic policies followed during the 1980-90 period were not successful in curbing the PSBR.

	PSBR (share in GNP)
	
	
	 
	
	
	
	

	 
	1975
	1977
	1980
	1982
	1987
	1989
	1992
	1994
	1995
	1998

	Total Public
	4.7
	8.2
	8.8
	3.5
	6.1
	5.3
	10.6
	7.9
	5.2
	8.6

	Con..Budget Interest Payments
	0.5
	0.5
	0.6
	0.8
	3.0
	3.6
	3.7
	7.7
	7.3
	12.0

	Total Public (exc..interest pay.)
	4.2
	7.7
	8.2
	2.7
	3.1
	1.7
	6.9
	0.2
	-2.1
	-3.4

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Consolidated Budget
	0.8
	4.3
	3.1
	1.5
	3.5
	3.3
	4.3
	3.9
	4.0
	8.1

	Con. Bud. (Exc. Interest pay.)
	0.3
	3.8
	2.5
	0.7
	0.5
	-0.3
	0.6
	-3.8
	-3.3
	-3.9

	SEE'S
	4.0
	4.0
	4.9
	1.9
	3.3
	1.9
	3.3
	1.4
	-0.2
	0.3

	    -Nonfinancial SEEs
	3.9
	5.0
	5.1
	2.5
	3.4
	2.0
	3.8
	1.2
	-0.6
	0.4

	    -Financial SEEs
	0.2
	-1.1
	-0.2
	-0.5
	-0.2
	0.0
	-0.5
	0.2
	0.4
	-0.1

	Local Authorities 
	-0.1
	-0.1
	0.3
	0.0
	0.5
	0.2
	0.8
	0.4
	0.2
	0.1

	Revolving Funds
	             -
	             -
	0.5
	0.1
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0

	Social Security Inst.
	             -
	             -
	             -
	             -
	-0.6
	-0.4
	0.2
	0.6
	0.6
	0.1

	Extra Budgetary Funds
	             -
	             -
	             -
	             -
	-0.6
	0.4
	1.3
	0.9
	0.6
	-0.2

	SEEs Under Privatization
	             -
	             -
	             -
	             -
	             -
	-0.1
	0.7
	0.7
	-0.1
	0.2


Source: SPO

3.2.3. Post-1989 Liberalization
Anti-inflationary policy became the focus of new policy setting following the reversal policy of real devaluations at the end of 1988. A high fiscal deficit financed from Central Bank sources was seen as the main cause of persistent inflation. The understanding was that if the volume of Central Bank credit to the government could be contained, a slower rate of nominal depreciation would eventually be reflected in a slower rate of price inflation and lower interest rates. At that time the public sector deficits were not particularly high, but there were pressures on the public sector resources, which resulted in rapidly deteriorating fiscal balances after 1990. 

At the beginning of 1989 the Treasury and the Central Bank agreed to limit the Central Bank credit to the Treasury to 15% of total budgetary appropriations50. The Bank was already following a policy of restricting credit to commercial banks –the share of claims on commercial banks in total assets of the Bank had fallen from around 19% at the beginning of the decade to 7.5% in 1988. The meaning of this was that the Bank would create liquidity essentially against foreign assets. The financing of fiscal deficits, on the other hand, would rely on domestic borrowing, as share of the public sector in short-term external borrowing was substantially reduced51. In other words, the internal financial transfer mechanism (in addition to usual financing needs of the government) was to be effected through domestic borrowing52 and external borrowing was delegated to private financial institutions. Note, however, that since foreign exchange purchases by the Central Bank became the main source of money creation, this meant that the ultimate source of financing of the fiscal deficits would be short-term capital inflows.
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	Net Private Capital Flows in Turkey (million dollars)
	
	
	

	
	
	1980-82
	1983-1990
	1991-1992
	1993
	1994

	Direct Investment
	168
	2206
	1562
	622
	559

	Portfolio Investment
	0
	-118
	-339
	190
	1059

	Bank Credits
	42
	1669
	1541
	4375
	-7188

	
	
	
	
	
	
	

	Total Private Capital
	210
	3757
	2764
	5178
	-5570


Source: SPO

After a relative setback in 1991, as a result of a short-lived financial panic during the Gulf War, the Bank continued with its monetary programming with decreasing success. The reason for this was twofold. First, the Bank having left no other way of money creation was obliged to purchase the proceeds of the massive inflows of short-term capital. Otherwise, the problem of real appreciation of the currency would become even more accute53, and also without the money so created the government could not borrow. Second, the pressure from the Treasury for more cash credits was increasing. The Treasury, on its part, was attempting to escape the increasing burden of debt servicing, and was partially successful in drawing on the Central Bank resources. Despite this, by 1993, the burden of domestic debt on the public sector had reached such proportions that the situation was described as one of a ‘chain of prosperity’, a term coined by the prime minister to refer to the increased intensity and frequency with which capital was flowing in and out of the country to take advantage of the interest parity. In attempt to ‘break the chain’, the Treasury started borrowing directly from abroad as can be seen from the increased share of external borrowing in deficit financing. At the same time, regular Treasury auctions were being canceled whenever the demanded interest rates exceeded what was thought to be acceptable54.

	Outstanding External Debt (in million Dollars)
	
	
	

	
	1992
	1994
	1995
	1998
	2000

	By Maturity
	
	
	
	
	

	  Short Term
	55,592
	65,601
	73,278
	96,906
	103,657

	Medium and Long Term
	12,660
	11,310
	15,701
	21,217
	24,721

	
	42,932
	54,291
	57,577
	75,689
	78,936

	By Borrower
	
	
	
	
	

	Medium and Long Term
	55,592
	65,601
	73,278
	96,906
	103,657

	Consolidated Budget
	42,932
	54,291
	57,577
	75,689
	78,936

	Other Public Sector
	25,798
	30,416
	31,095
	40,327
	43,728

	  Private Sector
	13,950
	17,731
	18,863
	36,337
	39,271

	 Short Term
	3,184
	6,144
	7,619
	32,308
	35,668

	  Central Bank
	12,660
	11,310
	15,701
	15,890
	2,963

	Deposit Money Banks
	572
	828
	993
	8,350
	635

	  Other Sectors
	7,157
	4,684
	6,659
	4,491
	5

	
	4,931
	5,798
	8,049
	3,249
	1,172

	By Lender
	
	
	
	3,196
	3,284

	Medium and Long Term
	55,592
	65,601
	73,278
	823
	541

	Multilateral Agencies
	42,932
	54,291
	57,577
	11
	2,744

	  Bilateral Lenders
	9,160
	9,183
	9,081
	686
	9,950

	  Commercial Banks
	15,035
	20,678
	21,558
	3,304
	350

	  Bond Issues
	3,640
	2,325
	2,346
	452
	9,600

	  Private Lenders
	9,316
	13,788
	14,186
	2,852
	25,258

	 Short Term
	5,781
	8,317
	10,406
	12,073
	6,148

	Commercial Bank Credits
	12,660
	11,310
	15,701
	392
	3,581

	  Private Lender Credits
	6,490
	2,901
	4,263
	11,681
	2,568

	
	6,170
	8,409
	11,438
	23,289
	19,110

	By Type of Credit
	
	
	
	7,116
	6,434

	Medium and Long Term
	55,592
	65,601
	73,278
	4,530
	3,847

	Project and Program Credits
	42,932
	54,291
	57,577
	2,586
	2,587

	
	21,819
	25,219
	23,598
	16,172
	19,160

	  Eurocurrency Loans
	
	
	
	21,217
	24,721

	  Rescheduled Debts
	12,956
	16,113
	16,532
	905
	680

	  Private Credits
	10
	9
	9
	7
	27

	 Short Term
	8,147
	12,950
	17,438
	898
	653

	  Credits
	12,660
	11,310
	15,701
	11,159
	14,427

	  Deposits
	10,065
	8,044
	11,230
	9,153
	9,614


Source: UT

At the beginning of 1994, the Treasury used all the available credit limits from the Central Bank within the first two months, while persistent attempts of the Treasury to avoid domestic borrowing raised the fears of a shift of policy towards monetization of the deficit55. The system finally exploded in the first quarter of 1994, TL depreciated by more than 100% in nominal terms within the first three months, the loss of reserves of the Central Bank amounted to $5bl., and three banks were declared bankrupt because of their inability to meet their foreign exchange liabilities. An austerity program56 was introduced in April and the ‘chain’ was restored in May with spectacularly high interest rates. Moreover, after a ten year interval a stand-by agreement with the IMF was signed in June. This time, the source of capital flows was from within. That is, in the face of very attractive returns on government debt instruments57 and the restoration of confidence, partially as a result of agreement with the Fund, foreign exchange hoards were converted into domestic currency58. The maturity structure of borrowing and domestic debt stock became even shorter. The current account registered $2.6bl. surplus, from $-6.4bl. deficit in 1993. Inflation rate increased to three digit figures and the growth rate was -6.1%.

The nature of the post-1989 developments is contained in the observation that domestic borrowing by the government relied implicitly on short-term external borrowing. The short-term nature of external borrowing had to be matched by the maturity of government debt instruments. Thus, the government became obliged to borrow on shorter maturities, thereby increasing the burden of interest payments. Given the other pressures on the public sector resources, government borrowing soon turned into a Ponzi scheme. On the other hand, debt financing was possible only if the government bonds in private portfolios could be converted into foreign exchange at maturity, which in turn required regular debt servicing by the government. But the government had to borrow to honor its obligations, i.e. the private sector had to lend more to recover what was lent in a previous round of borrowing. Thus, the private sector had either to roll over its foreign debt, or to borrow more, or both. In other words, domestic Ponzi finance on the part of government eventually required external speculative or even Ponzi finance on the part of the private sector. Once the amount of speculative and/or Ponzi financing reached a certain magnitude, foreign creditors withdrew from the process and the 1994 crisis ensued. Following the interest rate hikes at the beginning of the second quarter of 1994, the TL started appreciating in real terms, the June 1994-June 1995 rate of real appreciation being 24%. Once the external credit facilities became available in 1995, as a result of uninterrupted external debt servicing in 1994 despite the lack of credit from abroad, the externally financed growth process was resumed. Towards, the end of 1995 the cycle seemed to be repeating itself. 

	Deposit Money Banks-Sectoral Accounts (Monthly, TL Bls.)


	
	
	

	
	1986
	1990
	1992
	1994
	1995
	1998
	2000

	CLAIMS ON PRIVATE SECTOR
	9454
	61060
	182233
	571521
	1356669
	11493241
	26678146

	Credits to Private Sector
	8457
	55174
	168157
	528429
	1277944
	10774212
	23651031

	Bonds Issued by Private Ent.     
	3
	27
	46
	67
	23
	0
	82144

	Participation in Private Ent.
	286
	3517
	9345
	27417
	50578
	433531
	2394954

	Other Claims on Private Sector      
	709
	2342
	4685
	15609
	28125
	285499
	550017

	DEMAND DEPOSITS
	3710
	18671
	45590
	125850
	193429
	1386552
	3033589

	Private Sector
	3082
	15250
	36619
	102813
	155340
	1027951
	2413256

	Local Government                    
	231
	1232
	2222
	7400
	12024
	121498
	226892

	Non-Financial Public Enterprises
	353
	1654
	5865
	13089
	20439
	155782
	267469

	Other Financial Institutions        
	45
	535
	885
	2547
	5626
	81322
	125072


Source: The CBRT

And it repeated indeed, the first 10 months of this year marked one of the most stable economic periods in recent Turkish history. In the past year, Turkey has won praise from the IMF and international financial analysts for streamlining its financial policies, reining in government spending and making other economic policy changes suggested by the IMF. In other words, Turkey was a paragon of neo-liberal economic virtue according to the IMF, and therefore one would think the last place a crisis should break out. However, as of November 22nd, the financial markets entered into turmoil due to an extreme liquidity squeeze. It can be said that the recent liquidity problem emerged mainly from the changes in the behavior of the banking sector. Anticipating a decline in the profitability of the Treasury Bill operations, banks switched to credit market. 

Change in the behavior stemmed from a substantial fall in the interest rates from the inception of the new economic program. During this period, the deposits of the banking sector fell in real terms and the maturity of deposits declined. This further constrained the liquidity position of the banking system. The banks resort to the foreign resources as a means to finance mainly in the form of short-term credits. Nevertheless, the liquidity problem soared due to the seasonal year-end foreign exchange demand of foreign institutional investors. Moreover, shortcoming in the expected FX revenues from privatization raised concerns about the future of the economic program.

Consequently, on November 22nd the Central Bank sold about $1.5bls. to the market and the overnight repo rates hit 200% levels and the rates in the secondary bond and bill market rose to 50%. However, in contrast to the Central Bank’s view, increase in interest rates did not curb the demand for foreign exchange. In fact the squeeze in TL liquidity fueled the demand for FX as it caused an increase in TL interest rates. These significantly high interest rates were perceived as a risk rather than a higher yield and the FX demand from international players continued. 

The flow of investment funds out of the country has led the central bank to spend at least $6 billion of its $18 billion foreign exchange reserves in the two weeks shoring up the lira. The government started the negotiations with IMF for a Supplementary Reserve Facility immediately. On December 7th, IMF announced a $10 bls. credit package for Turkey in an effort to stem financial crisis that has seriously undermined the nation’s economy and threatened to spread to the other emerging markets. This time, IMF bailout was successful in terms of curing the financial situation, however, the credit is granted with a promise to speed up the privatization and liberalization, which increase the fragility of the system and decrease the ability to control.

Turkey, after the stabilization package in 1980s, almost renounced any attempt for an industrial policy. The key of growth was understood as implementing export promotion under a totally liberalized trade regime. Moreover, the financial markets were opened up as a continuation of this neoliberal system, which is believed to increase the efficiency and the compatibility of the markets. However, without working out the necessary macroeconomic environment and necessary regulations, financial liberalization causes Turkish economy to be more prone to crisis. In Turkey, from the very beginning of the liberalization there was no effective monitoring and the banks remained their power over the financial markets. The stock exchange market had never been well developed and the capital flows were mainly short-termed and speculative. The government itself created a Ponzi financing scheme, which even generates further short-termism and crisis. Finally the relations between rentiers and industrial capitalists always were close, which makes monitoring more difficult and control impracticable.  

4. Concluding Remarks

In this paper, we argued the proper financial system is crucial to induce economic development. Although both of the market-based and bank-based system have their own strengths and shortcomings, the bank-based one would be better for developing countries with more serious information problems and without any good institutions for the market-based system. Most of developing countries experienced the government control of the financial system that could be sometimes helpful to economic growth, but the trend of financial liberalization prompts the state to retreat from the financial sector, encouraging market-based system. However, this process raises a concern that the process just brings about more instability and lower long-term growth for developing countries.

Experience of Korea and Turkey shows the problem of financial liberalization and more market-based system very clearly. Turkey was a typical model of financial repression with state-owned banks and firms under the import substitution strategy, while Korea succeeded in economic development with effective financial control, constructing rather well operating state-guided bank-based system. The Korean experience presents how the successful government intervention is possible with proper government-bank-business relationship, unlike Turkey. The way of intervention was quite different and especially there was no good discipline and monitoring in the public sector of Turkey. Turkey implemented rapid liberalization recommended by the IMF from the 80s and the result was not growth at all but destabilization of the economy. Also, the Korean government adopted careless financial liberalization and opening in the 90s that led to the recent crisis. Furthermore, the country is going toward a more open market-based system after the crisis following the Turkish experience, which raised serious concern. Although Turkey and Korea show the different path of development, both of countries present the danger of neoliberal financial liberalization, especially the short-term external borrowings, leading to a crisis and harmful to growth. Well-developed financial system is essential for both of countries, to play the role of mobilizing capital and monitoring the corporate sector. For the purpose of it, the reformulated bank-based system with the proper role of the government and a good bank-business relationship would be desirable.
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� Accordingly, recently mainstream idea is that we need to develop the capital market that can complement the bank-based financial system. Greenspan argues if the capital market had been developed well the East Asian crisis would not have been that serious since the capital market can buffer the credit contraction in the banking sector and t is necessary for the countries to encourage the capital market.


� First, investors or lenders do not see all actions management takes and management has information those investors or lenders do not have. Accordingly, there must be market failures in the financial market and monitoring over management is crucial (Stultz, 2000).


� This failure in the financial market is a good reason for many corporate groups at as an informal financial market, called ‘internal capital market’. Even with external financing, corporate groups can allocate the capital among their affiliate companies.


� But, the more debt is raised, the higher is the risk of bankruptcy, thus the increase of external debt could increase the risk of default and the danger of losing control to the creditors. So we can expect firms to choose some optimal mix of debt finance and equity finance according to the character of industry as well as economic cycles.


� In this sense, concentrated ownership structure could be better due to the collective action problem for dispersed small shareholders. But it may only result in a situation where decisions are made to the benefit to the large shareholder and of management at the expense of small shareholders (Stultz, 2000, pp 21-27)


� Hoshi, Kasyap and Sharfstein argue Japanese firms investment connected to main bank falls less than others without the main bank relationship in response to a decrease of cash flow because they can get credit from their main bank. It means the main bank system is a mechanism to guarantee more stable investment and the bank-based system could be helpful to firms in financial distress. It could be good for the whole economy in a way but it may be bad if the firms’ problem is structural and firms should go bankrupt. Thus now the experience of the Japanese main bank system is interpreted to show both the benefits and drawbacks of the system. For more critical view on the system, see Weinstein and Yafeh (1998) and Peek and Rosengren (1998).


� The government intervention in the financial sector could discipline business by giving them with good performance preferential credit, but the intervention may repress the monitoring role of the banks so much that it may lead to a serious problem of bad management as the disciplining role of the government fades away. Besides, if big business dominates or owns financial institutions then the monitoring function over big business may not operate well.


� It is interesting that many believe while asymmetric information and monitoring problems can be addressed better in the bank-based system, still the capital market is better with information feedback from equilibrium market prices to guide investment decision. These argument a bit seem inconsistent. It might be justified when information is really complex and hard to get so that the market is better suited to generate it than banks like new industries with high technology. This could be a reason why new industries emerged mostly in the market-based system countries (Allen and Gale, 2000b). Of course, it could be true when banks monitoring went really bad as we mentioned.


� Interestingly, several studies show that the specific financial system stems from the difference of legal tradition like common law and civil law. Most studies report the equity market and external finance are more important, and the ownership is less concentrated in countries with the common law tradition where the legal system protects small shareholders better (La Porta, Lopez-Silanes, Shleifer and Vishy, 1998)


� However, the cross-section studies can’t help the limits that they don’t consider the specific financial system and policy regime in each country. Accordingly, time-series study may be needed (Arestis and Demetriades, 1997). Also, to specify the financial system itself is never easy, for example Levine’s huge study recognizes several East Asian countries as a market-based system countries but it is against the common sense that these countries have limited development in the capital market.


� Still, the change of the financial system is not well studied and the power and interest around the change should be analyzed (Rajan and Zingales, 2000). It is very interesting to see Japanese main bank system grew weaker and weaker. The government policies like deregulation and globalization, and domestic interests reportedly played a role in the change (Weinstein and Yafeh, 1998). All in all, there is still much room to develop studies about the financial system, economic growth and its change.


� The argument on the financial market opening like capital account liberalization seems with much less consensus. While many of economists recognize the capital account liberalization will not lead to higher economic efficiency and growth (Rodrik, 1998) still the major argument is almost same to that about financial liberalization, capital market liberalization ultimately pay if with several prudential regulation measures and a proper sequence (Rossi, 1999).


� In Latin American countries, the existence of a ‘Groupo’ in which big business owned banks exacerbates the problem of financial liberalization (Alejandro, 1986). This argument can be applied other countries like Korea where big Chaebols dominated financial institutions, mostly non-banks.


� Actually, there were many exceptions related with special loans such as export and agricultural loans, which means it was only to mobilize private funds into the banking sector. It was so successful that private savings and bank loans soared rapidly over the next four years, the growth rate of bank loans rose from 10.9% during 1963-64 to 61.5% during 1965-69. The purpose of this policy was to attract capital in the banking sector from the curb market thus to strengthen the government control over the financial sector.


� These policy loans of banks depended heavily on the central bank, the ratio of central bank support for export credits and commercial bill discounts and agriculture/fisheries/livestock was 70.8%, 49.2%, and 18.5% each during 1973-91(Cho and Kim, 1997).


� Tight regulations on foreign investment and its enforcement are really famous in Korea. As a result, foreign direct investment had a minor role in capital formation with its share about 5.6% between 1962 and 1985, which was very low compared to other developing countries (Mardon, 1990).


� The share of foreign saving in GNP between 1962 and 1981 was so high as almost 8% and it played a crucial role to finance high investment, accounting for 33% in domestic investment. The ratio of foreign debts to GNP also soared from 6.1% in 1964 to 15.1% in 1967, 27.1% in 1969, 33.9% in 1972 and 41.8% in 1979.


� To induce state-led mergers and takeovers by sounder firms the government gave takeover firms large financial support by banks including moratorium on bank-loan payment, interest payment exemption, and more special loans called ‘seed money’. Total support amounted to above 7.2 trillion won, about 2.3% of GNP and banks were also supported by the government that resumed special loans of BOK with low interest rates in 1985.


� The specific government-bank-business relationship is crucial to guarantee the efficient operation of this system. The autonomous and capable government could discipline business and support as well, producing a contingent and productive rent. At the same time, the intimate relationship between the government and business through several committees helped to address serious information problems (Ahrens, 1998).


� Korean firms started to issue foreign bonds after Samsung electronics in 1985, and from 1985 to 1994 the amount of it was over 4.9 billion dollars. 


� The ratio between external funds in Korea was 81.7% in 1975, 81.1% in 1980, 62.9% in 1985, 72.9% 1990 and 71.3% in 1992. That in Japan was 49.4% during 1975-1979 and 41.0% during 1980-1984, and that in U.S. was 30.3% during 1975-1979 and 25.8% during 1980-1985.


� Big business already dominated most of NBFIs in Korea that were like private banks for them. In 1988, 12 out of 25 security companies, 18 out of 35 insurance companies and 18 out of 38 investment companies were owned by 30 top chaebols. Moreover, they owned more than 30% of stocks of banks in total, in spite of ownership regulation.


� The share of loans to 30 top chaebols in total loans of NBFIs increased from 32.4% in 1988 to 36.6% in 1991 and 38.4% in 1995, while that of banks decreased from 23.7% to 19.5% and 13.5% in each years. The strong financial regulation over bank loans to chaebols, called ‘credit control system’, brought out this change but this regulation went weaker after 1993 and scrapped in 1997.


� The government abolished annual ceiling on foreign-currency loans by financial organization in 1993 and on top of this, lowering of long term borrowing requirement from 70% to 50%, as well as, giving complete freedom over foreign-exchange-based lending activities.


� Accordingly, the share of CP in the corporate external financing increased from 7.6% in 92 to 13.9% in 93 and up to 17.5% in 96. With all this change, the big business promoted their investment excessively in industries like autos, petrochemicals, steel and so on, where there was overcapacity. Among financial institutions, the term mismatch problem was the most serious for merchant banks (Chang et al., 1998; OECD, 1998).


� Still there are two conflicting arguments on the East Asian crisis such as overregulation vs. underregulation. It is clear the underregulation in the financial liberalization process and the investment coordination was the most important cause of the crisis (Chang, 1998) unlike neoclassicals’ argument. However, statistics don’t seem to attend to the broad change of power relationship enough and problems in the industrial sector, overemphasizing the ability of the state. The problem was rather structural one including bad management of chaebols due to a distorted financial system. The failure to construct a new financial system with good monitoring and bank-business relationship must be also associated with a heritage of the government intervention in former days.


� Total public fund spent in the financial restructuring in broad meaning amounted to109.6 trillion won, about 23% of GDP, including 64 trillion won of public bonds issued by deposit insurance public corporation and asset management public corporation and 27 trillion won from other sources like borrowing from the World Bank and 18.6 trillion won respent after collection. Furthermore, the government announced it would mobilize 40 trillion more as public fund in 2000. 9. 22. for further restructuring, with total public fund amounting up to 150 trillion then. Thus, the central and local government debt in Korea skyrocketed from 36.8 trillion, 8.8% of GDP in 1996 65.6 trillion in 1997, to 108.1 trillion (90.1 trillion for central, 18 trillion for local), 22% of GDP in late 1999. However if we include the debt guaranteed by the gov’t, 81.8 trillion then it amounts up to 189.9 trillion, some 39% of GDP.


� After the crisis, the government led banks to make ‘corporate restructuring agreements’ with firms that stipulate their restructuring plan like lowering high debt. If firms don’t keep the promise the banks would cut loans to them. Thus, the corporate restructuring was totally guided by the government again using the banks.


� The measures include a concentration voting system in the process to elect directors and a group suit system to guarantee the one shareholders’ suit outcome affect other shareholders. 


� The government sold the Korea First bank to KFB Newbridge capital in 1999 and foreign investors made investment in many banks like Kookmin, Housing and Hana bank in 1999 and 2000. The government plan to sell more shares of nationalized Choheung and Hanvit banks to foreigners. Also, foreigners became the major shareholder in Ssangyoung, Daeyoo, Choheung and Korea First security companies.


� The opening measures adopted were much ahead of the original plan agreed with the OECD, the government promoted the opening sooner due to the pressure of the IMF after the crisis.


� In the first quarter of 2000, foreign portfolio capital inflow amounted to $ 7.3 billion compared to 5.2 billion in 1998 in total and foreign capital inflow and outflow total raised so much up to $ 77 billion in 1999 from $ 28 billion in 1998.


� Considering foreign investors tend to be a more positive feedback trader without much information, it may lead to a high fluctuation in the stock market (Kim and Wei, 1999). Many report that the Korean stock market has been affected by foreigners after the crisis and the variance of stock market prices went up mostly with a growth of foreign ownership (BOK, 1999).


� The share of big firms in the corporate bond market except ABS (asset backed securities) was 72% in 1991, 87% in 1994, 99% in 1998 and 95% in 1999 and again almost 98% in 2000.


� With the boom of mutual funds, the stock market and bankruptcy of several banks, people increased the investment into those companies and trust account in banks since 1998 but uncertainty and vulnerability of them related to Daewoo bankruptcy in July of 1999 and led the money to safer banks again.


� Even if the amount of issuance of corporate bond was around 39.1 trillion from Jan to May of 2000, the net amount is just 11.2 trillion after subtracting, about 1/3 of that before Daewoo problem. Especially, 56billion issued in 1998 should be repaid from late 2000 to 2001, which would destabilize the financial sector.


� Usually NBFIs take over those CPs and the their hardship contracted the market. After the crisis, the balance of CP issued by firms continuously fell so much and the amount is continuously decreasing from 78.2 trillion in 1/4 of 1999 to 64.2, 58.3, 40.8 in each quarters of 1999 and 40.3 in 2000 1/4.


� The chaebols show even worse result. Combined financial statements of 16 big chaebols, published by FSS in August of 2000, says their average debt rate is some 250% and 9 of 16 chaebols’ interest compensation ratio is less than 1 with Hyundai’s 0.91


� But the role of banks is hard to disappear, considering the path-dependency and the role of NBFIs in financing decreased relatively more than banks after the crisis, because they were hit harder.


� Despite the several measures adopted to enhance the corporate governance structure and protect the minority shareholders’ rights, still there is serious limit. For example, the government let companies to choose to adopt the cumulative voting system according to the articles of incorporation and most of firms exclude the system after revising the article. And outside directors have no role at all in management in effect because the management is still dominated by owner-managers. Moreover, the group lawsuit system is not compulsory yet (Hankyore 21, 11. 22. 2000).


40 To a large measure, the timing of the stabilization was forced on Turkey by the reluctance of foreigners to continue to provide credit in the absence of a change of policy. Conway (1987) points out that Turkey’s periodic financial crisis can be seen as a tendency of foreign debt to reach unserviceable levels during economic booms fed by expansionary policies; the stabilization measures that follow are conditions for


rescheduling the debt and regaining access to foreign finance. In 1958 the financer was largely US foreign aid, but later on credit has come from other sources including the IMF, the World Bank, the OECD, and several neighboring Middle Eastern states. 


41 De facto import substitution had existed before. Exports were squeezed to only 2% of GDP by the late 1950s by overvaluation, alongside smuggling and a black market for lira.


42 Onis and Riedel, chapters 2 and 5.








43 According to the scheme, the Central Bank of Turkey offered interest rates on foreign exchange deposited in Turkish commercial banks 1.75 points above the Euromarket rate while also guaranteeing the foreign exchange value of both principle and interest.


44 The Dresdner Bank scheme has been cited as a major factor in explaining why Turkey experienced its debt crisis five years before Mexico. See, Rodrik (1986).








4 5In this sense, the Turkish reform strategy was overconfident in its reliance on competition among banks


in developing the financial markets. 


46 Some attempts were undertaken to create competition through diversity in the early 1980s, by promoting non-bank financial institutions or ‘bankers’ as they were called in Turkey. These institutions were much less regulated than banks, and played an active role in precipitating the financial crisis of 1982. See Atiyas (1990) 








47 Besides raising deposit rates, banks attracted funds by issuing CDs through non-bank financial institutions. The Central Bank had no means of keeping track of the volume of CDs issued.





48 There are two distinguishing features of the securities market regulation in Turkey; the first is the role of the banks. The regulations did not attempt to restrict banks from engaging in any type of activities either in the primary or in the secondary markets. On the contrary, in some instances, such as in the case of establishing and managing mutual funds, banks were granted a monopoly position. The second feature is that it created a central authority (CMB) to control and monitor effectively developments in the securities markets. It is evident that this choice was not in the line with the general attitude of the reformers since it granted CMB discretionary powers.


49 According to standard measures of financial openness, as explained and calculated in Montiel (1994) for a large number of countries including Turkey, the degree of openness in Turkey ranks as ‘intermediate’ for the period 1980-90.


50 The Bank credit to the government has two components: direct credits and the ‘revaluation account’. The latter is essentially the accumulated losses of the bank resulting from foreign exchange transactions with or on behalf of the Treasury in the face of ongoing nominal depreciation of the TL. In part, it reflects the losses accumulated on foreign exchange surrendered to the Bank as part of the internal financial transfer mechanism. Part of the TL equivalent of foreign exchange needs of the Treasury is financed by ‘indirect’ credit from the Bank. The agreement of limiting Central Bank credits to the Treasury pertained to cash credits (or Central Bank advances). Later in 1992 part the stock of revaluation account was redeemed in exchange for Treasury Bills and the share in total assets of the Bank of the revaluation account fell to 20% from 43% in 1990 and 34% in 1991. However, as the interest rate on these bonds are low compared to market rates and the Bank uses them in open market operations, it started accumulating losses because of the interest differential. These losses now appear as credit to government in addition to the revaluation account.


51 During the 1988-1993 period total external debt of Turkey increased by $27 bls., of which $12 bls. was short-term debt. The increase in short-term external debt of the banking sector was around $9 bls.


52 Regular auctions for government debt instruments had already started in 1985. The new Central Bank Law put into effect in the same year forbid the Bank directly acquiring domestic debt instruments. The main source of demand for the instruments has been the banking sector. Domestic debt instruments have always been exempt from taxation, and banks are required to hold them as part of liquidity requirements imposed on them. 


53 To prevent over-appreciation of the TL the Bank was obliged to accumulate reserves, which resulted in an over-expansion of the balance sheet since august 1990. 


54 This fact is sometimes put forward as the most important reason for the crisis in 1994. Interest rate on domestic debt instruments was an instrument, as far as the Bank was concerned, to be used in maintaining the target path of nominal depreciation of the currency. For the Treasury, on the other hand, it became the target, given the increasing burden of debt servicing. There was, thus, a problem of policy incoordination. But the build up of the crisis had to do with the unsustainable path of short-term external borrowing. Even if the Treasury maintained the volume of domestic borrowing at increasingly high interest rates, this would only help postpone the crisis for some (not very long) time but not prevent it. 


55 Perhaps as a reflection of the same fear, the international rating agencies reduced the rating of Turkey in January 1994, the Standard and Poors rating being reduced to B- from BBB.


56 The program involved a once-for-all income tax surcharge, refereed to as the ‘Economic Equilibrium Tax’, a wage freeze for the public sector employees, a freeze on all current and investment expenditures, excepting the military. As a result primary consolidated budget surplus of 3.9% was recorded. 


57 The ex post rate of return in terms of foreign exchange on three month Treasury Bills in the last three quarters of 1994 was 29.1%, 11.3% and 6.2%, respectively.


58 The net errors and omissions in the balance of payments accounts for the first quarter of 1994 was $-2.7bl., while it was $4.4bl. in the last three quarters. This indicates the scale of currency substitution and the build up of hoards in the face of increased uncertainty.
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		Table: V.21- Foreign Direct Investment by Years

				Permits						Realized						Net

				Cumulative		Annual				Inflows		Outflows

		Years

		1981		663		338				141		46				95

		1982		830		167				103		48				55

		1987		2,458		655				171		65				46

		1988		3,279		821				387		33				354

		1990		6,652		1,861				788		88				700

		1992		10,439		1,820				912		133				779

		1994		13,980		1,478				637		78				559

		1995		16,919		2,938				935		163				772

		1998		24,077		1,645				982		409				573

		2000		27,705		1,937				963		718				245
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