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Preface

The continuing trend of financial consolidation over the last few decades,
mostly driven by deregulation as well as technological advancement, has
dramatically changed the landscape of the financial industry. These
changes have led financial markets to become more integrated and com-
petitive, not only geographically but also across businesses. Though the
changes are happening, the patterns and the timing of these changes differ
in every country. For Korea, financial consolidation came about largely
after the onset of the 1997 financial crisis. Indeed, Korea’s financial indus-
try has changed significantly, due to financial consolidation and conglom-
eration through the process of financial restructuring. 

The rapidly changing environment needs to be accompanied by a new
regulatory and supervisory system to ensure financial stability, protect
financial consumers, and prevent systemic crises. More specifically, as
financial sectors such as banking and securities become more integrated,
the regulatory system needs to change from institutional and product-
based regulation to functional-based regulation. In addition, financial
supervision needs to move toward a more risk-based, consolidated system
to mitigate financial risks of individual financial conglomerates as well as
the potential of systemic risk. 

With these considerations in mind, a conference on “Regulatory
Reforms in the Age of Financial Consolidation: The Emerging Market
Economy and Advanced Countries,” organized by the East-West Center
(EWC) and the Korea Development Institute (KDI), was held in Honolulu,
Hawaii, in July 2004. The EWC-KDI conference gathered renowned schol-
ars and practitioners from the United States, the United Kingdom, Japan,
Australia, and Korea, to present and discuss issues surrounding financial
regulatory reform due to financial consolidation. The conference allowed
the international comparison of recent financial regulatory reforms from
the perspectives of advanced countries and Korea. The conference partici-
pants presented their experiences of recent prevailing financial regulatory
issues such as legal reforms and regulatory innovations. This shed light on
the fundamental differences in financial environments in different coun-
tries as well as country-specific factors such as underlying economic, polit-
ical, and institutional forces that should be considered when regulatory
change is under way. Also, the conference participants addressed supervi-
sory issues related to financial consolidation and conglomeration to bring
about an efficient and stable financial system. In particular, they discussed
specific supervisory requirements that should be enforced to reduce the
potential systemic crisis. Finally, the conference was brought to a close by
conducting a roundtable discussion of major findings and policy implica-
tions of regulatory reforms. 
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Introduction and Overview
Lee-Jay Cho and Joon-Kyung Kim

Financial regulation has been based traditionally along clearly differentiat-
ed functional lines and divided among financial sectors—usually banking,
securities, and insurance. Since the 1970s, however, financial markets have
been undergoing a trend of financial consolidation largely driven by the
forces of globalization, deregulation, and technological development. As a
result, the former lines of differentiation have become blurred, and ques-
tions have been raised about the sustainability of the current regulatory
framework in both emerging markets and more developed economies.
Many of the existing regulations designed for specific financial institutions
may not achieve regulatory objectives such as protecting financial con-
sumers, maintaining market stability, and preventing systemic crises.

To keep pace with the trend of financial consolidation, many countries
have begun to modernize financial regulation—or are in the midst of mod-
ernizing it—by implementing reforms on financial supervision and regula-
tory statutes. For example, in 1997 the United Kingdom created a single
regulatory body by consolidating nearly a dozen supervisory agencies,
which eventually became the Financial Services Authority (FSA). The
enactment of the Financial Services and Market Act (FSMA) in 2000 gave
the FSA full power to oversee nearly all sectors of the financial services
industry. By contrast, the United States still continues to maintain a decen-
tralized and fragmented structure of financial regulation, but its efforts in
the direction of financial modernization are noticeable in the 1999 Gramm-
Leach-Bliley Act, which opens the door to further financial consolidation.
Korea, as an emerging market economy, has already consolidated its regu-
latory bodies and is now moving toward reform of its financial services
laws. It can be said that the modernization of financial regulation across
countries has been a continuous process of transformation, even though
the extent and timing of the change may vary for each country. The regula-
tory reforms of each country appear to follow the global trend of liberaliz-
ing financial markets; nevertheless, the situation in each country, often dic-
tated by its domestic environment, provides quite a distinct story.

Owing to fundamental differences among different countries, such as
the contrasting regulatory structures that set the United States and the UK
apart, the differences in the financial environment, particularly between
advanced and emerging market economies, limit the lessons from interna-
tional experiences that the emerging market economies can draw. Further,
many emerging market economies must deal with problems of a systemic
nature and thereby generally face difficult challenges in upgrading their
financial soundness. One difficulty is specifically related to identifying and
measuring risk and persisting incentive problems deeply rooted in the

xv



xx

societies. In addition, the origins of risk in these economies are so diverse
and highly volatile that issues of systemic crises pose serious concerns.
Therefore, the specificity and varying path dependency of each economy
should be carefully examined.

With this background as a setting, the conference organized in 2004 by
the East-West Center and the Korea Development Institute (EWC–KDI)
aimed to assess the regulatory implications of financial consolidation in
emerging market economies and to draw out policy directions. In order to
shed some light on these issues, the experiences of more advanced
economies, such as the UK and the United States, were examined for com-
parison. By looking at both general commonalities among all countries
and those specific to emerging market economies, the conference sought a
better understanding of the regulatory and supervisory framework that is
needed to enhance financial stability and economic efficiency in emerging
market economies. Some of the major issues that were addressed include
the following: first, the fundamental differences in the objectives and scope
of financial regulation in the financial environment between advanced
economies and emerging market economies; second, the specific risks
associated with the functions of financial activities such as banking, insur-
ance, and security intermediation, as well as the specific risks associated
with financial institutions that carry out multiple financial activities; third,
the appropriate regulatory requirements for each type of consolidated
financial institution—in particular, regulatory requirements for financial
conglomerates; and fourth, measures to protect financial consumers and to
foster competitiveness among financial institutions.

This volume is one product of the 2004 conference and is divided into
two parts. Part I focuses on recent financial regulatory reforms in Aus-
tralia, Japan, the United States, and the UK and then proceeds to examine
financial regulatory reform in the context of Korea. The authors provide
international experiences by discussing recent financial regulatory devel-
opments such as legal reforms and regulatory innovations. For a better
understanding of the changing financial regulatory landscape in both
advanced countries and emerging market economies, the authors touch
upon the underlying economic, political, and institutional forces behind
the reform processes. The chapters by the main authors are followed by
commentaries on the respective topics.

Part II assesses supervisory issues related to financial consolidation.
The authors address issues of regulatory statutes and financial supervision
that can contribute to creating an efficient and stable system. Accordingly,
they examine risks associated with individual financial products and
activities and the risk characteristics of financial conglomerates and sys-
temic risks, as well as their measurement and supervisory responses.

Although the volume concludes with general policy implications, the
task of financial regulation is far from complete, and ongoing develop-
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ments in markets, products, and technology are sure to keep up the pres-
sure on regulators for the foreseeable future.

Part I.
Legal Reforms of Financial Regulations:

International Experiences
Michael Foot, in his chapter on “Legal Reforms of Financial Regula-

tions: Case of the United Kingdom,” outlines the organization of British
financial regulation up to the late 1990s. After a brief historical perspective
on the evolution of banking supervision in the UK, he explains why and
how the FSA was created in 1997 and discusses the main challenges it
faced in the first six years following its inception. He contends that the
breakdown in barriers between traditional financial services, the develop-
ment of complex new financial products, dissatisfaction with the existing
compartmentalized regulatory structure, and the hope of considerable
economies of scale all played their part.

Foot describes how the new regulatory body took more than four
years to reach the statute books. This period witnessed the process of con-
solidating eight distinctly different predecessor bodies and introducing
new techniques—even a new regulatory “language” called ARROW. As a
result, increased powers were given to the FSA by the government. The
author outlines the way the FSA seeks to meet its statutory objectives and
the seven principles of good regulation set out by the government. Foot
also explains the key choices that had to be made concerning corporate
governance, financing, and the public and political accountability of the
FSA, particularly the important tripartite relationship between the min-
istry of finance, the central bank, and the FSA. Foot points out that the cre-
ation of a genuinely “new” regulator required new supervisory approach-
es and the development of a new “language.” Furthermore, the chapter
underscores the need to greatly improve the financial understanding of the
British public, which had been very low. The author compares the British
FSA model with other international regulatory models and provides brief
comments on similarities and differences between the British and Korean
models.

Choong-Kee Lee, in commenting on the chapter, largely agrees with
many of the points set out by Foot. After providing a brief outline, Lee
makes some observations on financial regulation in the UK and raises
some key issues in the context of Korea. Aside from identifying and reiter-
ating many of the challenges mentioned in the chapter, Lee points out that,
among the several challenges identified, an important issue for Korea is to
improve the financial capability of market participants, since the level of
financial sophistication among the Korean public is very low—which was
also the case in the UK before the initiative to raise public awareness was
taken. However, in the UK the initiative on financial capability was backed
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by the FSA, which made carrying out such an initiative easier, owing to
the economies of scale. Lee stresses that Korean regulators should look at
this important point in their efforts to educate the public.

With regard to Foot’s view on the Korean financial regulators, Lee
generally agrees with the observations on Korea’s regulatory supervision
and adds some additional comments. The chapter identifies the impor-
tance of improving corporate governance, since the Korean regulatory
regime is still in transition, and he also raises other issues, including the
complex appearance of the financial regulatory structure, the uncertainty
surrounding the independence of the regulators, and so on. Lee agrees that
the issue of improving corporate governance is important, but it cannot be
accomplished overnight. This task is made more difficult in part because
most of the reforms have emphasized structure rather than conduct or per-
formance. So, the reforms are often carried out without the necessary pool
of competent and independent personnel. On the issue of whether the cur-
rent regulatory structure needs reform, Lee points out that because of
Korea’s unusual regulatory structure, where both regulatory bodies work
together but act separately, the efficacy of the structure has often come
under scrutiny. Although it would be better to strengthen Korea’s Finan-
cial Supervisory Service (FSS) rather than the Financial Supervisory Com-
mission (FSC), this would be possible only if the FSS merges with the FSC
and has an efficient level of personnel with special expertise. Therefore, as
Lee sees it, the most important thing at this stage is to create a new culture,
not only between divisions within the FSS but also between the FSC and
FSS. Further, the conflicting responsibilities between regulators must be
addressed. At times the responsibilities of the Ministry of Finance and
Economy (MOFE), as an economic and financial policy maker, conflict
with the responsibilities of the FSC as the prudential regulator and the
restructuring authority. There must now be discussion concerning greater
independence between the functions of regulation and restructuring.

In the next chapter, Howell Jackson offers “An American Perspective
on the UK Financial Services Authority: Politics, Goals, and Regulatory
Intensity.” He points out that similarities between the British and Ameri-
can systems of financial regulation are often cited in academic studies,
even though the organizational structure of financial supervision in the
two countries has diverged substantially in the past decade. The UK has
now largely consolidated its financial regulatory agencies in the FSA,
whereas the United States has maintained the world’s most decentralized
and fragmented collection of financial supervisory agencies.

Jackson explores the reasons why financial regulation in these two
countries differs so dramatically in organizational structure. Focusing first
on the differences in political economy that surrounded the enactment of
the FSMA of 2000 in the UK and the Gramm-Leach-Bliley Act of 1999 in
the United States, he discusses deeper differences in the regulatory
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philosophies of the two countries and also presents data on the relative
intensity of financial regulation in both jurisdictions. He speculates that
the comparatively more ambitious regulatory agenda of the U.S. system
pushes the country toward a more elaborate system of financial oversight
that is inherently more difficult to consolidate.

In the UK, in contrast, the goals of the financial regulators are more
modest. To the extent that cost efficiency is one of the country’s regulatory
objectives in the field of financial regulation, the British policy tends to fos-
ter a less cumbersome system of financial regulation that more easily
accommodates consolidation of regulatory functions. The chapter con-
cludes with some broader comparative data suggesting that, while British
financial regulation may be less intensive than its counterpart in the Unit-
ed States, it is substantially more intensive than financial regulation in
many other jurisdictions—particularly civil law jurisdictions in continental
Europe.

Sung-In Jun commends Jackson’s very informative examination of the
different regulatory organizational structures of the United States and UK,
as well as the chapter’s well-balanced approach between institutional and
empirical aspects. Jun then addresses several reasons identified by Jackson
for explaining the divergence in the organizational structure, such as dif-
ferences in political economy and the regulatory objectives. Jackson argues
that the main objective of financial regulation in the UK is market stability,
and other objectives such as protecting depositors and investors are pur-
sued only after cost calculations justify it. The United States takes the
opposite approach: Protection of depositors and investors is the most
important objective, and it is usually pursued in the absence of cost calcu-
lations.

Jun raises some questions regarding Jackson’s hypothesis on regulato-
ry intensity and consolidation. He agrees that financial regulatory agen-
cies, if sensitive to cost constraints, tend to show lower regulatory intensi-
ty and may consolidate if economies of scale or scope exist. But it is not all
that clear why low regulatory intensity itself tends to cause consolidation.
Jun contends that the empirical evidence seems to be somewhat mixed. As
predicted, the United States shows high regulatory intensity under a very
fragmented structure. The UK also shows relatively higher regulatory
intensity compared with other countries after the appropriate normaliza-
tion under a consolidated system. Under a “twin-peaks” model, Aus-
tralia’s intensity is as high as or less than the UK’s, depending on normal-
ization. Jun then proceeds to share Korea’s experience in regulatory reform
after the 1997 financial crisis. Though the consolidation of supervisory
structure was partially influenced by the UK experience, he contends that
functional supervision, the very premise of consolidation, has not yet been
introduced. So, Korea’s current situation is like that of many regulatory
bodies living together in one big house. Jun concludes by saying that
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sometimes movement toward consolidation may be driven by other
motives or effects and not just by achieving economies of scope.

Berna Collier’s chapter, “Australia’s Regulatory Response to Financial
Consolidation in the Context of Globalization,” provides a historical
overview of the regulatory reforms that have marked Australia’s financial
consolidation in the financial sector. First, deregulation in the 1980s
opened the doors to cross-border and cross-industry consolidation. For-
eign banks were allowed to enter the Australian market, and domestic
banks were able to diversify the services they offered to their clients. Sec-
ond, the Wallis Report in the 1990s annulled the systemic regulatory ineffi-
ciencies experienced after deregulation. It rationalized Australia’s regula-
tory framework, based on functional lines that established a twin-peaks
regulatory model, comprising the Australian Prudential Regulation
Authority (APRA) and Australian Securities and Investments Commission
(ASIC). Third, the financial services reform after the turn of the century
imposed universal licensing and disclosure requirements across the finan-
cial services industry. It regulates a spectrum of financial services, focusing
on their economic function rather than their design.

Collier reasons that the globalization of financial markets directly chal-
lenges ASIC’s ability to achieve its overriding regulatory objectives: to pro-
tect investors, promote market integrity, and reduce systemic risk in a
cross-border regulatory environment. ASIC supports financial consolida-
tion—within the context of globalization—through the twin peaks of regu-
lation, a universal licensing and disclosure regime, and the proposed inte-
gration of the International Accounting Standards.

Collier concludes by spotlighting three regulatory trends in the context
of the global environment: first, encouraging regulatory competition
between financial centers, in the hope that regulatory standards will con-
verge to an acceptable global standard; second, harmonization through
increasing cross-border cooperation, convergence, and comity; and third,
establishing a single global markets regulator or regulatory system. The
differences in legal structure, market development, national policy goals,
and culture all mean that global harmonization is a long-term and difficult
objective. The author points out that significant progress is being made
toward harmonization in the financial services sector, both at the regional
level between Australia and New Zealand and at the international level
through bodies such as the International Organization of Securities Com-
missions (IOSCO), the Basel Committee on Banking Supervision, the Inter-
national Association of Insurance Supervisors (IAIS), and the Joint Forum
on Financial Conglomerates.

Sunseop Jung, in his comments on Collier’s chapter, echoes many of
the financial regulatory challenges ahead in the face of consolidation of
financial markets. A financial regulatory system can properly perform its
purposes and functions when it correctly reflects the structure and reality



Introduction and Overview xxv

of the financial markets. Jung points out that countries have responded to
these challenges in two ways: One is establishing an integrated megaregu-
lator, and the second is integrating all or part of their financial regulatory
laws. For instance, Korea transformed its regulatory system from a multi-
ple regulator system, based on institutional features and product defini-
tion, to the current single regulator system, which in his view was a
response to financial consolidation. However, there needs to be more dis-
cussion on the long-term impact of financial consolidation on the regulato-
ry paradigm.

Jung proceeds by arguing that the twin-peaks model can be a viable
alternative to the UK–style regulatory model. However, there could be a
potential for conflicts of regulatory objectives and institutional jurisdic-
tions between the prudential regulator (APRA) and the nonprudential reg-
ulator (ASIC). And he asks if there are any cases of such conflicts and their
resolution. With regard to the regulation of securities and futures con-
tracts, Jung argues that Australia’s old companies and financial services
legislation (the Corporations Law) was, in essence, a system based on
U.S.–style multiple regulations of institutional features and product defini-
tions. Since the problems of restricted definitions of securities and futures
contracts were the natural consequences of the institutional and product-
based regulatory system, the only solution was to introduce a regulation
based on the reality of consolidated financial markets—simply, a function-
al regulation.

Hideki Kanda presents “A Japanese Perspective on Regulatory Reform
in the Financial Sector,” with a focus on the theme underlying reform in
Japan’s financial sector. He basically argues that unique developments in
Japan are producing nonunique results and that there are different ways of
responding to common problems in modern financial regulation. He
begins by providing an overview of Japan’s “Big Bang” and moderniza-
tion of financial regulation, as well as describing the major reforms since
1996 and their impact on the financial markets. While the major focus is
deregulation in the financial sector—particularly the capital markets, such
as broker competition, stock exchanges, mutual funds, and asset securiti-
zation to name a few—Kanda mentions various measures initiated to
address the banking crisis. He also examines the dynamics of Japan’s polit-
ical economy related to the reforms, particularly the bureaucracy’s role
and the political power of the relevant industry. Kanda attempts to lay out
a general theory for describing when reforms succeed or fail.

Kanda also discusses future reform issues, such as creating compre-
hensive financial services legislation and various bills being discussed by
the Diet. Some of the issues include restructuring the Securities and
Exchange Act, introducing an administrative penalty in the securities law,
reforming publicly sponsored financial institutions, and overhauling trust
business regulation. Kanda looks at the “Japanese model” from a compar-
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ative perspective by focusing on specific examples, such as full protection
of “bank deposits for payment” and securities settlement system reform,
which seem unique, as well as analyzing their significance and implica-
tions in relation to the global economy.

Commenting on this chapter, Inseok Shin praises its analysis of finan-
cial regulatory changes in Japan. However, although the arguments are
convincing, Shin still holds some reservations about certain issues. The
chapter provides not only a succinct overview of recent regulatory trends
in Japan but also an authoritative assessment of driving forces behind the
changes and their implications. As Shin points out, Kanda depicts the reg-
ulatory reforms as a government-driven implant of capital-market-related
regulations in addition to some financial safety net measures due to the
financial crisis. Three questions naturally arise: Were the reform efforts
genuine? Will the regulatory implants fit in the existing system? And will
the changes yield their intended effects? Shin finds Kanda’s assessment to
be favorable. Kanda conjectures that the reforms in the Japanese financial
system will likely move toward a capital-market-based one, and that
future financial regulations relative to global standards will differ only in
form but will be common in substance.

Shin is hesitant, however, to agree with Kanda’s claim that the recent
legal reforms will bring about regulatory convergence, at least in sub-
stance, between Japan and other capital-based economies such as the Unit-
ed States. The critical difference between Japan’s financial regulations
(under a civil law tradition) and those under a common law tradition is
“legal formalism.” The Japanese regulation statutorily defines financial
instruments and services that financial institutions can deliver, while pro-
viding detailed legal definitions of those instruments and services. Since
legal formalism precludes private financial innovation, new products and
services can be introduced to the market only by government-driven
reform. Though skeptical of how much convergence will be achieved
between the regulatory systems of Japan and the United States, Shin notes
that some promising progress has been made in this regard, citing Japan’s
deregulation of fixed brokerage commissions as an example. Shin con-
cludes by stating that the history of the United States and the UK demon-
strates that the combination of competition and freedom to spur innova-
tion has brought about the accelerated growth of their capital markets
since the 1980s. In any case, it will be interesting to see whether Japan can
emulate their experiences.

The final two chapters in Part I examine financial regulation in the
context of Korea. In the chapter on “Consolidation of Financial Services
Laws in Korea: An Interim Report,” Konsik Kim and Sunseop Jung take
the view that a country’s financial regulatory system, if it is to function
properly, must correspond to the structure and realities of its financial
markets. In response to the consolidation of financial markets, several
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countries—including the UK, Japan, and Korea—have moved toward a
single regulator. So, the next step may be to adopt a consolidated financial
services law. Only a few countries, however, have dared to move into this
stage, the UK being a prime example.

Kim and Jung point out that in March 2003, Korea’s MOFE announced
its intention to consolidate existing financial services laws into a single
statute. The Consolidated Law Project covers almost all the sectors in
financial services, such as banking, securities, and insurance. Further, such
legal regulatory reform is an effort on the part of MOFE to change its tradi-
tional “interventionist” approach to a more “market-friendly” one.

As part of a project commissioned by MOFE, the chapter provides an
interim report on Korea’s consolidation of its financial services law by giv-
ing an overview of the complex regulatory landscape of Korea’s financial
services industry. Also, the authors discuss the factors leading the govern-
ment’s legal reform efforts as well as some of the basic concepts of finan-
cial products and services, which are the linchpins of consolidated law.

As a response to the trend of rapid financial consolidation, the Consol-
idated Financial Services Law aims to create various benefits. First, the
authors argue that the introduction of the act could contribute to address-
ing issues related to the regulatory definition of financial products. This
measure could significantly reduce concerns regarding the tradability of a
new financial product on the part of financial institutions and provide ade-
quate protection to investors. Second, the act could eliminate the potential
for regulatory inequality based on unreasonable grounds. Third, the act
could significantly address the problems caused by vertical and horizontal
dispersion of regulatory rules.

In his commentary, Hideki Kanda remarks that Korea’s attempt to
introduce consolidated legislation for the entire financial sector is timely,
challenging, and impressive. While Kanda agrees with many of the views
of the two authors, he also makes a few argumentative points. In his view,
what is important is the substance, not the form, and therefore more atten-
tion should be given to the cost of enforcement. Hence, the key question is:
What will and should change in substance? Indeed, the two authors note
that the proposed consolidated statute will not change the substance
much, except for the statutory definition and coverage of financial services
and products. But supporting a functional approach would be helpful and
desirable, for considering which substantive changes should occur. Kanda
also adds that no regulatory system functions well unless accompanied by
proper regulation and enforcement. The value of regulation must be deter-
mined by both its benefits and its costs. So, the key issue for any jurisdic-
tion is how to design and maintain an effective regulation and enforce-
ment system through considering these benefits and costs.

Further, Kanda argues that the design of consolidated financial regula-
tion must be accompanied by a flexible regulatory structure. The two
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authors seem to be well aware of this point and address, for example, the
difficult question of designing the layers of lawmaking, down to sub-
sidiary regulations and even self-regulatory rules and guidelines. In con-
cluding, Kanda addresses the question of when drastic reform or transplan-
tation of legislation from other countries happens and is successful. The
“fit” between the imported rule and the host environment is crucial to suc-
cess at both the micro and the macro levels.

In the next chapter, on the “Evolution of Korean Financial Regulations:
Determinants and Prospects,” Inseok Shin addresses the determinants and
prospects of changes in Korean financial regulation, and he discusses their
historical origins to identify factors dictating current changes in Korean
financial regulation. Accordingly, three views are offered on the birth of
financial regulations using studies of advanced countries: (1) responses to
systemic risk inherent in financial markets; (2) rent-seeking instruments in
favor of certain interest groups; and (3) reflection of political beliefs, agen-
da, or structure. Shin argues that the birth and evolution of past Korean
financial regulations are most consistent with the political view of finan-
cial regulations, where the Korean-specific political agenda was “govern-
ment-driven economic development.” With the political factor given
exogenously, financial regulation in Korea was designed as a tool for
“government intervention in the markets” that allows maximum discre-
tion to the government in influencing financial resource allocation. The
author tries to assess how the fundamental nature of the regulation has
impacted both its substance and system. In terms of regulatory substance,
Shin focuses on three major areas: regulation of financial products and
activities, regulation of business scope, and regulation of investor protec-
tion. In terms of regulatory system, Shin addresses those that carry out leg-
islation, enforcement, and the role of the court or judicial review. He
explains how the political agenda of providing maximum discretion to the
government was translated into the legal structure of “government
supremacy.” A comparative legal perspective is taken while using Anglo-
American financial regulation as a reference. Then, the author depicts the
initial environment that supported the past regulatory structure as a sus-
tainable equilibrium and notes subsequent environmental changes that
impaired the sustainability. Finally, Shin discusses regulatory changes that
the new environment is likely to bring about, as well as the challenges pol-
icy makers face in carrying out a desirable transition.

Berna Collier comments on the developmental state model as a frame-
work for understanding the evolution of Korea’s financial regulations. She
points out that Shin’s conclusion intersects with an important aim of the
2004 conference—namely, to consider the reform of Korea’s regulatory
framework for coping with global financial trends such as financial consol-
idation. The developmental state model presented reveals a number of
similarities and differences between Australia and Korea, although as
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noted in Shin’s chapter, there is a need to keep in mind legal, political, cul-
tural, and religious factors, all of which influence a country’s financial reg-
ulations and regulatory structures.

Collier describes some of these factors. First, external forces such as
globalization and liberalization contributed to dismantling the develop-
mental state, while they were also driving forces for regulatory reform in
Australia. Second, state supremacy in the Korean legal system contrasts
with Australia’s separation of powers, which makes executive and legisla-
tive decision judicially reviewable. Third, the Korean executive overrides
the regulator, whereas in Australia, the corporate and financial services
regulator is independent of the executive. Collier also points out that ASIC
can develop policy, recommend legal reform, and engage in public consul-
tation through policy proposal papers. Fourth, positive regulation as in
Korea has also been instituted in Australia, through the recent introduc-
tion of a streamlined licensing regime. Lastly, Collier mentions that crisis
management, which may be reconfigured in Korea, is carried out by the
Council of Financial Regulators in Australia, which consists of the Reserve
Bank of Australia, APRA, and ASIC. The council is responsible for coordi-
nating regulatory responses to financial instability and advises the govern-
ment on the regulatory structure of Australia’s financial system.

In concluding, Collier emphasizes that transformation to a liberal reg-
ulatory state does not necessarily mean less stringent regulation, nor that
the government renounces complete control. Further, liberal regulatory
states, such as Australia, also require strong governments and a certain
degree of control to achieve regulatory objectives. Therefore, finding the
right historical context and regulatory culture, such as a “rationalized
developmental state,” which takes account of Korea’s legal and political
landscape, will help Korea achieve effective structural and regulatory
reform.

Part II.
Supervisory Challenges under a Consolidated Financial System
The first two chapters of Part II of this volume look at the supervisory

challenges under a consolidated financial system by assessing the regula-
tory responses in Korea’s financial sector as well as the risks and issues
surrounding financial conglomerates. In the chapter on “Risks and Super-
visory Challenges of Financial Conglomerates in Korea,” Joon-Ho Hahm
and Joon-Kyung Kim examine the recent trend of financial consolidation
and conglomeration in postcrisis Korea. After assessing the progress in
financial restructuring, they examine the implications of consolidation and
conglomeration for both financial risks of individual conglomerates and
systemic risk potential. The authors provide further analysis on various
ways that financial consolidation and conglomeration can impact financial
stability.
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While it may be premature to draw conclusions, analyses suggest that
geographic and cross-industry diversifications in Korea may be limited in
reducing financial risk for individual conglomerates. In addition, the
authors find that consolidation has heightened the potential of systemic
risk, since both direct and indirect interdependencies among large banking
institutions have substantially increased in the postcrisis period. Further-
more, the analyses indicate that financial conglomerates have become
more vulnerable to the risk of contagion from nonbank and nonfinancial
firms as they increasingly move into high-risk activities that are closely
tied to nonbank financial firms and capital markets.

The authors urge that as risk structures shift, financial supervision and
regulation must be upgraded toward a more risk-based, consolidated sys-
tem. Currently in Korea, only a rudimentary form of consolidated supervi-
sion is applied to financial holding companies, and no consolidated super-
vision has been introduced for other types of financial conglomerates. For
instance, the provision of prompt corrective actions must be based on fully
consolidated group capital adequacy, and effective supervisory devices
need to be introduced to avoid inadvertent extension of the public safety
net to cross-sectoral activities of financial conglomerates. At the same time,
the authors maintain that strengthening internal controls and risk manage-
ment capacities at financial conglomerates is critical, as well as establish-
ing strong market discipline by improving information transparency and
monitoring incentives in the financial market. For early detection and bet-
ter management of potential systemic events, the authors emphasize the
necessity of establishing an effective institutional mechanism for commu-
nication, cooperation, and checks and balances among related regulatory
authorities.

Howell Jackson generally agrees with Hahm and Kim on the many
challenges of supervising financial conglomerates, particularly the claim
that the impact of financial conglomeration on institutional risk taking and
systemic risk can be ambiguous. Jackson postulates that if financial con-
glomeration has negative implications for regulatory control, then empiri-
cally one must question whether this drawback outweighs the benefits of
financial conglomeration, principally through geographic and product
diversification but also through operational efficiencies. The two authors
of the chapter investigate various correlations within industry sectors and
across industry sectors in the Korean financial services market. While cor-
relations vary in different contexts, their interpretation of the data is that
correlations in performance are relatively high, suggesting that the bene-
fits of diversification are lower than one might have expected. Howell
points out, however, that while these correlations are suggestive, there are
broader measures that can be used to compare the risk profiles of consoli-
dated and unconsolidated activities.
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How should Korean regulators supervise financial conglomerates?
Jackson makes a number of suggestions, discusses them, and still finds
some limitations. He argues that imposing a more stringent system of
prompt corrective action (PCA) on financial conglomerates is one option;
however, PCA depends on accurate capital measures and, at the present
time, a good system of capital adequacy regulation for conglomerates does
not exist. This is partially because it is so difficult to determine the effect of
consolidation on group risk and the level of capital financial conglomer-
ates should hold for nonfinancial affiliates and minority interests in other
firms. Since prompt corrective action depends on accurate measures of
groupwide capital adequacy, reliance on this regulatory tool is not the best
supervisory tool available.

Hahm and Kim suggest an increase in supervisory oversight of finan-
cial conglomerates based on the New Basel Accord (Basel II) and the Euro-
pean Union Directive on Financial Conglomerates. Although supervisory
standards used in place of formal regulatory oversight can be a good alter-
native, Howell points out that supervisors would have difficulty in gain-
ing enough knowledge of the business of a complex financial conglomer-
ate to understand the risk profile of such a firm. Since firms are constantly
revising their own risk analyses and often make mistakes or revise prac-
tices, supervisory bodies at best can only try to understand how financial
conglomerates monitor and manage firmwide risks. On the issue of mar-
ket concentration, Howell wonders whether there is not a better way to
deal with the possibility that financial consolidation might reduce the
intensity of supervisory oversight. The analysis in the chapter assumes
that once firms exceed a certain size, their market power starts to under-
mine regulatory efficiency. But if that is the case, another approach would
be for financial regulators to limit the ability of firms to enter into mergers
or acquisitions above a relevant threshold. U.S. banking regulators are
used to illustrate this point. Howell argues that this approach would not
only reduce the ability of financial conglomerates to extract monopoly
rents but would also retain the efficacy of regulatory oversight.

Hyeon-Wook Kim and Chang-Gyun Park, in their chapter on “Risk
and Capital Regulations on SME loans in Korea,” draw attention to the
important issue of capital regulation in the Korean banking industry and
more specifically to the implications of implementing Basel II for loans to
small and medium-size enterprises (SMEs) in Korea. By utilizing a multi-
factor risk model, they show that the credit correlation among portfolios of
SME loans decreases as the asset size of the borrower increases. The empir-
ical results of the analysis seem to indicate that the presumed positive rela-
tionship between the borrower’s size and credit correlation, as proposed
by the Basel Committee, cannot be supported in Korea.

The authors’ findings suggest profound implications for the overall
stability of Korea’s banking sector, unless a careful approach is taken in
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establishing the level of regulatory capital against SME loans. The propor-
tion of credit to large firms fell from 15.6 percent at the end of 1997 to just
5.3 percent at the end of 2003, whereas in the same period, household cred-
it increased from 51 to 249 trillion won and SME credit increased from 92
to 217 trillion won. Thus, the adoption of Basel II would further shift the
balance toward retail and SME loans. Indeed, simulation analysis indicates
that adhering strictly to the current version of Basel II may drive a wedge
between economic and regulatory capital charges for SME loans in Korea.
Moreover, the authors argue that various risk mitigation instruments
under Basel II, such as treating SME loans as retail loans, would most like-
ly aggravate the problem further. The analysis is also suggestive of the
need by financial supervisors to consider the industrial composition of
SME loans when adopting the New Accord and other proposals. The aver-
age sensitivity and credit correlations of SME loans classified by industry
reveal great differences among industries. Accordingly, regulators may
require banks to pay special attention to establishing higher capital
charges on SME loans to the construction or services industry.

Hyun Song Shin points out that the findings of Kim and Park’s inter-
esting and well-executed empirical analysis are not favorable to the
changes proposed by Basel II in terms of SMEs. Utilizing a multifactor
Merton model, the analysis shows that the correlation of SME exposures is
smaller for larger firms, which is opposite to the assumed relationship.
Shin comments further that the recent Basel II proposals have some pecu-
liarities, one of which is the treatment of SMEs. Under the advanced inter-
nal ratings based approach (A-IRB), the capital charges for loans to SMEs
are lower than those for general corporate borrowers for any given proba-
bility of default. Moreover, banks must treat SME exposures as a homoge-
nous portfolio (in the same way that they treat their retail portfolios), and
in instances where the exposures are small, the banks are permitted to
apply the risk-weight formula for retail exposures to calculate the capital
charge. The chapter reports the marked shift in recent years in the compo-
sition of loan portfolios of Korean banks toward household and SME
exposures and away from large firms. Thus, the special treatment of SME
lending under Basel II affords Korean banks some leeway and may be of
some comfort to Korean regulators if Basel II is adopted in Korea.

Shin also discusses the problem of how banks’ incentives would be
affected by the rules on capital charges and the resulting effects on the
actual composition of the loan portfolio. The issue is the endogeneity of
credit risk arising from the portfolio decisions of banks, which in turn arise
from the rules on capital requirements that are in place. The endogenous
nature of risk is important when considering the impact of capital require-
ments on overall economic stability. In general, there may be some impor-
tant shifts in the strategies pursued by banks in response to Basel II. First,
banks are likely to push more capital into retail activities to take advantage
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of lower capital requirements. More broadly, Basel II will alter the relation-
ships surrounding commercial lending in fundamental ways. In addition,
the fact that Basel II will bring regulatory capital more in line with eco-
nomic capital is likely to affect strategic decision making at banks relating
to the choice of business lines to pursue.

Three additional chapters in Part II of this volume examine superviso-
ry challenges in crisis management. In the chapter on “Regulation and Pol-
icy Response to Systemic Crises,” Hyun Song Shin sets out a conceptual
framework for the analysis of financial crises that have a “systemic” ele-
ment. He contends that the distinguishing feature of such crises is the
spillover effects across markets and financial institutions through collater-
al constraints, declines in market values of assets, currency mismatches on
the balance sheet, and the endogenous amplification of financial distress.
The precise channels of propagation of the crisis determine the appropri-
ate policy response ex post and also the appropriate preventative regulato-
ry measures ex ante. The author provides a taxonomy of the various chan-
nels and illustrates them with examples from historical crisis
episodes—both recent and old.

One theme that emerges from the analysis is the importance of liquidi-
ty regulation for financial institutions as a complementary policy tool to
the more standard capital regulation. One purpose of financial regulation
is to mitigate the negative externalities across financial institutions in
crises. For emerging market economies, which are more vulnerable to sys-
temic crises than advanced countries, this role of financial regulation takes
on critical significance. Capital regulation attempts to set the “tax” on the
financial institutions as a function only of the assets held by that institu-
tion. However, just as in the theory of Pigouvian taxation for externalities,
the optimal tax for a financial institution is a function of the assets (and lia-
bilities) held by all institutions. Depending on the precise propagation
mechanism of the systemic crisis, it is possible that liquidity regulation
comes closer to the optimal Pigouvian tax than capital regulation does.
Shin closes with a number of policy conclusions. In particular, he argues
that raising interest rates in the face of a currency crisis can have the per-
verse effect of exacerbating the crisis if the currency crisis is accompanied
by a banking crisis, which happened in many Asian countries in 1997, in
Germany in 1931, and elsewhere. Also, the role of the central bank in
financial regulation takes on added significance, since the role of crisis
manager cannot easily be separated from the monetary policy function.

Joon-Ho Hahm, in his comments on this chapter, praises Shin’s intu-
itive and succinct explanation of the nature and channels of systemic risk
in modern financial markets. While Hahm agrees with most of the major
arguments, he raises a set of questions and issues. The first issue pertains
to the nature of systemic contagion in the banking system. Hahm notes
that the main trigger of the endogenous risk in the chapter is the interac-
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tion between minimum capital requirements and the “marking to market”
of the bank balance sheet, which causes forced sales of illiquid assets.
Hahm points out that, in reality, bank capital and assets are not fully
marked to market and that the minimum capital requirement may yield a
stabilizing effect once the model considers more typical sources of a run on
a bank: asymmetric information and the first-come, first-served nature of
deposit contracts. Second, Hahm notes that an extension of the model
toward heterogeneous banks would be rewarding, because the failure of a
large bank in a concentrated banking system would yield a nontrivial
implication on the sensitivity of asset prices to asset supply. Third, Hahm
points out, as an interesting policy implication of the chapter, the joint pro-
visioning of liquidity and capital buffers, as an additional liquidity buffer
may be necessary to cope with negative capital shocks. Hahm concludes
by commenting on the role of the central bank in the theoretical model.
Shin emphasizes the role of the central bank as a lender of last resort, as
timely liquidity provision is critical in mitigating the fall of asset prices.
Hahm observes that this implication is not directly warranted in the theo-
retical framework, because there is no direct mechanism through which
the provision of liquidity can prop up the capital ratio of troubled banks.
Hahm emphasizes that none of these issues and questions undermines the
contributions of the chapter. Instead, they are raised as an interesting
future research agenda.

In the chapter on “Identification and Management of Systemic Risks:
Macro and Micro Evidence in Korea,” Dongsoo Kang attempts to empiri-
cally identify external shocks that cause a systemic crisis and their propa-
gation mechanisms in Korea’s financial system. He finds that measured
macro aggregate shock series are crucial in explaining past systemic crises.
Macro aggregate shocks do matter in the sense that they could multiply
disturbances and bring about very persistent effects in the real economy. In
contrast, the analysis shows that transitory shocks seem to have limited
influences on financial markets.

Kang also argues that macro aggregate disturbances, rather than idio-
syncratic factors, can greatly affect the behavior of individual economic
agents such as firms and financial institutions. He surmises that the size of
the identified shocks with long-run restrictions could well explain the
depth of the 1997–98 financial crisis. Also, identifying shocks allows for
comparisons between shocks that have occurred over a certain time peri-
od. This explanation is particularly well suited in the ex post sense. Ana-
lyzing corporate data, the author shows that credit channel effects seem
rather weak in Korea in relation to shock amplification and propagation.
More specifically, as the analysis indicates, capital gearing seems positive-
ly related to a firm’s borrowing costs. However, after considering other
factors that could affect external financing costs, there was only a weak
correlation between the firm’s financial structure and borrowing costs. The
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author points out that macro variables, such as real GDP growth and
short-term nominal interest rates, can better explain the variations in unit
corporate borrowing costs.

As Kang observes, asset portfolios of Korean financial institutions
have moved together in a similar fashion over time. And the assimilation
of their asset portfolios has been strengthened. This implies that Korean
financial institutions are also subject to the more common risk factors than
to the idiosyncratic risks faced by nonfinancial firms. All of these results
uniformly stress the importance of macro-aggregate risks in systemic crisis
management. In this context, Kang concludes that policy makers and
financial regulatory authorities need to place more attention on determin-
ing the characteristics of macro risk factors, whose quantity can be mea-
sured but whose nature remains unexplained.

Sung-In Jun’s comments provide an overview of the paper and raise
some questions. First, Jun questions whether using the structural vector
auto-regression (VAR) is a good way to analyze financial crisis or systemic
risk. Financial crisis or systemic risk is usually perceived as asymmetric,
whereas VAR is a system of linear equations, hence symmetric. Also, Jun
considers whether it is appropriate to use the default premium variable in
a VAR setup. The problem is that it unduly shortens the estimation period
and the measured number—calculated by subtracting riskless rates from
the yields of investment grade corporate bonds—and does not live up to
the concept of default premium that a typical firm faces in the capital mar-
ket. Further, after the currency crisis of 1997, almost all corporate bonds
were explicitly guaranteed either by banks or by some government-spon-
sored guarantee funds. In short, there is no default risk whatsoever as far
as corporate defaults are concerned. Jun offers several suggestions to rem-
edy these problems. The first is to substitute the default premium of short-
term interest rate for the long rates. The second is to set up a VAR with
more “standard” variables to extract permanent and temporary shocks
and use the recovered shock series to analyze the correlation between
shocks and default premiums. In terms of the microlevel data analysis, Jun
points out the empirical relevance of the hypothesis—that the capital
structure of a firm affects its borrowing rates—and therefore, other things
should be considered, including an implicit guarantee among affiliates of
Korea’s conglomerates (chaebol) and the importance of collateral, a well-
diversified portfolio, and the role of common shock.

The chapter on “Financial Supervision and Crisis Management: U.S.
Experience and Lessons for Emerging Market Economies” was written
jointly by James Barth, Lawrence Goldberg, Daniel Nolle, and Glenn Yago.
As Barth points out, economic history records numerous instances of
financial crises, and although a body of knowledge has been developed
identifying causes and responses to financial crises, the hard lessons that
emerge from them have from time to time had to be relearned. The authors
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indicate that recently—over the past quarter of a century or so—there have
been numerous incidences of financial crises in countries in all parts of the
world and at all levels of income. In particular, since the late 1970s, there
have been banking crises in two-thirds of the member countries of the
International Monetary Fund.

The authors ask: What lessons for effective supervision and crisis man-
agement can be learned from previous experiences with financial crises,
especially as those lessons might apply to emerging market economies in
the midst of constructing modern financial systems? In addressing that
question, the authors focus on the U.S. banking crisis of the late 1980s and
early 1990s and its aftermath. The U.S. approach is to consider first the
nature of banking prior to the crisis, anchoring that discussion in a histori-
cal look at changes in banking system structure and the passage of bank-
ing history legislation that had a major impact on the banking system.

Subsequent to the 1980s and early 1990s crisis, the banking industry
changed profoundly and rapidly, and so the second part of our task is to
delineate the nature of those changes, especially in comparison to the pre-
crisis character of the U.S. banking system. In particular, the paper notes
the decline in the role of banks in firms’ external financing and the rise in
noninterest-generating activities; the blurring of distinctions or “functional
silos” between banks and other depository institutions and between bank-
ing companies and other financial intermediaries; the growing complexity
of banking organizations, both in a corporate hierarchy sense and with
respect to the range of activities in which they can engage; and the more
intense globalization of banking.

In his comments, Hong-Bum Kim praises the paper’s well-balanced
and concise overview of the U.S. banking sector, which is described as the
serial process of regulation, circumvention of regulation (financial innova-
tion), deregulation, and sometimes reregulation. The paper also provides a
general perspective on the evolution of U.S. banking, as well as a focus on
the S&L crisis. Further, the paper highlights current trends and develop-
ments in the U.S. banking industry since the early 1990s, such as globaliza-
tion and technological innovation. Kim agrees with the fundamental prin-
ciples of the regulatory and policy lessons offered by the authors but raises
some questions in terms of their application to emerging countries. The
paper suggests the following lessons: First, “Be careful in limiting the
activities of depository institutions.” Second, “Do not sweep problems
under the rug; let market discipline work without interference.” And third,
“Focus regulation on financial functions, not financial institutions.”

For the first lesson, Kim refers to the S&L crisis and argues that it is
difficult to control the activities of financial institutions, depending on spe-
cific features of a country—historical evolution, political and cultural tra-
ditions, and so on. Kim cites the difficulty associated with allowing banks
to own nonfinancial firms. The second lesson, although absolutely correct
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in theory per se, becomes hard to follow in practice, since systemic con-
cerns, which are often politically motivated, will come to the fore—espe-
cially in emerging market economies. For the third lesson, as the activities
of a financial institution become more diversified, traditional distinctions
between financial institutions become less meaningful. Therefore, if regu-
lation is based on institutions (or sector) in this circumstance, then compet-
itive distortions and regulatory arbitrage will result. Kim contends that
there is a need to focus regulation on financial functions and that pruden-
tial regulation, by nature, should not focus on financial functions alone. In
concluding his comments, Kim emphasizes the substantive nature of the
lessons on financial regulation. Emerging market economies may also
need lessons on institutional structure of financial regulation in which reg-
ulatory substance, incorporated in legislation and policy, will be put into
practice by regulators. Hence Kim argues that institutional structure may
be equally if not more important in countries where institutional distor-
tions are huge enough to prevent good regulatory policy from achieving
objectives of regulation.

Chung Lee comments specifically on the three lessons drawn for
emerging market economies, based on the U.S. experience. As the authors
point out, laws and regulations are often created in reaction to actual or
anticipated problems, and they may be quite adequate in preventing the
recurrence of similar crises under the same social and technological condi-
tions. But Lee argues that technologies never remain constant, that market
forces (which encapsulate new technologies) change as well, and therefore
that the laws and regulations eventually become inadequate to prevent a
new crisis. The geographical banking restriction in the United States offers
a case in point. Changes in technology and the geographical notion of
community made the restriction too costly for society and generated politi-
cal support for change.

Though Lee has no reservations about the first lesson, he points out
the difficulty of determining what constitutes overly restrictive laws and
regulations and determining whether they were or were not overly restric-
tive before a crisis. Most bank regulations have been reactive to actual or
perceived banking problems. The question is thus how to make laws and
regulations that are proactive and not merely reactive, especially when
financial markets are dynamic and not static. Again, though the second
lesson is a good idea in principle, it may be difficult to implement. Refer-
ring to the S&L crisis, Lee argues that knowing how a market will react to
a crisis is nearly impossible. Hence, whether regulatory forbearance is too
costly or not is easier to judge after the fact than before. On the third les-
son, Lee agrees that the design of regulation of banks should be part of the
design of an overall financial system, but he questions its practicality in
emerging market economies, where banks are still the dominant financial
intermediaries. In concluding, Lee agrees that to achieve a safe and stable
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market-based financial system, a country needs to have institutional pre-
conditions in place. But emerging market economies must determine their
appropriateness, considering the difficulties in implementing them.

Conclusion
In concluding the conference, the participants discussed some of the

major findings and policy implications of regulatory reforms in the age of
financial consolidation. The conference participants surmised that finan-
cial consolidation would continue, if not accelerate, so countries need to
keep pace by modernizing their financial regulation structures. As the par-
ticipants pointed out, although there are global underlying trends of finan-
cial consolidation, each individual country must take a path to financial
regulatory modernization that best fits its economic, social, and political envi-
ronment. With this in mind, the participants were able to draw out several
key policy lessons for financial regulation.

First, for good regulation, the participants emphasized the importance
of independence of regulatory authorities from political and government
influence. This requires clearly defining the duties and functions of regula-
tory bodies. Only then can regulatory bodies be more accountable in terms
of their jobs. At the same time, institutional mechanisms need to be in
place to maintain checks and balances among regulatory bodies, as well as
to allow them to communicate and cooperate with each other.

Second, financial regulation can contribute to mitigate herd behavior,
which poses a serious problem for emerging market economies, such as
enhancing information transparency, strengthening disclosure rules, and
establishing liquidity regulations for financial institutions.

Third, in terms of regulatory reform, the participants emphasized the
importance of informing and educating the public to enhance their finan-
cial awareness and capability, especially in emerging market economies
where the level of financial sophistication among the public is often low.

Fourth, in terms of regulatory reform, the participants accentuated the
importance of substance rather than form. Hence, regulatory systems can-
not function well unless accompanied by proper regulation and enforce-
ment.

Fifth, when a country transplants formal institutions such as statutes
and regulations from other countries, it can succeed only if those formal
institutions are compatible with the country’s own informal institutions.
Informal institutions include the way of thinking and the behavioral and
societal norms that are deeply rooted in the country and are neither easily
nor quickly changed.

Lastly, the participants emphasized the importance of recruiting and
retaining a highly qualified workforce for the regulatory authorities. Some
suggestions included offering work incentives, such as top training pro-
grams and flexible work conditions.
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1. Legal Reforms of Financial Regulations: 
Case of the United Kingdom
Michael Foot

Historical Perspective

Formal regulation of financial institutions came relatively late to the Unit-
ed Kingdom (UK), with the exception of insurance, which was regulated
by statute from 1870 onward.

Thus banks, which have for a long time played a dominant role in the
financial services sector in the UK, were not supervised under statute until
1979. Before that, what banking supervision there was had grown out of a
desire by the Bank of England (founded in 1694 but nationalized as the
central bank only in 1946) to protect its own balance sheet. Even when the
bank accepted that it had national—as well as its own economic—interests
to protect, the emphasis was very much on protection of the stability of the
system rather than on the safety and soundness of any single bank.

It is worth my explaining briefly how the bank’s position developed
over time. From its earliest operations, the bank had bought bills of
exchange before their maturity—bills that had been accepted (and there-
fore carried the acceptor’s guarantee) by leading commercial banks in
London. The bank had consequently come to provide a large amount of
liquidity in the London markets. Any tensions in the UK banking sys-
tem—for example, if one or more of the main banks faced a liquidity or
capital crisis—thus provided a direct threat to the Bank of England’s own
balance sheet. The failure of a bank would very likely leave the Bank of
England holding bills accepted by that bank and, potentially, with a loss.

Typically, at such times, there would also be a general loss of confi-
dence in the UK and consequently a flow of money and gold out of Lon-
don. This too potentially affected the bank, because it was a major holder
of gold. The traditional response by the bank to any outflow of gold was to
raise interest rates. But this carried risks to the bank’s own interests,
because a rise in rates could undermine the financial health of those who
had to meet the bills of exchange when they matured.

The Bank of England by the late nineteenth century therefore came to
realize that it needed to operate an active interest rate policy and monitor
the financial health of the counterparties that it dealt with (the forerunner
of banking supervision). 

It also came to realize that its own liabilities were regarded by others
as of unquestioned value and that, in an emergency, its own liabilities
could be used to calm a crisis. This lender of last resort (LOLR) role, as it
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became known, was described by Walter Bagehot in the 1870s and had in
fact been used as early as the South Sea Bubble Crisis of 1720. But, on the
first occasion when the bank consciously operated in this way (the Barings
Crisis of 1892), it was done by the bank advancing loans to other banks,
secured on assets that would not have easily been marketable in a crisis.
That LOLR function is still with the Bank of England today; the last time it
was used was to calm a crisis among some smaller UK banks in 1991–92.1

The importance of not disturbing such a long-running and successful tool
of the authorities played an important part in the formation of the struc-
ture for the new single regulator in the UK, as we shall see later. 

A banking crisis in the UK in the early 1970s led finally to a formal,
statute-backed regime of banking regulation being introduced in 1979. It
was to be operated by the Bank of England. Between then and 1998, when
responsibility moved to a new body (the Financial Services Authority; see
below), the human and cash resources devoted to banking regulation
increased many times over. This was the period—domestically and inter-
nationally (with, notably, the introduction of what we now know as Basel
1 in the mid-1980s)—when the strands of modern banking regulation were
built up.

Other formal statute-backed regulation in the UK (banking and insur-
ance apart) came in only with the passage of new legislation in 1986 (the
Financial Services Act of 1986). This produced a bewildering variety of dif-
ferent regulators—basically one each for (a) securities, (b) personal invest-
ments, and (c) asset management. These were essentially self-regulatory
bodies, with boards that contained practitioners and public interest mem-
bers who operated within a broad statutory framework that was super-
vised by yet another regulator, the Securities and Investments Board.

There are two other important aspects of the UK financial sector that I
should also touch briefly upon by way of background. First, there was
never in the UK any prohibition—such as Glass-Steagall in the United
States or Article 65 in Japan—on groups having banks, securities, and
insurance or other financial intermediaries in the same group structure.
Increasingly, therefore, banks started to own securities firms and insurance
operations and vice versa. This, as we shall see below, was one important
factor supporting the eventual creation of a single financial regulator.

Second, the UK market had long been open to new competition from
home and abroad and to the relatively free transfer of ownership of finan-
cial institutions in response to normal merger and acquisition behavior.
This meant that, particularly from the 1950s onward, the London market
came increasingly to be dominated by foreign-owned entities. Some of the
U.S.–owned firms came to London originally because of restrictions
imposed upon their business in the United State; but they liked the envi-
ronment and stayed to expand even when the original restrictions were
lifted. Other foreign firms found London an ideal place from which to run
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much of their international business. Frequently (particularly in securities
and asset management) these firms bought UK entities to help them
expand. By the mid-1990s, in the domestic markets, only in retail banking
were UK–owned firms dominant.

Labour Government Creates Single Financial Regulator

The new Labour government that came to power in 1997 was very differ-
ent from its predecessors. The party had been out of office for eighteen
years, during which time it determined to avoid the mistakes of past
Labour governments. (These governments typically had been mistrusted
by financial markets, and their periods in office had been characterized by
regular foreign exchange and other economic crises, notably in 1966 and
1976.) One of the new government’s first actions was therefore to make the
Bank of England solely responsible for the operation of monetary policy, in
that way hoping to reassure financial markets about the stability and inde-
pendence of UK monetary policy.

The new chancellor, Gordon Brown, apparently also felt strongly that
an official body functioned best if it had just one key task and could thus
reduce or avoid possible conflicts of interest. Now, it has often been
argued that a central bank with authority over both monetary policy and
banking supervision has exactly such a potential conflict. The usual case
cited is where a rise in interest rates is needed to reduce inflationary pres-
sures but where the banking regulator is afraid that an interest rate rise
will lead to bank failures.2 Certainly this concern was cited at the time as a
factor that led to the government announcing the creation of the Financial
Services Authority (FSA) some three weeks after the Bank of England was
given monetary independence.

Perhaps the most important single factor in the decision, though, was
the point already mentioned—namely that the barriers were breaking
down between the traditional areas of banking, securities, and insurance.
This had been very clearly demonstrated in the Barings crisis of 1995.
Here, the parent bank (regulated by the Bank of England) was brought
down by fraud and system failures in the Singapore operations of its secu-
rities subsidiary (itself regulated in the UK by the separate Securities and
Futures Authority [SFA]). At risk immediately also was the asset manage-
ment arm, regulated in the UK by the Investment Management Regulatory
Organization (IMRO). The interconnection of business through the group
and the potential loss of confidence of outside creditors and customers
were such that, as soon as the bank was in trouble, the whole group was
threatened with failure. There could be no “ring-fencing” or selling off of
parts of the group because of their interdependence. There had to be a res-
cue bid for the whole group (as eventually there was from the Dutch bank
ING) or the liquidator would have had to wind up the various businesses
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in order to establish the “fair” value of the various cross-claims within the
group. 

Among the larger banks by 1997, it was common for the group to have
substantial insurance and other nonbanking operations, often as sub-
sidiaries of the bank. In turn, several insurance firms had begun to create
banking subsidiaries to fight back. In short, the UK financial services mar-
ket was well on the way to being dominated by financial conglomerates,
whose main domestic regulator (which could be the Bank of England, the
Department of Trade and Industry, or—less likely—the SFA) was really the
result in part of historical accident, depending upon which industry the
dominant part of the group had come from. 

This breakdown of the traditional barriers meant that regulatory coop-
eration within the UK was becoming increasingly important. But, with so
many regulators, each in their own building and with their own operating
techniques, this was proving difficult to ensure. Indeed, the Board of Bank-
ing Supervision inquiry into the failure of Barings commented adversely
on the lack of coordination between the Bank of England and the SFA in
their respective regulation of Barings.

The need for adequate regulatory cooperation was also felt very keen-
ly in cross-border regulation. As noted earlier, the UK was home to a huge
number of branches and subsidiaries of foreign-owned financial opera-
tions; while UK firms, especially banks, operated all around the world.
This meant the need for ever-growing coordination efforts with overseas
regulators, which in turn made increasing demands on the time and
resources of each of the UK regulators.

It was also becoming apparent that the rapid financial product innova-
tion (which for some years had been creating increasingly complex finan-
cial products that defied traditional labeling) was going to continue. In the
case of one bank that failed in 1994, this led for example to a dispute
between two of the five compensation schemes then in existence as to
whether a particular liability of the bank was a bank deposit or an invest-
ment. The answer mattered, because it determined which of the two
schemes should pay any compensation that was due and the amount of
compensation that was payable.

There were also increasingly frequent complaints of regulatory inconsis-
tency. One illustration regularly quoted was that if a bank and an insur-
ance company bid against each other to buy another insurance company,
the insurance bidder would typically win. This was because the insurance
regulator had less stringent capital requirements than did the banking reg-
ulator and so the insurance bidder could “afford” to pay more. Also,
although the details were not widely understood, it was obvious to any
observer that the banking and insurance regulators in the UK differed
markedly in their handling of issues such as whether (and if so how) to
consolidate all the operations of a financial group.
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Finally, there were increasingly obvious economies of scale and clarity of
operation that might be gained from the creation of a single regulator. To
take just one example, there were in 1997 eight separate complaints
schemes and five separate compensation schemes in the financial sector.
Consumers were often confused as to which should deal with their com-
plaint or claim. Regulatory efforts were duplicated. One of the earliest
decisions taken, once the FSA had been announced, was the early creation
of just one compensation scheme and just one complaints scheme—each to
be a subsidiary of the new FSA. 

How the New Body Was Created
The creation of the single regulator was announced at the end of May
1997. The new body did not have a name (it was referred to in its early
months as “NewCo”). It had essentially only one known future employee
in that period, its first executive chairman, Howard Davies. He was
appointed as head of the Securities and Investment Board (SIB), which the
government made clear was to be transformed into the FSA. Howard had
previously had a wide-ranging career in the public and private sectors,
including a spell as head of the UK Audit Commission. From late 1995, he
had been deputy governor of the Bank of England so had some immediate
knowledge of current banking supervision, yet he was not associated with
the system of regulation then being operated. This background made him
unusually well suited to take on such an innovative role.

Under Howard’s guidance, key staff were brought together from each
of the existing agencies. They were asked to create a blueprint for the new
organization and to work out the legal route that could best be followed to
create it. They were also asked what early steps we could take, while new
legislation was being prepared and passed through Parliament, to start
moving toward the eventual goal of a fully unified regulator.

This last point became particularly important when it became appar-
ent that the legislation would in fact take a minimum of two years. One
idea then floated was that there could be some “half-way house” on the
road to a single regulator (such as an early merger between the banking
supervisors and the SIB). This would be followed by the rest when new
legislation had been put through Parliament. However, the staff in the var-
ious separate regulators made clear that, now the decision had been taken,
they wished to press ahead together and that a half-way house was not
worth exploring further.

The legal basis on which the transition period was established was a
slightly odd and typically British one. The simple part was that a limited
amount of new legislation was required to move the banking supervisors
from the Bank of England to the SIB and then rename the SIB as the FSA.
This was done in time for the new body to begin operation on June 1, 1998. 
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But it was clearly going to take much longer to make the legal changes
to add in the other existing regulators. It was thus eventually decided that
each of these bodies would have to stay in legal existence, with its current
governance arrangements, for several years. Yet the government and the
new executive of the FSA did not want to postpone all changes during this
period. What was needed was a way of permitting change ahead of the
new legislation. 

The solution devised required a good deal of mutual trust among
those involved. In essence, the staff of each existing organization were sec-
onded to the FSA. The FSA in turn concluded a series of service-level
agreements with each existing organization. The FSA would deliver the
organization’s required regulatory functions and would use the existing
staff and the governing structures of the old bodies to achieve this.

Thus, to take a specific example, almost all of the staff of the SFA were
transferred to the FSA on June 1, 1998. The rules these staff enforced in
relation to the securities and futures industries remained those of the SFA.
Likewise, changes to these rules, new authorizations, and disciplinary
action against existing firms all had to be approved by the SFA Board,
which during this period remained a mixture of practitioners and public-
interest members, as it had since its creation in 1988. But all the staff doing
this work were employed by the FSA under a service-level agreement
reached with the SFA.

The process required the active support of all the governing bodies
concerned and also of some 2,000 staff. Among the latter there were, of
course, departures, as not everyone wished to join the new body. But when
over 2,000 existing staff were invited to sign new contracts of employ-
ment—often with significantly different terms from the ones they had
been used to—the number of refusals to accept the new terms (the alterna-
tive being to stay on the old) was actually very small.3

Amazingly, over the next three and a half years before the new legisla-
tion to give the FSA full powers in its own right (which finally came into
effect on December 1, 2001), there was no serious legal or other challenge
to these arrangements, even from practitioners disciplined under the
arrangements or refused licenses. 

Additionally, as the legislative process moved slowly forward (and in
the end the whole process took some two years more than had been fore-
cast initially), the governing bodies of the SFA, IMRO, and others ceded
more and more delegated authority to the FSA. This made it possible for
the FSA management to make further progress toward eventual integra-
tion during the transition. 

For example, quite early in the process, the statutory obligations that
would eventually be laid upon the FSA by the new act were already fairly
clear, as were the requirements (generally known as the “principles of
good regulation”) to promote innovation, competition, and the like. This
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meant, for example, that the FSA could start to spend modest amounts of
money on improving public awareness of financial services, as this was
going to be an explicit objective under the new act and as it was obviously
going to take many years to achieve the desired improvement in public
understanding. 

The imaginative approach to the transition period also meant that the
FSA executive could take over responsibility for some 2,000 staff in eight
offices scattered around London and, within seven months of opening,
could start realizing a key objective of bringing them all together into one
building.4 This had been planned from the outset, to help overcome the
inevitably large differences of regulatory approach that were evident
among the various existing bodies. We made very clear to all staff from the
beginning that the FSA was not to be a clone of any of the predecessor
bodies. Instead it was to be the synthesis of the best from all the previous
bodies; and the loyalty of the staff was to be to their new organization, not
their old.

With the same reasoning (i.e., to start creating a common culture), the
FSA executive began to encourage staff to move between the various
departments of the new regulator, to help with the cross-fertilization of
ideas between the different areas of regulation. This process was very cau-
tious at first and relied solely upon volunteers—no one was forced to
move.

It was helped by the fact that there was no shortage of challenging
tasks for people willing to move in this way. Policy work—preparing for
the full single regulator—had to be in full flow from day one of the FSA;
and involvement here offered an inside track to the new thinking and
approach that the FSA was going to try and introduce (see below). Line
supervision of individual firms changed less rapidly, though the FSA did
all it could in this interim period to prepare for changes that it knew it
wished to introduce eventually across the whole organization. For exam-
ple, various experiments were conducted in the supervision of large finan-
cial service groups. FSA management was convinced that more attention
needed to be given to assessing the strengths and weaknesses of a group
as a whole and less attention to individual legal entities.

On the downside, it was inevitable that this transitional arrangement
would at the least slow down some of the reforms and would perpetuate
inconsistencies between the previous regulators. To take just one example
of these inconsistencies, one of the previous regulators, the Building Soci-
eties Commission, had a policy that all the 80 or so thrifts that it regulated
were physically visited by its staff every six months. An insurance compa-
ny with a balance sheet perhaps 100 times greater than a small building
society was also visited by its predecessor regulator, but perhaps only once
every three years. And yet, in terms of risk, a number of insurance compa-
nies had failed in previous years, while the building society movement
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had not seen any depositor loss since 1920! Here was a classic case where
the consistent application of risk priorities argued for paying more regula-
tory attention to insurance companies and less to building societies. But
this flexibility really became fully possible only at the end of 2001, when
full responsibility passed to the FSA. Before that, the commissioners who
were responsible under the old structure were not willing, under the dele-
gated authority described earlier, to allow the FSA to make this shift. As
the commissioners ultimately had responsibility if a thrift failed during
this transition period, their wishes had to be respected. 

It was also difficult (and for similar reasons) in this transition period to
consider major changes in the way that powers had been exercised by the
previous regulators. If—as in the case of insurance regulation—particular
legal powers had existed for over twenty years but had either not been
used or had been narrowly interpreted, it was clearly going to be diffi-
cult—and open to the risk of serious legal challenge—for the new execu-
tive to change that interpretation significantly. Instead this executive con-
centrated on building for the new regime and consulting as to where it
would make changes when the new act came into force.

Increase in FSA’s Powers

From the outset, the government had always made it clear that it reserved
the right to extend the remit of the FSA. Obvious omissions at the outset
were the creation, monitoring, and enforcement of the following:

a. The listing rules for company prospectuses. Until 2000, when the
FSA took it over, this was the responsibility of the London Stock Exchange.
But in the United States, this responsibility has been a key feature of the
work of the Securities and Exchange Commission (SEC), and it was there-
fore from the outset expected that the task would pass to the FSA in due
course.

b. Accounting standards. Again, of course, as we have seen post-Enron
and more recently with Shell, the SEC exercises considerable responsibility
for the enforcement of standards in this area in the United States.

c. The granting of consumer credit licenses. There are several hundred
thousand of these in the UK; their issuance and supervision is currently
the responsibility of the Office of Fair Trading.

d. Regulation of the operation of insurance and mortgage brokers, which
traditionally were self-regulated by their industries. 

e. Regulation of corporate and group pension funds. In recent years,
these have been regulated for the first time by a government-created body
known as the Occupational Pension Review Authority.

As it turns out, the government has passed (a) and (d) of the above list
to the FSA since its foundation in 1998. The first, (a), was transferred in
2000, after the London Stock Exchange (LSE) had abandoned mutual sta-
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tus and had become a publicly quoted company. This change of status by
the LSE created significant potential conflicts of interest for it—without the
change, the LSE would have been responsible for monitoring market
abuse in its own shares. These potential conflicts were dealt with by trans-
ferring the staff (some 80 people) and the powers quickly to the FSA. 

The fourth item in the list above, the regulation of insurance and mort-
gage brokers, was given to the FSA following the passage of a European
Union Directive that required the creation of a statutory regime in this
area. As there may be perhaps 20,000 firms that need authorization (the
FSA currently regulates only some 10,000 in all the industries it currently
covers), this is potentially a large new commitment, which becomes fully
effective from early 2005.

There is at present no move by the UK government to transfer any of
the other issues noted above and, indeed, a self-regulatory body (the
Financial Reporting Council) has only recently been revamped and
expanded to take on a more proactive role in the monitoring and enforce-
ment of accounting standards. 

So far as the FSA management is concerned, I think their primary goal
is to ensure that they can do properly what they were initially tasked to
do, before even considering the possible attractions of further extensions
of their remit. A case can be made for the regulation by the FSA of each of
the industries considered above. But there are offsetting—and probably
obvious—arguments about extending still further, at least in the short
term, what is already an immensely demanding and complex remit. 

The Key Legal and Operational Features of the FSA

Much of the rest of this paper will describe the main legal and managerial
challenges that have been apparent in the first six years of the FSA’s life—
in particular, in the two and a half years in which it has had full powers.
However, this discussion needs first an explanation of six features of the
FSA’s arrangements that have had an important impact on how it has
developed. These features are

• The statutory objectives the FSA has been given
• The principles of good regulation that are also in statute
• The governance structure that it has
• Its accountability to key stakeholders
• The way in which it is financed
• Its operational relations with the Bank of England and the Treasury
With respect to the first, it is common in many countries for statutes to

state the purpose for which a body is created. It was traditionally less com-
mon in the UK and, for example, was not done in the creation of the bank-
ing supervision regime that predated the FSA. The act of 1979 was in fact
very vague about the purposes of banking supervision. It was only in
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1997, just before the announcement of the single regulator, that the bank
actually published for the first time a detailed outline of its supervisory
aims.

The Financial Services and Markets Act 2000, which gave the FSA its
full powers, conforms more naturally with modern good practice. The fol-
lowing four objectives are set out:

1. Maintaining confidence in the financial system
2. Promoting public understanding of the financial system
3. Protecting consumers
4. Reducing financial crime
It should be noted that nothing is said in the statute about the weight

to be given to each nor very much about how they should be interpreted.
It follows that the FSA has both to explain on an ongoing basis how it
interprets these objectives in specific areas, but also how it is going to bal-
ance possibly conflicting interests between objectives. As a result, for
example, the FSA now presents budget plans for the year ahead in a form
that shows all its projected work and expenditure grouped under headings
clearly related to the objectives. FSA staff are regularly reminded to be
clear which objective is being targeted in any particular plan of action.

Even so, as we shall see later, there remains considerable uncertainty
over what politicians and the public understand about the meaning of the
objective of “maintaining public confidence.” The FSA has made clear
from the outset that this does not and cannot mean that all deposits,
investments, or insurance policies are “safe” or free from the risk of fail-
ure. But such a message is not readily heard by a depositor, investor, or
policyholder who has lost money!

The second important feature, the principles of good regulation, is I
believe rather less common in statute law around the world. The purpose
of the principles is to identify the factors that the FSA should take into
account when making rules and policy and when giving advice and guid-
ance. There are seven in all, and each has had a significant impact on the
way in which the FSA has developed.

Thus, for example, the FSA has to use its resources (1) in an efficient
and economical manner and (2) to observe the principle that the costs of
the FSA’s action should be proportionate to the benefits that are expected
from the action. This second requirement has led us into conducting cost-
benefit analysis in areas where I doubt this has ever been attempted
before. 

A third important principle is that senior management of authorized
firms has the responsibility to manage, the reasoning being that there are
strict limits as to what the regulator can or should take responsibility for.
How (indeed whether) one can convince the public of this is another
subject.
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The fourth and fifth principles instruct the FSA to facilitate competi-
tion and innovation. This is quite a significant burden to place on regula-
tors. Competition makes it more likely that weaker/less well run firms
will fail. Innovation produces new products which—if they fail—may
bring down the innovator (as has happened, fortunately mostly outside
the financial sector, with dot.com operations). And equally, if innovation
does succeed dramatically, failures are likely among the now exposed tradi-
tional players. 

The two last principles of good regulation instruct the FSA to mini-
mize the adverse effects on competition of its own operations and rules
and, finally, to have regard for the “desirability of maintaining the compet-
itive position of the UK.” London is, of course, in many wholesale global
markets a leading—often the leading—world market. This principle there-
fore has always attracted almost total support.

The third topic identified, the governance of the FSA, has been a hotly
debated issue ever since its creation and, I think, raises important general
issues. 

When it was set up, the FSA had an executive chairman (Sir Howard
Davies) and three managing directors, of whom I was one. This structure
led to two main lines of debate. The first was over whether the range of
accountability provisions I shall outline shortly were enough to offset the
danger some saw in the concentration of power in the hands of the execu-
tive—specifically in the hands of the executive chairman. On Sir Howard’s
departure in 2003, the post of executive chair was split into two, a chair
and a CEO—but of course, by then the FSA was already established and
with significantly wider powers than at its outset.

A second line of lively debate was whether the SEC style of having
commissioners was preferable to that of a top executive team of the kind
that was in fact chosen. The commissioner structure is not unknown in the
UK and, I think, this was a debate that could have gone either way in
1998–99. One great advantage of the commissioner system is that it pro-
vides checks and balances at the top of an organization; the commissioners
are separate from the senior staff. Its great weakness is the reverse side of
that coin—namely that the people with decision-making power cannot
take responsibility for creating and driving forward a culture for the orga-
nization. So new and complex was the FSA and so important was it that
this new culture was created (to help get rid of the differing attitudes
toward supervision that existed among the previous organizations) that,
personally, I am sure the choice actually made was the right one.

The governance and accountability provisions inevitably became closely
intertwined; accountability will always be of particular concern if gover-
nance could result in the concentration of power in a few hands. Perhaps
the most common single accountability issue expressed while the legisla-
tion was passing through Parliament was that the governance structure
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meant that the FSA would be “prosecutor, judge, jury, and executioner” in
its conduct of disciplinary cases against firms or individuals. This was
never the intention, but the fear of it explains the wide range of protections
that were reflected in the final act.

Political accountability was provided for in a number of ways. The
FSA has to make an Annual Report to Parliament on its stewardship (on
which it is questioned). This requires the FSA, among other things, to
explain how it thinks it is meeting the statutory objectives.

The board and chair of the FSA are appointed (and removable) by the
Treasury. Given British history, the Treasury would never use this weapon
except as an absolutely last resort, but it is an important backstop. Other-
wise, the FSA is generally independent from government, though the lat-
ter has the power to intervene if necessary to ensure that the UK meets its
international obligations and that the FSA does not unnecessarily harm
competition.

For the financial practitioners, their main concerns over the account-
ability of the FSA were met by several of the FSA Board’s nonexecutive
directors being practitioners and by the creation on a statutory basis of a
Practitioners’ Panel with rights of enquiry and publicity.5 In addition, the
FSA committed to an extremely open consultation process, covering not
only all proposed rule changes but also, in considerable detail, the pro-
posed revenue and expenditure of the FSA. An independent complaints
commissioner was also set up to hear complaints against the FSA itself.

Perhaps most importantly, a two-tier enforcement process was created
for all discipline matters. In the first stage, the case is heard by a panel of
public interest and practitioner members and then, if the company or indi-
vidual accused is still dissatisfied, the case is passed to an independent tri-
bunal to try it afresh.

To help mitigate consumer and public interest concerns over undue
power of the FSA, provision was made for the FSA Board to include a
wide range of public-interest members. (At the time of writing, the FSA
Board has a chairman, four executives, and eleven nonexecutives.) The
Consumer Panel is a further protection and has resources provided to it by
the FSA because, unlike the Practitioners’ Panel, its members cannot be
expected to marshal significant analytical or research resources of their
own. A final protection is provided by the openness of the consultation
process and the fact that every significant proposed rule change (other
than those required by an EU directive) has to be justified by reference to a
formal cost-benefit analysis, the calculation of which is itself open to
comment. 

This consultation process has at times exhausted many of those with
views to contribute (the FSA produced 200 consultation papers in its first
five and a half years of operation). But, on all sides in the UK, it has been
held up as a model to be followed more widely, especially in the European



Legal Reforms of Financial Regulations: Case of the UK 17

Union; and both practitioners and consumer groups recognize publicly
that they have seen important changes in policy resulting from their
comments.

The fifth important determinant of how the FSA has operated in prac-
tice has been its financing. The predecessor bodies were financed in a vari-
ety of ways. Some levied fees from their industry. The banking regulators
were financed out of the proceeds of a noninterest-bearing deposit held by
banks with the Bank of England; this went to pay for a range of services,
including banking regulation. Most of the predecessors’ approaches
involved no direct government money.

The FSA, from the outset, has received no government money but
instead—and to illustrate its independence from government—has relied
solely upon fees paid by industry. There is public consultation each year
with industry as to the detail of the budget proposed and how the money
is to be raised. Overall, there has been remarkably little controversy over
either the quantum or methods of allocating the burden across sectors. No
doubt the lack of controversy has been helped by the fact that, in its first
six years of operation, the FSA’s fees in aggregate (after allowing for
increases in the FSA’s duties over the years) have risen no faster than price
inflation, despite the fact that for much of this period salary increases in
the financial sector have been well above the rate of inflation. This has
been made possible by the successful pursuit of the economies of scale that
were forecast when the creation of the FSA took place.

One common objective for practitioners throughout the period has
been the concept of “no cross-subsidization” between industries. There are
about 20 different fee blocs in all, so that, for example, banks pay only for
the direct and overhead costs of banking regulation, insurance companies
for insurance regulation, and so on. Over time, this can mean and has
meant that the balance of fees between sectors can change significantly. 

Another important fee issue, which different industries have agreed to
resolve differently, has been the basis on which the fees are levied. The
basis for banks, as in the Bank of England’s day, is set as £X per £1 million
of deposits—that is, it is a balance sheet measure.6 For insurance compa-
nies, the main fee driver has been the volume of new premium income,
though this is now under review; a large number of life insurance compa-
nies have closed to new business, so that their premium income has fallen
sharply—but the costs of regulating them remain high. 

What has not been attempted, except in a limited way for recognized
investment exchanges and for regulatory work specifically related to a
“special event” (such as a takeover), has been to relate charges to the
amount of regulatory work actually done. In part this is because the
detailed record keeping that would be involved would be a substantial
extra cost in its own right. But it also reflects the fact that—save in a case
such as a takeover—much regulation may benefit the whole industry con-
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cerned and not just the firms involved. In contrast, a takeover will typical-
ly be of most concern to the firms immediately involved and will already
involve large professional fees anyway. Companies in such circumstances
are typically willing to pay for the special regulatory work needed to eval-
uate a merger rapidly. 

The final important feature I wish to discuss is the nature of the rela-
tionship between the FSA, the central bank, and the Treasury. As I noted
earlier, there was undoubtedly concern back in 1997 that the creation of a
separate regulator would damage the Bank of England’s ability to assist in
dealing with a financial crisis. It was in particular argued that the creation
of the FSA would divorce the central bank from the regulatory information
it would need to decide whether or not its lender of last resort (LOLR)
arrangements were justified in a specific case.

This debate is not yet wholly resolved because, since the FSA was cre-
ated, there has not yet been any threat to financial stability requiring the
use of LOLR. But when the FSA was created, a great deal of thought was
put into setting out clearly (a) the responsibilities of the Treasury, the cen-
tral bank, and the regulator, and (b) the mechanism by which they should
cooperate and exchange information.

The efforts that the authorities have made to ensure that the three insti-
tutions work together justifies a section of its own, as my own discussions
with countries around the world suggests that this is an issue of great con-
cern among those who are changing their regulatory arrangements.

The Tripartite Arrangements
In October 1997, a memorandum of understanding (MOU) between the
three parties was published (see appendix). Interestingly, there has been
no suggestion from any of the three partners (or indeed more widely) that
the MOU should be amended in any way. However, as noted above, we
have not yet seen how it works in an actual crisis and there was a public
exchange of letters between the Treasury and FSA in 2001, setting out in
further detail the circumstances in which the FSA would inform the Trea-
sury of developments.7

The MOU sets out the responsibilities of each party unambiguously.
Each has clear accountability and each brings something quite distinct “to
the party.”

The Treasury is responsible for the overall institutional structure of
regulation and for the legislation that governs it. But it has no operational
responsibility for the actions of either the bank or the FSA. The Treasury is
also the only shareholder of the Bank of England, meaning that any action
by the latter that could give rise to public expenditure needs the assent of
the Treasury.

The Bank of England for its part is made clearly responsible for the
overall stability of the financial system. This is defined to include the sta-
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bility of the monetary system, the robustness of the infrastructure of the
financial (especially payments) system, the maintenance of a broad
overview of the system, and the ability to conduct official financial opera-
tions, including LOLR.

The FSA, for its part, has clear and sole responsibility for (a) the autho-
rization and supervision of the range of financial sector firms noted earlier;
(b) the supervision of financial markets and of clearing and settlement sys-
tems (a responsibility that calls for close cooperation with the Bank of Eng-
land); and (c) the conduct of operations in response to problem cases
affecting firms, markets, and clearing and settlement systems, save those
defined as falling to the bank.

Three key institutional arrangements underpin these arrangements.
First, and perhaps most important, a Tripartite Standing Committee meets
regularly, typically every month, to “discuss individual cases of signifi-
cance and other developments relevant to financial stability.” On paper,
the committee consists of the head of each of the three bodies. In practice,
senior officials conduct the meetings and inform their superiors of the out-
come. Each institution is free to call a meeting at any time and to raise any
issue that concerns it. Meetings are typically attended by relatively few
staff, with considerable continuity of attendance from year to year, which
helps develop consistent approaches to potential problems. Minutes are
agreed upon and circulated to the head of each organization.

The agendas for these meetings are never disclosed publicly. But I can
say that the approach is proactive—that is, the committee considers on a
regular basis the main potential threats, domestic and international, to UK
financial stability. Over a typical year, the committee would review possi-
ble geographical risks, commodity and other key prices, possible sources
of serious credit, market and interest rate risk, and the legal and opera-
tional risks associated with new products. Since 9/11, the committee has
also taken a great deal of interest (some of which is in the public domain)
in the preparedness of the key parts of the UK financial sector to deal with
any terrorist or other physical threat to the operation of UK financial
markets. 

The second important institutional support for the arrangements is
provided by cross-membership at senior level of the Bank of England and
the FSA. The chairman of the FSA is a member as of right of the Court of
the Bank of England, while the deputy governor for financial stability at
the bank is a member as of right of the FSA Board. 

Finally, the MOU makes clear the vital role to be played by the sharing
of information, especially between the bank and the FSA. I have been
struck, when visiting certain other countries to discuss regulatory change,
that in some cases the central bank and the regulator concerned are mani-
festly unwilling to share such information. This is not a problem that we
have faced.
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To date, as I have noted above, this has all worked well. The Interna-
tional Monetary Fund (IMF) summarized their view as follows: “The UK
financial stability framework is at the forefront internationally in many
respects. Clearly a great deal of thought has gone into making the institu-
tional structure work.”8

The Main Legal and Managerial Challenges of Creating the FSA
Let me turn now to the main challenges that we have had to address and
that have potential importance for other countries going down a similar
route.

No one has ever, to my knowledge, put so many different organiza-
tions together at one time. And in contrast with, for example, the typical
takeover or merger, there was no single dominant body within the prede-
cessor organizations that was going to “come out on top” in the new FSA.

In part, this was a simple matter of arithmetic in that of the 2,000 or so
staff on day one, no more than 450 came from any single predecessor.
After the creation of the FSA, of course, staff turnover worked in the same
direction. Partly because of an expansion of numbers and partly through
high turnover when financial markets were strong in 1998–2000, just over
half the staff of the FSA in 2003 had not worked for any of the previous
regulators.

In part, it derived from the diversity of the new top management.
Howard Davies and I indeed came from the Bank of England (though in
his case he had been there only a couple of years). But the other initial
managing directors came from the SFA and from IMRO, our first chief
operating officer came from the private sector, and our first and second
general counsels came from the SIB.

Most fundamentally, perhaps, it came from a promise made by the
new senior team to all the staff that we would take the best features of the
predecessor bodies and meld them into a new organization. To that end,
for example, we created the new terms and contracts of employment
described briefly earlier. The aim (roughly 98 percent achieved by the
FSA’s first day of operation) was to get all staff onto the same new terms of
employment.9 Our financing, human resources, and information systems
arrangements likewise quickly began to diverge from those of any of the
previous organizations.

Of themselves, these changes were not enough. Our staff worked
together in the same building (from January 1999 on), and we could start
to move them around between departments. But the fact was that the vari-
ous regulatory disciplines had grown up separately, had apparently differ-
ent visions about key aspects of regulation, and were used to operating
very different techniques of regulation.

Some were, for example, primarily concerned with prudential regula-
tion and wanted to focus, with the new regulator, on how to harmonize
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the very different global (and national!) prudential regimes for banking,
securities, and insurance. Others were much more interested in conduct of
business regulation, with little or no concern for prudential matters.

Similarly, some staff came from regimes that mainly regulated small
and relatively simple firms. Even for the bigger firms in their industries,
such regulators typically took relatively little interest in the groups of
which the firms were part. The banking and securities regulators, in con-
trast, were used to dealing with very large, interrelated, and complex
financial groups and were as a result accustomed to looking at the group
on a consolidated basis and not just at the individual legal entities.

There were also significant differences in the regulatory approaches
that different regulators were comfortable in using. The banking regulators
had for some years sought to get a good understanding of the business
model of the bigger banks and to form their own assessment of the quality
of the senior management and the systems and controls in operation.
There was a role (but much less say than in the United States) for on-site
inspection. Other domestic regulators were much more interested in
whether the firm was or was not abiding by the relevant rule book and, in
some cases, were more enthusiastic users of tools such as inspection.

Finally, there were major differences of culture between those who saw
it as a vital part of the regulator’s job to ensure the survival of the firm
being regulated and those who didn’t. The bank and insurance regulators
looked naturally for discreet remedial action in the event of problems,
because the depositors or policyholders could be damaged heavily if the
firm’s problems became public knowledge. Others regulated industries
where the failure of the firm posed little threat to the underlying customer
(because the firm did not hold his money); this group was generally much
more comfortable with formal and public discipline of firms and senior
individuals who did not meet acceptable standards. 

Finally, each regulator had typically been heavily influenced by the
specific crises that they had faced in the previous ten years or so and by
the international standards in their industry. The banking regulators had
been greatly affected by the collapse of BCCI and a number of small UK
banks in the early 1990s. IMRO had undergone something of an upheaval
after the theft of pension funds from the Mirror Group under Robert
Maxwell, PIA after the mis-selling of pension products to retail consumers,
and so on. 

The way forward, we quickly realized, was to cement a new culture
and to tackle the huge range of regulatory issues we faced by creating a
new “language” with which to describe, monitor, and mitigate risk. This
was the genesis of what we now call “ARROW”—Advanced Regulatory
Risk Operating FrameWork.
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Creating a New Language and Using It
Every regulator faces the problem of a seemingly endless list of possible
tasks and the lack of the signals (of profitability, etc.) that help a private
sector firm to order its priorities. There is the additional complication that,
when problems do strike, the regulator’s behavior is analyzed by critics,
with twenty-twenty hindsight. And against that standard, there is always
more that could have been done and different regulatory priorities that
could have been pursued.

As is quite common around the regulatory world, several of the prede-
cessor bodies to the FSA in the UK had had a formal model to help assess
risk and allocate resources.10 The most fully developed had been produced
by the Bank of England after the collapse of Barings, and another that had
been created by the SFA. But none of these had the potential to cover the
huge range of prudential and conduct of business issues or the flexibility
to deal with individual firms and with industry-wide or sector-specific
issues that a big single regulator would need. 

The FSA announced early in 2000 that it was going to create a new
model, and as the material has been written up fairly extensively, I am
going to pick out only the highlights and describe them first in respect of
the regulation of an individual firm.11

The analysis has two basic stages. The first is to identify the risks to
the statutory objectives (RTOs). These RTOs derive from the statutory
framework given to the FSA, and for individual large firms, for example,
they are grouped into seven categories.12 Some of these are business risks
and some are control risks. 

The second stage is to assess and prioritize these risks, which in turn
means that the regulator has to know enough about the firm to evaluate

Figure 1.1. The FSA’s operating framework
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these risks within acceptable margins of error. (This is really possible only
for larger firms; a quite different approach is needed for small firms.) The
basic approach is illustrated in Figures 1.1 and 1.2. 

Each risk element of the firm is scored against each RTO, and then the
scores are aggregated to produce a risk score against each statutory objec-
tive. Scores at this level of aggregation are computed as high, medium
high, medium low, or low rather than as straight numbers. 

Consistency checks are then carried out, involving people who have
not hitherto taken part in the assessment. Then a risk mitigation program
(RMP) is developed for each firm. The various available regulatory tools
are grouped into four basic types (monitoring, diagnostic, preventative,
and remedial). Typically, a high-risk firm will be given an RMP that con-
tains a significant use of preventative and/or remedial tools, such as
requirements to raise new capital, make particular improvements in the
management, or restructure the business. 

I hope it can be readily seen that this approach can equally well be
used to address issues, rather than firms, as these are capable of the same
quantitative analysis. In this way, it is possible to address what otherwise
might be seen as a major weakness—namely that for small firms, the regu-
lator is most unlikely to find it economical to collect the data needed to
estimate the probability of particular business or control risks. The resolu-
tion is to conduct so-called thematic pieces of analysis that span small and
large firms and use sampling visits to the latter to draw inferences about
the overall state of this sector.

It should also be evident that the process allows for a proactive
approach—that is, considering and mitigating potential risks. The FSA in
fact conducts a considerable amount of forward-looking macroeconomic

Figure 1.2. A risk-based supervisory approach
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and other analytical work. Once a year, this is published in The Financial
Risk Outlook. A recent edition noted that “our primary aim . . . is to raise
awareness of the key risks to our objectives that are present in our operat-
ing environment, and to contribute to our objective of promoting public
understanding of the financial system. We also hope that firms will find it
to be a useful addition to their own risk management and planning. Fur-
thermore, the analysis contained here helps put the actions we take, and
the decisions we make, into context.”13

Trying to be proactive has been a distinguishing feature of the FSA
from the outset. As I have described it in another context, the regulator can
choose to be like the circus attendant who walks along behind the ele-
phant in the parade, cleaning up after it. Or the regulator can seek to lead
the elephant along paths where the occasional “accident” can be quickly
and easily cleaned up. We considered from the outset that the view at the
front of the elephant tends to be better! 

Staffing and Financing an Effective Regulator 
Even the largest regulator in a country tends to look pretty small by com-
parison with the largest firms they have to regulate. For example, I am
pretty sure that, if you aggregated the total annual information technology
(IT) budgets of all the regulators in the world, it would amount to consid-
erably less than the IT budget for any one large global bank. To take anoth-
er example, the largest UK–owned groups regulated by the FSA employ
well over 100,000 people worldwide; we have some 2,300 people to regu-
late all 10,500 firms we authorize!

These relatively few regulators also have to face what seems to be an
ever-increasing complexity in the markets and products that they regulate.
Evidence, if it is needed, can be swiftly gained by comparing the so-called
Basel 1 Capital Accord of the mid-1980s with the draft Basel 2 Accord,
scheduled to come into effect in 2007. The latter is a hugely bigger and
more complex document than the former. And many of the risks discussed
in the latter (such as operational risk) find little or no mention in the 1980s
document.

All of this (and even using international cooperation to the full) means
that the typical regulator regularly faces difficult staffing/resource deci-
sions. On balance, the creation of the FSA has helped us answer these
questions favorably. 

Every regulator faces a difficult question over how much to spend.
There are always additional statistics that could be obtained or analyzed,
visits to make, or other checks to carry out that could marginally reduce
risks. The question is how to decide which, if any, of this potentially huge
list to undertake and, at least as importantly, how to defend in public the
resulting decision.
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The issue is complicated by the fact that what the regulator itself
spends is not the economically important issue. What really matters is the
total of what the regulator and the firms themselves spend to meet the reg-
ulator’s rules plus the economic cost that may follow because competition
or innovation has been restrained by the regulator. This last indirect cost
can be particularly difficult to measure and is one that many regulators
seem reluctant to consider at all. 

It is also, of course, necessary to measure benefits as well as costs,
because—if there are sufficient benefits—even a costly change in regula-
tion may well be fully justified. Measuring benefits may not be easy. Most
regulatory changes are made to reduce the future risk of failure of an insti-
tution or to reduce the risk of some conduct of business misdemeanor that
will cause customer detriment. But one didn’t know before the change
exactly what was the risk of failure or detriment; and one can normally
only guess within very wide margins how the proposed change will
reduce the risk. Where we are talking about a substantial regime change
(such as Basel 2, for example) and not a relatively modest move along an
already well-defined curve, the problem of measuring potential benefits is
at its most acute.

In such circumstances, the economist’s normal answer—to use cost-
benefit analysis (CBA)—is at best a blunt tool. But it is all we have and,
even in these most difficult circumstances, it does give transparency to
what can be estimated and what is assertion. Also, it allows those who will
be affected to challenge the figuring and ask whether some different action
(or even no action at all) might be preferable on economic grounds. That is
why the UK’s FSA has adopted the use of CBAs from the outset and tried
to be very open about weaknesses in the analysis.

Another typical reaction by economists in such circumstances would
be to “compare and contrast” the costs of regulation across countries and,
though it is much more difficult, also to examine the relative success of
regulators in different countries in achieving the goals they have been set.14

There is, however, surprisingly little in the public domain about even the
direct costs of different regulators, let alone the indirect costs they cause or
the benefits their polices are supposed to lead to. The UK’s FSA has been
publishing for several years direct cost figures obtained from regulatory
agencies around the world. But we have never managed to harmonize
these numbers to take account of different wage costs, exchange rates,
highly varied statutory obligations, and the very different nature and scale
of financial services in the different countries. The figures are of little use. 

We are left, I fear, with the conclusion that there is no reliable short-
term measure of the efficiency of the regulator nor even of the efficacy of
individual policies. In the year 2020, for example, it may be possible to
look back—on the assumption that Basel 2 does indeed come into effect in
the G-10 countries—and provide a reasoned analysis as to whether or not
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(as some of its detractors claim) Basel 2 is damagingly procyclical. But it
isn’t possible now. 

Financial Capability: The Long-Term Aim
I would like to turn briefly to two other issues where being a single regula-
tor has helped rather than hindered before offering some tentative and
comparative conclusions that touch on Korea.

The first issue is the importance that I feel regulators should give to
trying, over time, to reduce their role in protecting the financial system and
to let market forces do as much of the job as possible. This is usually a
view to which lip service is paid; but, after every unexpected financial
debacle (Enron and Parmalat being two recent ones that come to mind),
the outcry for more regulation usually drowns out those who ask for evi-
dence that the new regulations will do more good than harm. 

Nevertheless, I remain convinced that in the long run the market can
and must do as much as possible of the regulator’s job for itself. This in
turn will be possible only if (a) adequate information is disclosed on which
market participants can make up their own minds and (b) if those market
participants have the competence to reach rational judgments.

There is no particular cause for self-congratulation (certainly not in the
UK) in respect of either of these issues. The need for enhanced disclosure
for professional counterparties is well set out by the Basel Committee in its
proposals for Pillar 3 of the new Basel 2 proposals. And although some
progress has been made in recent years, I still think that even the largest
global financial institutions publish remarkably little that is of use to pro-
fessional analysts or counterparties.

For retail consumers in many countries, the problem is more acute
still. Levels of financial sophistication among the public are in many coun-
tries worryingly low. Certainly in the UK, surveys regularly show a wide-
spread lack of understanding of simple financial concepts.15 And yet, as in
professional markets, low inflation and low yields have been encouraging
financial intermediaries to create and sell highly complex products to retail
consumers that appear to boost income or capital returns but which carry
considerable risk in the process—for example, because returns are tied to
foreign equity markets.

Around the world, and certainly in the UK, it is therefore not surpris-
ing that the regulator is often a staunch supporter of greater disclosure
(and competence!) in professional and retail markets. In the UK, we have
taken it one stage further in respect of the retail markets, with the cre-
ation—backed by the FSA—of a financial capability initiative. This will
target specific groups right across the age spectrum, from schoolchildren
to the elderly planning for retirement. It aims to make a step jump both in
the ability of individuals to reach sound personal financial decisions and
to improve the availability of materials to help them do so. We know it is
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going to take many years to make a real difference. But it is the only way
that we can see to end the current cycle of poorly informed consumers
buying financial products that they don’t understand or being too fright-
ened to buy any at all.

Such an initiative has been made considerably easier by the creation of
the FSA because of the economies of scale that were possible when we
came together. We are also able now to look across the whole field of retail
financial advice. Thus, for example, a consumer can already find on our
web site independent generic (i.e., nonfirm-specific and nonproduct-spe-
cific) advice about a wide range of personal financial issues, from paying
back short-term debt to taking out a personal pension. They can also
access decision trees to help with some of their planning and evaluate per-
formance of individual firms’ products by looking at comparative tables.
None of these need be provided by the regulator; they could be done by the
private sector. But if they are not done well, we think we have little choice
but to step in to deal with what is essentially a market failure. 

The Future of Global Regulation

The last general topic I would like to address is the benefit that I believe
the FSA has derived in the field of international regulatory cooperation
from its greater size and from its integrated nature.

The extent of international regulatory cooperation now probably
comes as a surprise to many nonregulators; but it is less surprising when
one remembers just how international our markets and the key players in
them have become. The largest UK–based bank (HSBC), for example,
operates in over 80 countries and sells somewhere in the world almost
every banking, securities, and insurance product known to man. The FSA
has to maintain relationships with some 200 regulators and exchanges out-
side the UK in respect of a group like HSBC. 

More generally, the FSA is a member of well over 150 international
regulatory committees. It has MOUs with dozens of countries about how
bilateral arrangements between the UK and the country concerned should
work. Even ignoring the relationships required within the EU by the UK’s
membership, there is hardly an area of regulation within the UK that is not
regularly touched—and sometimes profoundly changed—by international
influence.

This is also true with the proliferation of codes of good practice that
have increasing importance in international fora. There are now a dozen
codes that the IMF takes into account in its assessments of members’ regu-
latory structures, covering a huge range of issues from money-laundering
and antiterrorist work of the Financial Action Task Force to codes on vari-
ous aspects of corporate governance.
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While all this is necessary, it does impose huge burdens upon national
regulators. We certainly in the UK have found that unification of our
domestic regulatory structure has enabled our collective regulatory
resources to go much further (and be much more effective) in dealing with
international issues than they ever were while we were separate bodies.

Parallels with Korea
Most developed and many developing countries have changed their regu-
latory structures in recent years, with the major exception of the United
States. At the risk of considerable simplification, the resulting structures
can be grouped into five basic models. The first has already been
described; the others are illustrated in summary form in the pages that
follow.

Figure 1.4. Ireland: Regulator within the central bank

Figure 1.3. Korea: Regulator separate from the central bank but not fully
unified
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1. The fully unified regulator outside the central bank such as the
UK’s FSA, with no supervisory powers remaining with the central
bank

2. A largely unified regulator outside the central bank but with some
supervisory powers remaining to the central bank, as illustrated for
Korea in Figure 1.3

3. A largely unified regulator inside the central bank, as illustrated for
Ireland in Figure 1.4

4. A “twin peaks” model with prudential and conduct of business
split, as in the case of Australia illustrated in Figure 1.5

5. “Half-way houses,” such as the French model illustrated in Figure
1.6, which is probably best seen as being on the way to a twin peaks
model 

The particularly striking features of the Korean case are the continuing
split between policy (in the FSS) and execution (in the FSC) and the

Figure 1.6. France has ended up with three peaks

Figure 1.5. Australia: “Twin-peaks” model
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remaining interest of the central bank and Ministry of Finance in a wide
range of issues. 

Given the pressures that must have been on the Korean regulators
from 1997 and the consequent need to prioritize ruthlessly, I think it is
amazing that the present structure is as coherent as it is. I also think that,
as I tried to make clear in a UK context, it is vital for nonregulators to
understand that some of the changes involved in a major reform of the
regulatory structure in a country take a substantial amount of time. One
cannot, for example, throw banking, securities, and insurance regulators
together and expect a common regulatory philosophy and approach to fol-
low neatly a year or two later; it just does not work like that. In other
words, in most of the countries illustrated above, the regulatory regime is
still in transition.

Into this category, in a Korean context, I would most definitely also
put the issue of improving corporate governance. This requires among
other things the creation (from very little) of a body of professionally com-
petent, independently minded directors for public companies that just
could not be engineered overnight. It also requires a huge change of mind-
set among executives, nonexecutives, investors, market analysts, and oth-
ers. And it probably requires several reviews and refocusing when new
problems emerge.16

It follows that I would be the first to recognize that the Korean finan-
cial authorities have got a lot right in the last few years. My comments
about what more could usefully be done need to be read in that light and
on the understanding that immediate action might not be either practical
or sensible.

In that spirit, I would identify four important issues that are worth
comment. First, and most importantly, the current structure of financial
regulation in Korea appears complex and potentially unwieldy. Two
aspects of this are striking:

a. It is not clear what is served by the spilt between the Financial
Supervisory Commission (FSC) on the one hand and the Financial Super-
visory Service (FSS) and Securities and Futures Commission (SFC) on the
other. Policy (the key role of the FSC) and its implementation (the key role
of the FSS and SFC) should surely be considered on an integrated basis,
with input going both ways between the policy-makers and the line super-
visors. Things cannot have been helped by the frequent changes that have
occurred in the chairmanship of the FSC.17

b. There appear to be a significant number of further official bodies
involved, including the Ministry of Finance and Economy (MOFE), the
bank of Korea (BOK) and the Korea Deposit Insurance Corporation
(KDIC). While this has obvious parallels to what has been done in Japan,
an outside observer would have to ask whether this structure limits the
scope for economies of scale in the use of scarce resources, introduces the
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possibility of delays in policy formulation, and leaves the industry possi-
bly confused as to who is in the lead. 

Second, the arrangements described above all seem to contribute also
to uncertainty over the independence of the regulator from the MOFE.
Compared with the clarity and separation of responsibilities between just
three bodies in the UK (the Treasury, the Bank of England, and the FSA),
there appears to be considerable uncertainty in the system over the regula-
tors’ independence. When there are successes—or more importantly,
issues of possible criticism—there will be a lack of clarity over who is
responsible.

A third issue that I have heard raised is over the quantity and quality
of regulatory rules issued and the extent to which rules have been applied
equally across firms. Few firms like regulation, but many are prepared to
put up with it if they at least feel that the rules are applied even-handedly
and with some real regard for the needs of business. It is important for a
regulator to do this and to be seen to do it.

A particular difficulty here, especially given the nature and severity of
the late 1990s downturn, must have been the fourth and related issue—
namely the possibility of conflict between the FSC’s prudential responsi-
bilities and those it was given in the late 1990s for restructuring in the cor-
porate and financial sectors.

One can see that there must have been real efficiencies in bringing
together these various responsibilities at the height of the crisis. And, of
course, it is commonplace for the regulator to have views on and play a
part in the restructuring of the financial sector. It after all has a detailed
working knowledge of the major financial sector players and has to be sat-
isfied—even without explicit responsibility for restructuring—that any
consolidation being contemplated is actually going to improve the situa-
tion. I would not discount the real challenges that the Korean economy
still faces and the ongoing problems in supervision arising in particular
from the credit card crisis. But there must be an argument for reverting
soon to a rather greater separation of the activities of regulation and
restructuring. 

Conclusion

In conclusion, let me say just that there may never have been a time where
so much regulatory change has occurred around the world as has hap-
pened in the last few years. The task of financial regulation is far from
easy; and developments in markets, products, and technology threaten to
keep up the pressure on regulators for many years to come. One driving
force for change has undoubtedly been that, in the 1990s, more banks
failed around the world than happened in the 1930s—a chilling statistic.
Regulatory change is but one of the ways in which we regulators hope to
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do better over the next ten years. I hope this essay helps to put some of the
drivers of regulatory change into context by sharing the formative experi-
ences we in the UK have had in moving from a highly decentralized sys-
tem to a unified regulator.
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Appendix: Memorandum of Understanding between HM
Treasury, the Bank of England, and the FSA

This Memorandum of Understanding establishes a framework for cooper-
ation between HM Treasury, the Bank of England and the FSA in the field
of financial stability. It sets out the role of each institution, and explains
how they will work together towards the common objective of financial
stability. The division of responsibilities is based on four guiding princi-
ples:

- clear accountability. Each institution must be accountable for its
actions, so each must have unambiguous and well-defined responsibilities;

- transparency. Parliament, the markets and the public must know who
is responsible for what;

- no duplication. Each institution must have a clearly defined role, to
avoid second guessing, inefficiency and the duplication of effort. This will
help ensure proper accountability;

- regular information exchange. This will help each institution to dis-
charge its responsibilities as efficiently and effectively as possible.

The Bank’s Responsibilities
The Bank will be responsible for the overall stability of the financial sys-
tem as a whole which will involve:

i) stability of the monetary system. The Bank will monitor this, as
part of its monetary policy functions. It will act daily in the markets, to
deal with day to day fluctuations in liquidity;

ii) financial system infrastructure, in particular payments systems
and home and abroad. As the bankers’ bank, the bank will stand at the
heart of the system. It will fall to the bank to advise the Chancellor, and
answer for its advice, on any major problem inherent in the payments sys-
tems. The Bank will also be closely involved in developing and improving
the infrastructure, and strengthening the system to help reduce systemic
risk;

iii) broad overview of the system as a whole. The Bank will be
uniquely placed to do this: it will be responsible for monetary stability,
and will have high level representation at the institution responsible for
financial regulation (through the Deputy Governor (financial stability),
who will be a member of the FSA Board). Through its involvement in the
payments systems it may be the first to spot potential problems. The Bank
will be able to advise on the implications for financial stability of develop-
ments in the domestic and international markets and payments systems;
and it will assess the impact on monetary conditions of events in the finan-
cial sector;

iv) being able in exceptional circumstances to undertake official finan-
cial operations, in accordance with the arrangements in paragraphs 11 to
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13 of this Memorandum, in order to limit the risk of the problems in or
affecting particular institutions spreading to other parts of the financial
system;

v) the efficiency and effectiveness of the financial sector, with partic-
ular regard to international competitiveness. The Bank will continue to
plays its leading role in promoting the City. Much of this work will be
directed towards improving the infrastructure.

The FSA’s Responsibilities
The FSA’s powers and responsibilities will be set out in statute. It will be
responsible for:

i) the authorization and prudential supervision of banks, building
societies, investment firms, insurance companies and friendly societies;

ii) the supervision of financial markets and of clearing and settlement
systems;

iii) the conduct of operations has been agreed according to the provi-
sions of paragraphs 11 to 13 of the Memorandum; and 

a) the nature of the operations has been agreed according to the pro-
visions of paragraphs 11 to 13 of the Memorandum; and 

b) the operations do not fall within the ambit of the Bank of England
defined in paragraph 2 above. (Such operations by the FSA may include,
but would not be restricted to, the changing of capital or other regulatory
requirements and the facilitation of a market solution involving, for exam-
ple, an introduction of new capital into a troubled firm by one or more
third parties.)

iv) regulatory policy in these areas. The FSA will advise on the regu-
latory implication for firms, markets and clearing systems of develop-
ments in domestic and international markets and of initiatives, both
domestic and international, such as EC directives.

The Treasury’s Responsibilities
The Treasury is responsible for the overall institutional structure of regula-
tion, and the legislation which governs it. It has no operational responsibil-
ity for the activities of the FSA and the bank, and will not be involved in
them. But there are a variety of circumstances where the FSA and the bank
will need to alert the Treasury about possible problems: for example,
where a serious problem arises, which could cause wider economic dis-
ruption; where there is or could be a need for a support operation; where
diplomatic or foreign relations problems might arise; where a problem
might suggest the need for a change in the law; or where a case is likely to
lead to questions to Ministers in Parliament. This list is not exhaustive,
and there will be other relevant situations. In each case it will be for the
FSA and the bank to decide whether the Treasury needs to be alerted.



Legal Reforms of Financial Regulations: Case of the UK 35

Information Gathering
Through the exercise of its statutory responsibilities, the FSA will gather a
wide range of information and data on the firms which it authorizes and
supervises.

The FSA and the bank will work together to avoid separate collection
of the same data, to minimize the burden on firms. Where both need
access to the same information, they will reach agreement as to who
should collect it, and how it should be transmitted to the other.

The Bank will collect the data and information which it needs to dis-
charge its responsibilities.

Information Exchange
This will take place on several levels. The Bank’s Deputy Governor (finan-
cial stability) will be a member of the FSA Board, and the FSA Chairman
will sit on the Court of the Bank of England. At all levels, there will be
close and regular contact between the FSA and the bank. The FSA and the
bank will establish a program of secondments between the two institu-
tions, to strengthen the links and foster a culture of cooperation.

The FSA and the bank will establish information sharing arrange-
ments, to ensure that all information which is or may be relevant to the
discharge of their respective responsibilities will be shared fully and freely.
Each will seek to provide the other with relevant information as requested.
The institution receiving this information will ensure that it is used only
for discharging its responsibilities and that it is not transmitted to third
parties except where permitted by law.

Standing Committee
In addition to the above arrangements, there will be a Standing Committee
of representatives of the Treasury, Bank and the FSA. This will meet on a
monthly basis to discuss individual cases of significance and other devel-
opments relevant to financial stability. Meetings can be called at other
times by one of the participating institutions if it considers there to be an
issue which needs to be addressed urgently. Each institution will have
nominated representatives who can be contacted, and met, at short notice.

In exceptional circumstances there may be a need for an operation
which goes beyond the bank’s routine actively in the money market to
implement is interest rate objectives. Such a support operation is expected
to happen very rarely and would normally only be undertaken in the case
of a genuine threat to the stability of the financial system to avoid a serious
disturbance in the UK economy. If the bank or the FSA identified a prob-
lem where such a support operation might be necessary, they would
immediately inform and consult with each other.

Each institution (the “lead institution”) would take the lead on all
problems arising in its area of responsibility as defined in paragraphs 2
and 3. The lead institution would manage the situation and co-ordinate
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the authorities’ response (including support operations). The form of the
response would depend on the nature of the event and would be deter-
mined at the time.

In all cases the bank and the FSA would need to work together very
closely and they would immediately inform the Treasury, in order to give
the Chancellor of the Exchequer the option of refusing support action.
Thereafter they would keep it informed about the developing situation, as
far as circumstances allowed.

Consultation on Policy Changes
Each institution will inform the other about any major policy changes. It
will consult the other in advance of any policy changes which are likely to
have a bearing on the responsibilities of the other.

Membership of Committees
The FSA and the bank will co-operate fully in their relations with interna-
tional regulatory groups and committees. They will both be represented
on the Basle Supervisors’ Committee, the EMI Banking Supervisors’ Sub-
Committee, and on other international committees where necessary.
Where only one institution is represented, it will ensure that the other can
contribute information and views in advance of any meeting; and will
report fully to the other after the meeting. This will promote cooperation
and minimize duplication.

The FSA and the bank will keep HM Treasury informed of develop-
ments in the international regulatory community which are relevant to its
responsibilities.

The FSA and the bank have agreed the following arrangements for
chairing domestic market committees:

- Sterling Markets Joint Standing Committee: the FSA
- Foreign Exchange Joint Standing Committee: Bank
- Derivatives Joint Standing Committee: the FSA
- Stocklending and Repo Committee: Bank
The FSA and the bank will each use best endeavors to facilitate con-

tacts by the other with overseas central banks and/or regulators, where
necessary to discharge their respective responsibilities.

Provision of Services
In some cases it will be more efficient for a service to be provided by the
FSA to the bank, or vice versa, rather than for both institutions to meet
their own needs separately. In these cases, service agreements will be
established between the two institutions setting out the nature of the ser-
vice to be provided, together with agreed standards, details of timing,
charges (if any), notice periods, and so on. These agreements will in the
first instance cover: provision of facilities (premises, IT etc) during the
transitional phase; the provision of analysis on domestic and overseas



Legal Reforms of Financial Regulations: Case of the UK 37

financial markets; the provision of research; and the processing of statisti-
cal information.

Litigation
The Bank will retain responsibility for any liability attributable to its acts
or omissions in the discharge or purported discharge of its banking super-
visory functions prior to the transfer of these functions to the FSA and
shall have the sole conduct of any proceedings relating thereto. The two
institutions will co-operate fully where either faces litigation.

Records
The FSA will be responsible for the custody of all supervisory records. It
will ensure that, within the framework of the relevant legislation, the bank
has free and open access to these records.

Notes

Author’s note: Michael Foot is adviser to (previously managing director of)
the UK Financial Services Authority. Written for the 2004 EWC/KDI Con-
ference on “Regulatory Reforms in the Age of Financial Consolidation,”
Honolulu, July 29–30, 2004.
1. LOLR is, of course, a function now shared by many central banks

around the world, though there are countries (notably Germany)
where the role is played by a different official body. There are also
many countries where a deposit protection scheme (such as the FDIC
in the United States or the Deposit Protection Board in the Philippines)
takes an active part in the rescue of banks and plays a role with some
similarities to LOLR.

2. Personally, I find this unconvincing. The potential failure of anything
other than a small bank is likely to be of such significance that, in any
system, a policy clash of this kind is likely to find its way up the sys-
tem to the level in government where “balancing acts” between con-
flicting objectives can be made. No system surely has such rigid
demarcation of policy responsibilities that the various arms of govern-
ment involved would not come together to discuss their respective
worries. 

3. One of the first decisions of the new FSA management was that new
harmonized terms of employment should be offered to staff and that
every effort should be made to encourage them to sign. In general, the
result was a rise in pay levels for some but not all staff and the end-
ing/buying-out of a number of previous subsidies. 

4. There has always been a small office additionally in Edinburgh, Scot-
land, and the pressure may grow for the opening of further regional
offices around the UK as the FSA’s powers are extended further.
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5. There is a parallel statutory Consumers’ Panel, and also a nonstatutory
Small Business Panel.

6. Defined to exclude interbank deposits and to give a higher weight to £
deposits than foreign currency ones. 

7. It has, however, worked perfectly well in respect of many potential
crises, such as the Asian crisis, LTCM, the preparations for Y2K, and
the consequences of the collapse of the equity market in 2000–2003.

8. IMF’s “United Kingdom: Financial System Stability Assessment,” Feb-
ruary 2003.

9. This did not mean that people of comparable skills and experience
necessarily got the same pay from day one, as we had no way initially
of comparing the experience and standing of, say, an insurance regula-
tor against that of a securities regulator. A reasonably full integration
took about five years.

10. One of the earliest had, of course, been the U.S. banking regulators’
CAMEL model (Capital, Assets, Management, Earnings, Liquidity).

11. For the announcement, see “A New Regulator for a New Millennium,”
FSA, January 2000. For more information, see “Building the New Reg-
ulator,” FSA, December 2000.

12. Financial failure, mismanagement, consumer understanding, dishon-
esty, market abuse, money laundering, and market quality. 

13. Introduction to The Financial Risk Outlook, published in January 2004.
14. This is more difficult because typically the national regulators will

have been set different objectives. But even with a relatively common
one—which in essence is to keep to a minimum the number and cost
of bank failures—a regulator who has failed to do so will often plausi-
bly argue that this is the fault of the macroeconomic policy of its gov-
ernment and has nothing to do with its regulatory record.

15. To illustrate, research shows that 25 percent of British adults, if given a
Yellow Pages telephone directory, cannot find the phone number for a
plumber. Some 40 percent of adults cannot explain what a “percent-
age” is or what, say, 40 percent actually means! 

16. The main corporate governance code in the UK has, for example, been
significantly redrawn three times in the last decade.

17. As if to illustrate my concern, the then FSC chairman resigned the day
after my presentation at the conference.
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2. An American Perspective on the UK Financial
Services Authority: Politics, Goals, and
Regulatory Intensity
Howell E. Jackson

Introduction 

In much comparative corporate law scholarship, the United States and the
United Kingdom (UK) are considered to be of one piece. Particularly in the
area of capital markets, the “Anglo-American” approach to regulation is
typically contrasted to continental or civil law systems. With their shared
traditions of laissez-faire capitalism, common-law jurisprudence, self-reg-
ulatory organizations, and disclosure-based securities regulation, the Unit-
ed States and the United Kingdom are often portrayed as fellow travelers
in the world of financial regulation. Indeed, in formal empirical work on
the subject, the two countries commonly occupy the same dummy vari-
able.1

In terms of organizational structure, however, the U.S. and UK sys-
tems of financial regulation could not be farther apart. Our system is the
most decentralized and fragmented in the world; theirs is now among the
most centralized and integrated. Ours is the product of centuries of
bureaucratic accretions, with every generation adding new administrative
units and regulatory requirements while seldom if ever abandoning inno-
vations of the past. Theirs is the precocious child of Labour Party reforms
of the late 1990s, as unlike the old clubby ways of the City as the Canary
Wharf towers are from the East End tenements they replaced. 

So the puzzle arises: How can two countries that are shoulder to
shoulder on the substance stand so far apart when it comes to matters of
form? In this essay, I identify several different factors that have con-
tributed to the substantial divergence in U.S. and UK regulatory struc-
tures. I focus my attention on three reasons why the United Kingdom has
developed such a markedly different system of financial regulation than
the one that exists on this side of the Atlantic. First, I consider difference in
the political context in which both countries undertook financial reform in
the late 1990s; second, I note differences in the national objectives for
financial regulation in the two countries; and finally I highlight differences
in the intensity of regulatory oversight in the two countries. All three of
these considerations contribute, I believe, to the very substantial difference
in regulatory structure that separates the United States and the United
Kingdom.
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While this essay limits its analysis to the regulatory structures in two
jurisdictions, its implications are substantially broader. The premise of my
analysis is that regulatory structures within individual countries are a
product of numerous considerations that are likely to vary from jurisdic-
tion to jurisdiction. The structure and priorities of domestic political insti-
tutions as well as the goals of financial regulation within individual coun-
tries can factor heavily into the evolution of regulation structures, as the
British and American experiences illustrate. These factors also influence
the scale and intensity of financial regulation, which themselves may affect
the likelihood that particular jurisdictions will pursue certain regulatory
strategies, such as consolidation of regulatory functions. So, while there
are many benefits to be gained from international comparisons of regula-
tory design and structure, there are numerous and entirely legitimate con-
straints on the harmonization of regulatory structures, at least in the short
and intermediate term. 

The Political Economy of Financial Reform

As several recent papers have chronicled, the path to the establishment of
the Financial Services Administration has been long and arduous, dating
back to election of the new Labour government in the spring of 1997.2 At
roughly the same time, the United States was also engaged in its own
process of financial modernization, culminating in the passage of the
Gramm-Leach-Bliley Act in November of 1999.3 What is striking about
these two roughly contemporaneous legislative efforts is how different
was the scope of the regulatory reforms attempted. A major achievement
of British financial modernization was the consolidation and centralization
of regulatory power into a unified Financial Services Authority (FSA). To
some degree, this process represented a continuation of efforts begun in
the 1980s to move away from the self-regulatory model that had character-
ized British supervision for more than a decade. But the singular achieve-
ment of the legislative process that culminated in the passage of the Finan-
cial Services and Markets Act (FSMA) of 2000 was the consolidation of
nearly a dozen supervisory units in a new organization with responsibility
for nearly all sectors of the financial services industry.4

The Gramm-Leach-Bliley Act, in contrast, was almost devoid of
bureaucratic rationalization or reform, even though the U.S. system of
financial regulation is even more decentralized and fragmented than the
traditional British system. At various points in years leading up to the
enactment of Gramm-Leach-Bliley, Clinton administration officials floated
some relatively modest suggestions for consolidating depository insurance
funds or creating a new high-level council of senior regulatory officials to
resolves thorny jurisdictional issues, but even these limited proposals gen-
erated intense political opposition and were quickly dropped from legisla-
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tive proposals.5 In the end, the legislation limited itself to a relatively nar-
row range of issues, principally clarifying the scope of permissible fiscal
activities for financial conglomerates and establishing modest protections
for the security of consumer privacy in financial matters. In terms of orga-
nizational changes, the legislation did not eliminate a single regulatory
agency; indeed, it set in motion a process that might have created a new
regulatory body for the oversight of insurance agents. 6

So the question arises: Why is it that reform efforts in the United King-
dom in the latter half of the 1990s led to substantial regulatory consolida-
tion there, while contemporaneous reform efforts in the United States led
to no similar developments? While many considerations undoubtedly con-
tributed to this difference, I would note four contributing factors: (1) the
parliamentary system of government, (2) the acquiescence of muddling
through, (3) the role of European institutions, and (4) local political consid-
erations.7

Parliamentary System of Government
From an American perspective, one of the most striking features of reform
in the United Kingdom was the ability of the Labour government to con-
trol the terms of the reform debate, proposing an initial reform bill, main-
taining control over the course of floor debate and amendments, and
reaching a relatively prompt resolution within a relatively few years.
When the Clinton administration joined the debate, it was entering a
process that had been underway for more than ten years.8 Although the
Treasury Department under the leadership of Secretary Robert Rubin ulti-
mately developed statutory language for congressional consideration, the
bill that became the Gramm-Leach-Bliley Act was largely the product of
legislative processes to which the executive branch made regular contribu-
tions but over which it could not exert meaningful leadership, beyond a
veto threat for a limited number of provisions. In the area of structural
reform, political forces were particularly resistant to reform proposals, and
in a number of areas where jurisdictional conflicts were especially acute,
the Gramm-Leach-Bliley Act demurred by calling on the courts to resolve
future conflicts.9 To be sure, reform proposals in the late 1990s in the Unit-
ed States were complicated by the presence of a divided government—the
Republican Party then controlled both the House and the Senate—as well
as the added complexities of a presidential impeachment, but it is hard to
imagine any American administration, even with both houses of Congress
in friendly hands, proposing so sweeping a program of governmental
reform in the field of financial services and then seeing the proposal to
successful adoption in only a handful of years.

A variety of factors contribute to difficulties that any American execu-
tive faces in proposing and gaining legislative support for structural
changes in regulatory reform. The highly decentralized structure of tradi-
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tional financial regulation in the United States creates numerous con-
stituencies inclined to resist any efforts to make major changes in regulato-
ry structures. These likely opponents for reform include not just partici-
pants in the financial services sector who may be disadvantaged from
structural changes, but also their trade groups, regulatory officials, and
even congressional representatives, all of whom may fear that movement
from the status quo may cost them status or employment. One often-cited
example of this phenomenon is the opposition that members of the con-
gressional agricultural committees typically voice in the face of proposals
to consolidate the regulation of derivatives and securities in the United
States, as the consolidated agencies would almost certainly be located
under the control of the congressional committees focusing on financial
services. 

Of course, the American opposition to regulatory consolidation is not
based solely on the self-interest of affected parties. One of the reasons that
entrenched interests can mount effective challenges to regulatory reforms
is that there is a strong historical bias against consolidated power at the
national level. Division of power between national authorities and state
officials as well as separation of powers at the federal level is a hallmark of
the U.S. regulatory system. In defending the status quo, opponents of reg-
ulatory reform in the United States can tap into heart-felt themes of Ameri-
can political thought that date back to the earliest years of the republic.
This bias against consolidated governmental power partially explains why
American administrations have had so little success in consolidating regu-
latory functions in the United States, at a time when their counterparts—
and in particular their counterparts in the United Kingdom—have been so
much more successful.

Acquiescence of Muddling Through
Another characteristically un-American feature of the British reform effort
was the highly ad-hoc manner in which the reforms proceeded. The Finan-
cial Services Authority was established before its formal powers were fully
enacted.10 For its first few years of operation, the agency assumed supervi-
sory functions delegated from other governmental units. Personnel from
other agencies were routinely seconded to FSA offices, and gradually the
staff of numerous agencies were merged into the FSA’s own ranks of per-
sonnel. While this informal interregnum allowed the FSA staff a chance to
grow into its powers and shape its ultimate legislative mandate, it is hard
to imagine reform efforts proceeding in precisely the same consensual
manner in the United States.11 With so much regulatory power shifting
hands and various oxen inevitably being gored at least in passing, one
expects that a comparable exercise in the United States would have
unleashed a barrage of lawsuits claiming deviations from statutory grants
of power or violations of separation of powers principles.12 While the
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American aversion to unauthorized exercise of governmental authority
has its virtues, the litigiousness and combativeness through which this
sensibility is often expressed makes informal regulatory accommodation
of the sort employed in the early years of the FSA difficult to achieve in the
United States and seldom a major feature of our reform proposals.13 Rather
the tendency is to try to spell out all of the details of reform efforts at the
outset, thereby clarifying their statutory basis but also presenting juicy tar-
gets at which potential opponents can take aim.14

A connection exists, I think, between the British willingness to muddle
through and its system’s ability to avoid the sort of political logjams that
characterize U.S. reform efforts. In my mind, a good example of this con-
nection was the FSA’s approach to personnel issues. As mentioned above,
in the United States, a natural source of resistance to regulatory reforms
has been regulators themselves who may reasonably fear that consolida-
tion of regulatory functions will eliminate their positions or at least dimin-
ish prospects for advancements, thereby stimulating the sort of bureau-
cratic in-fighting that can derail the legislative process. To ameliorate
resistance of this sort, the framers of the FSA process guaranteed continu-
ity of employment for all regulatory personnel over the course of the con-
solidation process. Although a relatively minor feature of a major legisla-
tive agenda, this attention to individual concerns may have smoothed the
reform process, albeit at the expense of recognizing economies of scale in
the short term.15

While the Gramm-Leach-Bliley reform process never contemplated
substantial consolidation of regulatory functions, it did include provisions
designed to create uniformity of interpretations between the principal fed-
eral banking agencies: the comptroller of the currency and the Federal
Reserve Board. Rather than leaving these interpretive issues to informal
processes, the legislative process necessitates complex and multifaceted
negotiations between the Treasury Department and the Federal Reserve
Board, culminating in a complex set of statutory provisions defining
extremely precise scopes of authority with mandatory consultations and
procedures for judicial review.16 Far from muddling through, these provi-
sions reflect a strongly legalistic and stylized approach to lawmaking in
the financial services industry. Similar forms of cooperation were also
specified for banking regulators and state insurance supervisors, and
apparently the resulting framework has proved workable for the indus-
try.17 These ad hoc accommodations are, however, unlikely to promote the
evolution of significant changes in regulatory design. 

Role of European Institutions
A further distinguishing feature of the political economy of the United
Kingdom is the influence of the European Union and other European legal
structures. While not prominently featured in many accounts of the birth
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of the Financial Services Authority, developments on the Continent played
an important role in the emergence of the agency. For one thing, a number
of European Union directives required member states such as the United
Kingdom to make certain reforms in their regulatory structure. For exam-
ple, certain directives in the field of securities regulation called for the
movement of certain regulatory functions out of self-regulatory organiza-
tions, such as the London Stock Exchange, and into governmental agen-
cies. Moreover, the total volume of European Union directives in the field
of financial regulation required British regulators to assume tasks and
meet formal standards well beyond those traditionally assumed. While the
old decentralized regulatory structure could have been adapted to meet
these multilateral commitments, the presence of these new requirements
contributed, in my view, to the national consensus in the late 1990s that
full-fledged reform of the UK regulatory structures was in order. To a cer-
tain degree, this sentiment may have been enhanced by concerns that
financial innovations on the Continent—both the rapid growth of stock
markets in France and Germany plus the emergence of a Eurozone in
which the United Kingdom was not to be a member—contributed to a cli-
mate conducive of decisive action in the field of financial reform.18

For U.S. reform efforts, there is no ready analog to the European
Union. To a certain degree, NAFTA and to a lesser extent the WTO have
had the effect of opening U.S. financial services markets to foreign firms,
but these trade agreements have not required domestic reforms of the sort
that, for example, the Financial Services Action Plan has had on the United
Kingdom and other member states. In many instances, of course, U.S. reg-
ulatory requirements have informed the development of international
standards, enunciated through organizations such as the Basel Committee
on Banking Supervision or the International Organization of Securities
Commissioners. But in these cases, the United States was generally export-
ing its regulatory requirements, not bringing itself in alignment with exter-
nally developed standards. Moreover, where multilateral agreements have
presupposed domestic regulatory reforms in the financial services indus-
try, the United States has—at least of late—shown dogged reluctance to
conform to the expectations of counterparties. In the past year, the best
example of this tendency would be the announcement that federal bank-
ing officials would impose extensively reformed provisions of the Basel
Capital Accord. So, as a matter of experience and predilection, the evolu-
tion of external regulatory standards has not been a major factor in forcing
regulatory reforms in the United States. 

Local Political Considerations
Last and not least are significant differences in the local political dynamics.
When the Blair government came to power in 1997, British consumers had
suffered through a series of domestic scandals, ranging from widely publi-
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cized abuses in the sale of pensions to the spectacular failures of Barings
and the Maxwell interests. Reformers could and did capitalize on these
issues to expose perceived weaknesses in traditional regulatory systems
and to justify far-reaching regulatory reforms such as the FSMA. By the
late 1990s in the United States, by contrast, outrage over our then most
recent financial scandal—the savings and loan crisis—had largely faded,
and the country had enjoyed several years of record-high stock prices and
record-low bank failure rates. Aside from concerns of financial privacy
that overtook the legislative process in mid-1999, the politics of financial
modernization in the United States was fairly low-key. The most zealous
advocates for reform were members of the financial services industry seek-
ing to eliminate long-standing but already partially eviscerated activities
restrictions. The substantially higher level of public interest in financial
regulation in the United Kingdom in the late 1990s helped propel the Unit-
ed Kingdom to much more substantial regulatory reforms than would
have been feasible in the United States.

Since the passage of the Gramm-Leach-Bliley Act, of course, the Unit-
ed States has encountered major financial scandals, including the bursting
of the technology stock bubble in 2000, coupled with corporate accounting
scandals and securities industry abuses uncovered in the next few years,
as well as more recent scandals of the mutual fund industry and New York
Stock Exchange compensation arrangements. Major legislation in the form
of the Sarbanes-Oxley Act of 2002 ensued, with much fanfare and substan-
tial implications for corporations in the United States and around the
world. The reforms of Sarbanes-Oxley, however, did not address regulato-
ry consolidation or simplification. Indeed, the only structure reform of the
act was to add a new regulatory in its creation of the Public Company
Accounting Oversight Board. While difficulties at the NYSE have prompt-
ed some to call for a reduction in our reliance on self-regulatory organiza-
tions, no specific reform proposals have been adopted, and at least for the
time being, prospects for such changes seem unlikely.

While one must be circumspect in locating differences in national reg-
ulatory strategies in any single factor or set of factors, the substantial dif-
ferences in the regulatory scope of the FSMA and the Gramm-Leach-Bliley
Act at roughly the same time does invite speculation as to the reasons for
those differences. In my mind, striking points of difference were the capac-
ity of the new Blair government to utilize a strong parliamentary majority
to effect the changes; the flexibility of the British system of government to
allow such a large-scale legislative reform to be worked out in a pragmatic
but substantially more informal process than the United States political
system would have allowed; pressures from political developments at the
European Union level that necessitated a variety of reforms at the domes-
tic level; and recent political developments that created some degree of
public support for regulatory reforms included in the FSMA.



46 Howell E. Jackson

A Comparative Analysis of Regulatory Objectives

Another explanation for the differences in U.S. and UK regulatory struc-
ture is a substantial divergence between the objectives of regulatory struc-
tures in the two countries. As explained below, the United States has an
ambitious set of goals for its financial regulators. The British objectives are
on balance more modest and in certain critical respects better suited for a
consolidated supervisory apparatus.

Regulatory Objectives in the United States
As I have written at length elsewhere, the United States has a broad set of
regulatory goals for its financial regulators.19 While the importance of these
goals varies somewhat from sector to sector within our financial services
industry, the four following categories reflect our dominant regulatory pri-
orities.

1. Protection of depositors, policyholders, and investors. First and fore-
most, our financial regulatory structure is designed to protect con-
sumers from losses and abusive practices. In some contexts—
including bank deposits of less than $100,000 and certain pension
plans—the protection we afford is absolute. Elsewhere (e.g., in the
field of securities regulation), we impose significant restrictions on
the terms of permissible competition and mandate the disclosure of
large amounts of information, both to promote consumer self-help
and to secure the protection of market forces. Much financial regu-
lation in the United States serves the goal of consumer protection.

2. Reduction of externalities. A separate justification of financial regula-
tion in the United States is the elimination of various externalities
associated with financial failures. The Federal Reserve Board’s
lender of last resort function serves this purpose, as does the oft-
maligned but still extant too-big-to-fail policy of federal banking
regulators. The extent to which financial regulators should impose
regulatory restraints out of concern for externalities is controversial,
but there is little doubt that one of the reasons we regulate financial
intermediaries in the United States is to prevent potential losses to
parties that are not indirect contractual privity with intermediaries.

3. Redistributive policies and other equitable norms. A third and less well
publicized goal of financial regulation in the United States is to
advance various redistributive policies and other equitable norms.
A good example of this phenomenon is the Community Reinvest-
ment Act for depository institutions, but analogs also exist in the
insurance industry and, to a limited extent, in the securities field. In
many respects, we see our financial intermediaries as vehicles to
implement a range of social policies, and financial regulators often
find themselves agents in advancing these goals. Insurance regula-
tors, for example, must often opine on whether it is permissible for
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the price of car insurance to vary based on the gender or education-
al level of drivers, and pension officials must decide whether lower-
income workers receive an equitable share of retirement benefits. 

4. Considerations of political economy. Finally, broader considerations of
political economy routine factor into our system of financial regula-
tion. Perhaps the best example of this practice has been our historic
aversion to nationwide banking, which still influences a profound
effect on our banking system. In addition, political preferences for
state control explain the persistence of state control over the insur-
ance industry and overlapping state and federal jurisdiction in both
banking and securities. Moreover, one might well attribute the frag-
mentation of supervisory control at the federal level to a national
taste for separation of powers dating back to the early years of the
republic.

Regulatory Objectives in the United Kingdom
In defining the regulatory goals of financial regulation in the United King-
dom, we are fortunate that Parliament went to considerable lengths in the
enactment of the Financial Services and Markets Act of 2000 to articulate a
series of four statutory objectives, as well as six principles of good regula-
tion. I will first review these regulatory goals and then contrast them with
the goals of financial regulation in the United States.

Statutory Objectives
The Financial Services and Markets Act set out of the FSA four statutory
objectives: market confidence, public awareness, consumer protection, and
reduction of financial crime.20

1. Market confidence. Market confidence relates to the preservation of
both financial stability and the reasonable expectation that the
financial system will remain stable. Its maintenance is supposed to
provide market participants and consumers with the relevant
incentives to trade in financial markets and use the services of
financial institutions. According to the FSA, achieving market confi-
dence involves the imposition of two steps: (a) to prevent material
damage to the soundness of the UK financial system caused by the
conduct—or collapse—of firms, markets, or financial infrastructure,
and (b) to explain on what basis confidence in the UK financial sys-
tem is justified. The latter includes stating explicitly what the regu-
lator can and cannot achieve.21

2. Public awareness. With the enactment of the FSMA, the FSA was
also given a specific objective in the area of consumer education.
Reflecting a concern that consumers are not always in a position to
judge the safety and soundness of particular financial institutions
or to assess the risks associated with certain products,22 the act
requires the FSA to pursue two main aims under the objective of
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public awareness: (a) to improve general financial literacy, and (b)
to improve the information and advice available to consumers.23

The FSA not only provides generic information and advice to con-
sumers, but also it encourages others to improve the availability
and quality of their advice. In doing so, the FSA has developed a
system of information and inquiry services, which includes the
statutory register of authorized firms and the Consumer Helpline.
To enhance public awareness about financial services, the FSA has
developed partnerships with regulated business, trade associations,
consumer groups, and educational institutions.

3. Consumer protection. Public awareness is closely interlinked with
the objective of consumer protection. The FSMA charges the FSA
with the task of “providing an appropriate degree of protection for
consumers.” The legislation envisages that the prime responsibility
for dealing fairly with consumers rests with the management of
regulated firms. So the FSA’s regulatory approach is designed to
focus and reinforce that responsibility, emphasizing the robustness
of firms’ systems for identifying, measuring, and controlling risks
both to the firm itself and to its customers. To this end, the FSA has
also put in place mechanisms for complaints handling and redress
that offer greater simplicity and ease of access to consumers. As
required by the FSMA, a single financial services ombudsman
scheme and a unified compensation scheme have been introduced,
with a range of mechanisms for different markets and types of cus-
tomers.24

4. Financial crime. On the grounds that market confidence and con-
sumer protection are significantly undermined if the financial sys-
tem is not adequately protected from criminal abuses, the FSA is
also obliged to reduce the extent to which it is possible for regulat-
ed institutions to be used in connection with financial crime.25 This
objective integrates the relevant efforts of financial regulators with
those of other criminal law intelligence, investigation, and prosecu-
tion agencies. Together with certain new powers set out in the
FSMA, it enables the FSA to build on the work that existing regula-
tors have undertaken in this area in the past. Its prime focus is to
ensure that financial institutions have systems and practices in
place to protect themselves against being used as vehicles by finan-
cial criminals, especially by way of money laundering. In its effort,
the FSA works closely with other organizations such as the police
and various public prosecutors.
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Principles of Good Regulation
In pursuing its objectives, the FSA is required to take into account six addi-
tional principles of good regulation set out in the FSMA.26 The principles
and the FSA’s interpretation of them are as follows. 

1. Efficiency and economy. This principle relates to the way in which
the FSA allocates and uses its resources. When addressing a specific
risk, the FSA is required to choose the options that are most efficient
and economical. It goes beyond the statutory requirement to con-
sult on fees and consult on its budget, explaining how it plans to
use the funds levied through regulated firms. The nonexecutive
committee of the FSA Board is required among other things to over-
see the use of resources and to report to the Treasury every year.

2. Role of management. A firm’s senior management is responsible for
its activities and for ensuring that its business complies with regula-
tory requirements. This principle is designed to guard against
unnecessary intrusion by the regulator into firms’ business and
requires the FSA to hold senior management responsible for risk
management and controls within firms. 

3. Proportionality. The restrictions imposed on firms and markets
should be in proportion to the expected benefits for consumers and
the industry. In making judgments in this area, the FSA takes into
account the costs to firms and consumers. One of the main tech-
niques the FSA uses is analysis of the costs and benefits of proposed
regulatory requirements. This approach is shown, in particular, in
different regulatory requirements applied to wholesale and retail
markets.

4. Innovation. The FSA should allow and encourage innovation—for
example, by avoiding unreasonable barriers to entry or not restrict-
ing existing market participants from launching new financial
products and services. This duty is best pursued through the main-
tenance of close relationships between the regulators and regulated
institutions. Institutions are thus encouraged to discuss new prod-
uct ideas and new market developments with the FSA at an early
stage to ensure that the risks—for them and their customers—are
properly understood and managed from the outset.

5. International character of financial services and markets and the desirabil-
ity of maintaining the competitive position of the UK. London is a
uniquely international center of financial services, with many for-
eign banks and other financial institutions conducting business
within the jurisdiction. Much of the business undertaken in the UK
is internationally mobile, and almost all aspects of the FSA’s
responsibilities have an international dimension. The FSA is there-
fore committed to playing a full part in discussions with interna-
tional regulatory bodies, to ensure that the UK’s influence on the
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development of international regulatory standards is commensu-
rate with the weight of its markets in global terms. In many areas,
this work proceeds in partnership with the Bank of England. 

The FSA also considers the effect on UK markets and con-
sumers of the economic, industry, and regulatory situation over-
seas. It takes into account the international mobility of financial
business and seeks to avoid damaging the competitive position of
the UK. This involves cooperating with overseas regulators, both to
agree on international standards and to monitor global firms and
markets effectively. Especially within the European Union, coopera-
tion with other member states’ regulators has taken the form of for-
mal networks, such as the Committee of European Securities Com-
missions.

6. Competition. The FSA must avoid unnecessarily distorting or
impeding competition.27 This includes avoiding unnecessary regula-
tory barriers to entry or business expansion. Competition and inno-
vation considerations play a key role in the FSA’s cost-benefit
analysis work. Under the FSMA, both the Office of Fair Trading and
the Competition Commission will have a role to play in reviewing
the impact of the FSA’s rules and practices on competition.

A Comparative Analysis
When one lines up the justifications for financial regulation in the United
States with the regulatory goals of the FSA as articulated in the FSMA, a
number of interesting differences emerge, many of which factor into the
differences in organizational structure that have evolved in the two
countries.

Primacy of Market Confidence over Consumer Protection
An initial point of divergence is over the primary mission of each coun-
try’s system of financial regulation. In the United States, consumer protec-
tion is typically advanced as the most prominent justification for financial
regulation. Although systemic risk is also a consideration—particularly in
the area of depository institutions—the primary mission of much of U.S.
financial regulation is to protect consumers from corporate overreaching
or unexpected financial failures. Under the FSMA, the priorities of the reg-
ulatory agency are reversed. The first statutory goal of the FSA is the main-
tenance of market confidence—an aspiration highly analogous to the con-
tainment of systemic risk.

Different Approach to Consumer Protection 
The degree of consumer protection sought under the FSMA is also quite
different from that characteristic of U.S. regulatory structures. While the
United States through its public insurance programs and extensive
enforcement apparatus—both public and private—often purports to afford
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comprehensive or nearly comprehensive protections for consumers, the
FMSA establishes a much more modulated approach to the problem. In its
statutory objectives, the act calls for only an “appropriate degree” of con-
sumer protection and then expressly notes the importance of managerial
oversight from private firms. The principles of good regulation amplify
this perspective by again noting the role of management in ensuring regu-
latory compliance and in two different principles (the one on efficiency
and economy and the second on proportionality) emphasizing the impor-
tance of cost-benefit analysis in financial regulation.

Competition and Innovation as a Regulatory Goal
From an American perspective, another striking characteristic of the regu-
latory mission of the FSA is the prominence given competition and inno-
vation as explicit goals of the agency. While U.S. financial regulatories are
often directed to take competitive considerations into account, typically
these directions are framed as limiting principle on other regulatory
goals.28 Under the FSMA, competition and innovation are expressly listed
as independent principles of good regulation. Even more strikingly, the
preservation of London as a leading financial center is elevated to a regu-
latory goal. To a certain degree, this elevation of competition and innova-
tion could be understood as an extension of other principles advancing
goals of cost-justified regulation. However, there is also—it seems to me—
something like a legacy of an older system of self-regulation in the City
that has a quite different flavor than most financial regulation in the Unit-
ed States.

Differences in Other Regulatory Goals
Another telling difference between U.S. and UK regulatory goals relates to
the secondary regulatory missions that characterize each country’s regula-
tory aspirations. Under the FSMA, the FSA is given a relatively modest set
of supplementary goals: improving the financial education of consumers
and reducing financial crime. Analogs of both regulatory goals can be
found in the U.S. regulatory structure. Improving understanding of self-
directed retirement savings accounts, such as 401(k) plans, has been a pri-
ority of the Department of Labor for a number of years, and the SEC also
devotes some of its resources to individual investor education. On the
financial crime side, federal legislation regarding money laundering has
been on the books for many years, and was substantially enhanced in the
Patriot Act after the September 11 terrorist attacks. But notably absent
from the FSMA is the relatively extensive set of secondary roles that U.S.
financial regulators are called upon to play. As explained above, these
goals include both social equality and income redistribution, regulatory
objectives that are singularly absent from the FSA’s mandate. In addition,
our regulatory system expressly advances certain visions of political econ-
omy, including the preservation of smaller, local financial institutions (par-



52 Howell E. Jackson

ticularly in the field of depository institutions) and also a fragmented sys-
tem of financial regulation (both between federal and state authorities and
within the federal government). The FSMA shares none of these missions.
Indeed, to the extent that the agency’s mandate includes the preservation
of London as a financial center, one might infer a slight bias in favor of
larger institutions and a unified system of oversight.

Implications for Regulatory Structure
The differences in the goals of financial regulation in the United Kingdom
and the United States have, in my view, a direct impact on the regulatory
structure that each country has adopted. The relationship is most obvious
in the case of our political preference for divided systems of financial regu-
lation, which is flatly inconsistent with a consolidated supervisory struc-
ture. But the other differences noted above also, I think, play into the vari-
ation in organizational structure.

For example, both the FSMA’s mandate for cost-effective regulation
and regulation that promotes innovation and competition tend to favor
less extensive regulatory structures. Moreover, to the extent that the FSA’s
primary mission is to prevent systemic risks and not to ensure the safety
and soundness of each consumer’s investments, the scope of regulatory
oversight is likely to be less extensive than in the United States, where con-
sumer protection is of central importance. When one factors in the cost of
imposing the much more extensive secondary regulatory goals of U.S.
supervisors, the likely differences in regulatory intensity between the two
countries expand further. While one might quibble about the relationship
between regulatory intensity and organizational structure, a plausible
hypothesis is that as the degree of regulatory intensity increases, consoli-
dation of regulatory functions becomes more cumbersome and difficult to
achieve.

The organizational structure of the FSA itself also reflects, I believe, the
policy goals of the underlying legislation. As has been elaborated in other
articles, one of the distinctive features of the British Financial Services
Authority is the functional manner in which the agency is organized.29

Rather than maintaining separate divisions for the various sectors of the
financial services industry, the FSA’s regulatory staff is divided into three
functional directorates (see Figure 2.1). As outlined below, this organiza-
tional structure can be explained in terms of the FSMA’s statutory objec-
tives and principles of good regulation. 

The first directorate—the Regulatory Processes and Risk Directorate—
handles authorizations (i.e., licensing) and enforcement for all sectors of
the financial services industry in addition to maintaining a division that
considers regulatory strategies and risk analysis. This directorate is truly
cross-sectoral in that all of its operating divisions span the financial ser-
vices industry.30 To achieve this same result in the United States, the insur-
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ance company licensing offices of the fifty states would need to be com-
bined with the OCC’s chartering unit—along with SEC, NASD, and state
Blue Sky procedures for registering new broker-dealers—in a single divi-
sion of a regulatory body. And then, as part of the same division, the
enforcement staffs of all banking, securities, insurance, and futures regula-
tory agencies would need to be located as part of the same division in
neighboring offices. Although it is not clear whether consolidations of this
sort would be cost-effective within the context of the U.S. regulatory struc-
ture, within the United Kingdom this approach to licensing and enforce-
ment arguably improves efficiency and is thus consistent with this aspect
of the agency’s statutory objectives. Similarly, setting up a separate unit to
consider regulatory strategy and overall risk allows the agency to deploy
its supervisory resources in a more cost-effective manner than would like-
ly be possible if the organization were divided into more familiar sectoral
divisions.31

The FSA’s two other functional divisions—the Consumer, Investment
and Insurance Directorate and the Deposit Takers and Markets Direc-
torate—also strike me as heavily influenced by the agency’s statutory
objectives, although in a manner that may not be immediately apparent to
foreign observers. Both of these directorates include divisions linked to
particular subsectors of the financial services industry as well as more gen-
eral functional authority. What is confusing for U.S. observers about this
arrangement is that elements of the securities industry are spread across
the two directorates. Exchanges are located in the Deposit Takers and Mar-
kets Directorate, whereas collective investment vehicles and certain retail
brokerage functions are located in the Consumer, Investment and Insur-
ance Directorate. While this allocation of responsibility divides what we

Figure 2.1. The FSA organizational structure
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think of as SEC functions in the United States, it arguably follows the func-
tional divisions implicit in the FSA’s regulatory objective. The Deposit Tak-
ers and Markets Directorate has responsibility for the agency’s foremost
mission: the preservation of overall market integrity. The directorate there-
fore deals with those financial activities most likely to threaten that integri-
ty, including major financial conglomerates and exchanges, and includes a
separate division specializing in prudential regulation. The Consumer,
Investment and Insurance Directorate, on the other hand, deals with the
areas in which consumer protection rather than market integrity is the key
concern. 

This division between market integrity functions and consumer pro-
tection functions strikes me as one of the most interesting features of the
FSA’s regulatory structure with potentially far-reaching consequences for
regulatory policy. As others have noted before, this organizational struc-
ture allows for truly consolidated supervision. Of necessity, consumer pro-
tection in various subsectors of the financial services industry—whether
insurance, banking, or securities products—will be informed by practices
in other sectors. Similarly, oversight of market integrity will tend to
become more comparable across sectors as supervisory standards emanate
from a unified authority. So the twin peaks approach to financial supervi-
sion allows for more consistent oversight across sectors of the financial ser-
vices industry.

But the separation of market integrity from consumer protection at the
FSA also strikes me as an important manifestation of the FMSA’s twin
goals of achieving an extremely high level of protection of the integrity of
markets but imposing a lighter touch in the field of consumer protection.
Empowered to focus its efforts exclusively on identifying and eliminating
risks that might plausibly threaten the overall financial system, the
Deposit Takers and Exchange Directorate can keep its eye on the big fish of
systemic risk without being constantly distracted by the multitudinous
minnows of consumer protection. The regulatory muscle of the directorate
can therefore be deployed where perceived risks to market integrity are
greatest and not in a manner required to eliminate the largest number of
relatively minor harms.32

The creation of the Consumer, Insurance and Investment Directorate
similarly splits off what I would characterize as the FMSA’s lesser goal of
advancing consumer protection. As mentioned above, the act in a way
characterizes consumer protection as a regulatory function that should be
advanced in a limited manner and on a cost-conscious basis, with con-
sumer education and delegation of responsibility to management as viable
alternatives to direct regulation. By separating out issues of market integri-
ty—where supervisory standards toward infractions and risk are necessar-
ily more absolute—the FSA structure increases the likelihood that con-
sumer protection goals will be advanced on a more cost-effective basis.
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To make the preceding points slightly more concrete, compare the U.S.
approach to the regulation of depository institutions to that of the FSA’s.
While the United States does have some specialized regulations for large
financial conglomerates, it generally organizes its regulatory structures by
industry sector and imposes mandatory on-site examinations of deposito-
ry institutions on a regular basis, regardless of whether the depository
institutions in question impose any substantial threat to market integrity.
A variety of factors explain this system of comprehensive examination—
the exposure of both the FDIC and uninsured depositors to losses is
undoubtedly an important consideration. But also, I would argue, U.S.
financial regulatory authorities are not constrained by a governmental
mandate of the sort made explicit in the FSA—that supervisory initiative,
particularly in the area of consumer protection, should be imposed only
when cost-effective. Rather their tendency is to favor equal treatment in
the regulation of financial institutions, regardless of the risks particular
institutions impose on market integrity or the efficacy of regulation from
an economic perspective, and to keep financial failures to a minimum.33

Intensity of Financial Regulation

In speculating as to the reasons why British financial regulation was con-
solidated into a unified regulatory agency whereas nothing remotely com-
parable has occurred in the United States, I would propose as a further fac-
tor differences in regulatory intensity between the two countries in the
area of financial regulation. To a certain degree, this difference is a function
of the relatively broader goals of U.S. financial regulation that I recounted
in the preceding section. After all, in seeking to advance more social func-
tions, U.S. financial regulators inevitably require more staffing and larger
budgets. Moreover, certain of the regulatory goals in each country con-
tribute to differences in levels of regulatory intensity. The British require-
ment that cost efficiency factor into all regulatory initiatives tends to con-
strain the level of regulatory intensity in that jurisdiction, where the U.S.
predilection for divided governmental authority tends to produce overlap-
ping jurisdictions and larger overall regulatory budgets.34

Whatever the explanation for differences in regulatory intensity, their
existence offers an independent factor in explaining why the United States
has not moved to a system of regulatory consolidation found in the United
Kingdom and elsewhere around the world. The size and intensity of U.S.
financial services regulation—both in absolute and adjusted terms—is
exceptional. The substantial differences in regulatory intensity between the
two jurisdictions also raises fascinating (and extremely difficult) normative
questions about whether both countries are maintaining appropriate levels
of regulatory intensity or whether one of the countries is operating at a
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level of intensity that is substantially suboptimal. Aside from noting their
intrinsic importance, I will leave these issues to another day.

The data presented in this section comes from several sources: partial-
ly my own research, partially from data that the FSA itself compiles each
year in its annual reports, and partially from research conducted under my
supervision by students at Harvard Law School. I first compare regulatory
staffing and budget levels for U.S. and UK financial authorities at the turn
of the millennium, as the FSA was being established. Next I offer an
expanded data set offering comparable data about these two countries and
several other jurisdictions. I then present some additional, more detailed
data about securities enforcement efforts in both jurisdictions from 1999 to
2001. The section ends with some tentative conclusions and suggestions
for further research.

Overall Regulatory Budgets and Staffing Levels
An initial and useful point of departure is a review of the overall staffing
levels in both jurisdictions. For the United Kingdom, this task is fairly
straightforward as the country’s regulatory functions are now largely cen-
tralized in the FSA; for the United States, however, the undertaking is con-
siderably more substantial as our system of regulatory oversight remains
highly fragmented. I therefore begin this section with a quick review of my
own estimates of U.S. regulatory budgets and staffing levels in the
1998–2000 period and then compare them to the levels of staffing reported
for the FSA in its 2000/2001 Annual Report.

My estimates for U.S. regulatory budgets and staffing levels are pre-
sented in Table 2.1 and represent data compiled during the 1998 to 2000
time period, roughly contemporaneous to the enactment of Gramm-Leach-
Bliley and the establishment of the FSA. As summarized in the table, per-
sonnel and annual expenditures are divided into the financial subsectors
of depository institutions (including banks, thrifts, and credit unions),
insurance companies, the securities industry, the futures industry, and

Table 2.1. Summary of annual U.S. regulatory costs
(1998–2000 data—partial)

Sector Personnel
Annual Annual expenses/

expenditures personnel

Depository institutions 22,175 $2,751,089,581 $124,064

Insurance companies 11,817 $738,000,000 $62,452

Securities industry 4,889 $644,900,000 $131,908

Futures industry 556 $62,761,000 $112.879

Pensions & benefits 2,285 $331,147,000 $144,922

Total 41,722 $4,527,897,581 $108,526
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pension and benefits. The table is denominated partial because data on
certain elements of the U.S. financial regulatory structure are not avail-
able—notably data about budgets and personnel for state securities regu-
lators.35

The data presented in Table 2.1 is striking in several respects. First is
the absolute size of the country’s financial oversight efforts: nearly 42,000
employees and an annual budget in excess of $4.5 billion dollars. Second is
the relatively large share of both overall budgets and personnel the U.S.
allocates to the regulation of depository institutions: more than 53 percent
of total personnel and nearly 61 percent of budgetary resources. A third
point of interest is the variation in the ratio of annual expenditures to per-
sonnel in the various sectors of the financial services industry. The average
expenditure levels per employee in the insurance industry ($62,452) is dra-
matically lower that of other subsectors. While costs of operation may be
lower for insurance regulators, as they are located throughout the country
and not concentrated in more expensive urban centers such as Washington
and New York City, one might reasonably infer that some of the variation
reflects differences in expertise and training. In contrast, annual expendi-
tures for personnel regulating the securities industry ($131,908) and pen-
sions and benefits ($144,922) tend to be higher. 

Table 2.2 presents roughly comparable data for the Financial Services
Authority and is drawn from the FSA’s 2000/2001 Annual Report.36 In some
areas, there are similarities between the FSA’s levels of expenditures and
those presented for U.S. regulatory agencies in Table 2.1. In both countries,
resources are distributed across industry subsectors, and the ratio of annu-
al expenditures to personnel in the UK ($119,349) is similar to total annual
expenditures to total personnel in the United States ($108,526).37 On bal-
ance, however, the differences between Table 2.2 and Table 2.1 are more
striking than the similarities. Note first the difference in the allocation of
resources. Whereas more than half of U.S. regulatory personnel and bud-
gets were allocated to depository institutions, the FSA allocates over 60
percent of its budget to the securities industry and only slightly more than
25 percent to depository institutions.38 A number of factors undoubtedly
contribute to the smaller percentage of budgetary resources allocated to
depository institutions in the United States—notably, the very high num-
ber of depository institutions that still operate in the United States and the
balkanized system of banking regulation that we maintain—but the result-
ing difference in the level of budgetary expenditures remains nonetheless
noteworthy.

For current purposes, an even more important difference between the
regulatory expenditures and personnel levels of the FSA and those of the
United States is the absolute difference in scale. Total annual expenditures
on financial regulation in the United States during 1998–2000 were in
excess of $4.5 billion, or 13.7 times the annual expenditures of the FSA pre-
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sented in Table 2.2. Personnel levels of the United States (41,722) were
more than fifteen times higher than those of the FSA (2,765). These huge
differences in regulatory scale offer, I think, an independent reason why
consolidation of the sort accomplished in the FMSA for the United King-
dom was never even discussed in the period leading up to the passage of
the Gramm-Leach-Bliley Act.

In pondering the different levels of regulatory expenditure and per-
sonnel noted in the previous paragraph, one must recognize that these
multiples do not simply reflect differences in the size of the two economies
in question. In 2003, the U.S. GDP was 6.8 times the UK GDP.39 The U.S.
2000 population was 4.6 times the UK population.40 Nor is the difference
simply a reflection of financial markets. As reported in the FSA 2000/2001
Annual Report, U.S. banking assets were only 2.2 times UK banking assets
and U.S. equity market capitalization was only 5.8 times UK equity market

Table 2.2. FSA annual budget and personnel
(Data from FSA 2000–2001 Annual Report)

Annual expenditures
(000s) Personnel

Total depository institutions $ 91,500 n.a.

Credit institutions $ 82,500

Credit unions $ 1,500

Mortgages $ 7,500

Total insurance companies $ 22,500 n.a.

(life, pension, & nonlife)

Total securities industry $216,000 n.a.

Securities firms $ 28,500

Exchanges $ 6,000

Capital markets $ 6,000

Listings $ 16,500

Collective investments $ 27,000

Financial advisors $ 84,000

Ombudsman & compensation scheme $ 48,000

Grand total $330,000 2,765
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capitalization.41 None of these ratios approaches the ratios of regulatory
expenditures and personnel levels revealed in Tables 2.1 and 2.2. Accord-
ingly, even if one normalized annual expenditures for the size of the econ-
omy or capital markets, substantial differences would remain.

The relatively higher levels of regulatory costs and personnel levels for
British authorities is consistent with the hypothesis advanced above that
the mission of UK financial regulators is more narrowly constrained than
the mission of their U.S. counterparts. That these differences persist even
after adjusting for relative size of the two countries’ economies and finan-
cial markets is all the more striking when one considers that economies of
scale might be expected to lower the size-adjusted costs of U.S. financial
regulation.

Expanded Set of Comparative Data from FSA 2002/2003 Annual Report
To confirm that the data presented above is not a statistical anomaly pecu-
liar to a period when the FSA was just getting started and the pound ster-
ling was relatively weak compared to the U.S. dollar, I have also examined
data presented in the FSA’s 2002/2003 Annual Report, which includes more
recent information on FSA budget and staffing levels as well as compara-
ble data for a number of other jurisdictions, including the United States.42

With respect to all of the comparison and contrast noted above, the later
compilation of data confirms the points I have made about differences
between UK and U.S. regulatory intensity a few years earlier. But this
expanded data set is also illuminating in that it suggests how the regulato-
ry intensity of UK and U.S. financial regulation compares with regulatory
counterparts around the world.

Consider first total financial regulatory budgets and personnel levels
for the ten jurisdictions on which the FSA collects data (see Figures 2.2 and
2.3). By both measures, U.S. enforcement budgets and staffing levels over-
shadow not only those of the United Kingdom but also of all other juris-
dictions covered. (Indeed, when one looks at the United Kingdom’s regu-
latory intensity in this comparison set, one sees that if one puts the United
States to one side, the absolute level of regulatory effort in the United
Kingdom is much higher than that of the other jurisdictions reporting,
thus offering some support for the conventional wisdom that the Ameri-
cans and British have much in common in this area.)

As before, the differences in regulatory intensity hold up even when
one makes adjustments for the size of the financial services industry in
eight major jurisdictions.43 To illustrate this point, I have presented in Fig-
ures 2.4 through 2.6 the FSA’s estimates of regulatory budgets in the prin-
cipal subsectors of the financial services industry (depository institutions,
insurance companies, and securities firms) adjusted for proxies for the size
of each subsector: banking assets in the case of depository institutions,
insurance premia in the case of insurance companies, and equity market
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Figure 2.3. Total financial regulator personnel in selected jurisdictions
Source: FSA 2002/2003 Annual Report Appendix 8, at 205–06.

Figure 2.2. Total costs of financial regulation in selected jurisdictions
Source: FSA 2002/2003 Annual Report Appendix 8, at 205–06.

Figure 2.4. Total cost of depository institution regulation adjusted for
banking assets

Source: FSA 2002/2003 Annual Report Appendix 8, at 205–06.
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capitalization in the case of securities firms. Undoubtedly there are limita-
tions in the quality and comparability of the data upon which the figures
are based, but the broad consistency of the evidence is strongly supportive
of several propositions.

First, with respect to both depository institution (Figures 2.2 and 2.4)
and insurance company (Figure 2.5) regulation, the United States outstrips
the United Kingdom and, for that matter, all of the other major jurisdic-
tions presented. Compared to the other jurisdictions surveyed, the intensi-
ty of UK regulation does not appear to be especially high, being at the
lower end of the comparison set for depository institution regulation and
in the middle for insurance regulation. Where the relative intensity of the
UK regulation rivals U.S. intensity is in the field of securities regulation
(Figure 2.6), reflecting the fact noted earlier that most UK financial regula-
tory resources are deployed to the securities field. Two other common law
jurisdictions also have very high relative levels of securities regulation—
Australia and Canada—both actually outstripping the United States when
adjusted for market capitalization.44 The three major civil law jurisdictions
presented in Figure 2.6—France, Germany, and Sweden—all show much
lower levels of intensity for securities market regulation.

In an effort to summarize the foregoing data on financial regulatory
intensity, Figure 2.7 presents total financial regulatory costs per billion dol-
lars of GDP. Again, the United States leads the way with substantially
higher adjusted regulatory intensity. The United Kingdom slips into third
place by this measure, just behind Australia (buoyed by its relatively high
intensity supervision in the securities field.) The three civil code jurisdic-
tions—France, Germany, and Sweden—again fall to the bottom of the
rankings of intensity, with the two other common law jurisdictions (Cana-
da and the Irish Republic) occupying the middle terrain.

In sum, the comparative data on regulatory costs presented in the
FSA’s 2002/2003 Annual Report is consistent with my claim that regulatory
intensity (as well as absolute levels of regulatory effort) are higher in the

Figure 2.5. Total financial regulator personnel in selected jurisdictions
Source: FSA 2002/2003 Annual Report Appendix 8, at 205–06.
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United States than in the United Kingdom. But the data also indicate that
measured against a broader set of international comparison, the United
Kingdom is at the upper end of most measures of regulatory intensity and
consistently above the measure of regulatory intensity in the leading civil
law countries surveyed. 

Evidence of Comparative Enforcement Intensity
Another approach to regulatory intensity is to consider the outputs of reg-
ulatory oversight rather than inputs, such as the budgets and personnel
levels considered above. In this spirit, several students of mine at Harvard
Law School have recently undertaken comparative studies of securities
enforcement efforts in various jurisdictions, including the United States
and the United Kingdom.45 While the data in these studies should also be
regarded as preliminary, the results are both striking and consistent with
my claim that there are substantial differences in regulatory intensity
between the United States and the United Kingdom, even in the field of

Figure 2.7. Total financial regulator personnel in selected jurisdictions
Source: FSA 2002/2003 Annual Report Appendix 8, at 205–06.

Figure 2.6. Total costs of securities regulation adjusted for equity market
capitalization

Source: FSA 2002/2003 Annual Report Appendix 8, at 205–06.
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securities regulation where regulatory expenditures are not substantially
different when adjusted for market capitalization.

A good example is the work of Joseph Martin (HLS ’02) on overall
securities enforcement levels. Figure 2.8 summarizes Martin’s findings
with respect to average annual securities enforcement actions for the Unit-
ed Kingdom and the United States. Data for the United Kingdom is first
presented in terms of actual enforcement actions and then adjusted to
reflect the fact that the U.S. capital markets are larger than UK markets.46

Aside from the area of warnings—where there is no ready U.S. analog—
United Kingdom sanction levels are lower than those of the United States.
Only in the area of criminal sanctions is the UK system roughly compara-
ble. In terms of total actions, suspensions and expulsions, and censures,
U.S. enforcement efforts outstrip United Kingdom actions by large multi-
ples, even after adjusting for relative market size.

Large differentials are also apparent in the area of monetary penalties,
although this aspect of Martin’s analysis requires additional explanation.
In the United States, there are two major sources of monetary sanctions for
securities law violations: public enforcement action (which Martin esti-
mates to be imposed at an average annual rate of $770 million during the
period in question) and securities litigation, both settled proceedings and
cases that go to trial or other forms of dispute resolution (averaging slight-
ly over $4 billion a year). In the United Kingdom, Martin reports that mon-
etary sanctions are principally imposed to regulatory actions, and while
these sanction levels on an adjusted basis are not wholly out of line with
U.S. public sanctions, the overall level of securities sanctions in the United

Figure 2.8. Annual U.S. vs. UK enforcement, 1997–2001
Source: Martin, Comparative Enforcement of Securities Laws (Apr. 2002)
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Kingdom falls far short of those in the United States once one adds in
sanctions on private litigation. (Note that the data in this analysis predates
the Enron scandal and associated enforcement proceedings over the past
few years and thus substantially understates differences in enforcement
that one would likely observe if this analysis were updated.)

In sum, the level of regulatory intensity in the United Kingdom
appears to be substantially lower than that of the United States, both in
absolute and adjusted terms. Numerous factors may contribute to this dif-
ference. As I have suggested above, different and generally more modest
regulatory goals in the United Kingdom as compared to the United States
likely explain a portion of this lower level of regulatory intensity. Other
factors—differences in the composition of the financial services industry in
the two jurisdictions as well as the lawfulness of market participants in the
two countries—may also explain some of the difference in regulatory
intensity. For current purposes, I make only the modest claim that differ-
ences in regulatory intensity offer another reason why British regulators
were able to consolidate much of the financial regulatory system in the late
1990s when U.S. counterparts made no similar efforts. I leave for another
day the more intriguing and difficult question of whether the substantial
differences in regulatory intensity that separate the United States from not
just the United Kingdom but most other industrialized nations might sug-
gest substantial misallocation of regulatory resources and enforcement
efforts in some major financial markets. 
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Reserve Board has long been required to consider whether its approval
of an acquisition will cause competitive harm. This sort of oversight is
quite different from competitive considerations reflected in the FSMA,
which seek more to enhance the competitive posture of UK firms and
markets in comparison to their foreign competitors. Within U.S. regu-
latory circles, it is not uncommon for officials to be mindful of compet-
itive harms that new requirements might impose on U.S, firms or mar-
kets—consider for example recent debates over the impact of the
Sarbanes-Oxley Act on foreign firms—but the advancement of U.S.
competitive interests is seldom described as a principal goal of U.S.
regulatory policy. 

29. See Michael Taylor and Alex Fleming, “Integrated Financial Sector
Regulation and Supervision in the Context of EU Accession; Giorgio
Di Giorgio, “Financial Market Regulation and Supervision: How Many
Peaks for the Euro Area?”; and Jeroen J. M. Kremers et al., “Cross-Sec-
tor Supervision: Which Model?”

30. Curiously, in recent organizational reforms the FSA has added a divi-
sion of High Street firms—that is, companies that provide certain
mortgage and insurance services to retail customers—and this division
includes a separate authorization department that is outside the Regu-



68 Howell E. Jackson

latory Processes and Risk Directorate. It is unclear why the FSA
departed from its cross-sectoral approach to licensing in this instance.

31. See FSA, “A New Regulator for the New Millennium.”
32. See FSA, “A New Regulator for the New Millennium.”
33. Another example of this phenomenon in the United States is the tradi-

tional uniformity of pricing of deposit insurance for small and large
banks, notwithstanding substantial differences in risks and costs of
failure. 

34. The overall effect of overlapping jurisdictions on regulatory intensity
is ambiguous. In certain contexts, overlapping jurisdictions might lead
to regulatory competition of the sort that reduces regulatory intensity.
Although one cannot discount this possibility out of hand, the data on
regulatory intensity in this section casts doubt on the significance of
that sort of regulatory competition in this context. 

35. The data underlying this table is to be presented in a separate technical
note. In certain areas where regulatory agencies perform multiple
functions, I have had to allocate a percentage of budgets and person-
nel to financial regulatory purposes. One example is the Federal
Reserve Board, which provides both central banking and payment sys-
tems services as well as regulatory functions. In addition, two of the
U.S. agencies responsible for pensions and employee benefits—the
Internal Revenue Service and the Department of Labor—conduct
many activities that are unrelated to financial services. As mentioned
in the text, the table does not include data on state securities commis-
sions; data on the principal securities industry SROs (the NYSE and
NASD) are, however, included. Also not included in this table are sev-
eral agencies that perform relatively modest oversight functions in the
financial services industry. These include the Federal Trade Commis-
sion and the Department of Housing and Urban Development, which
oversees certain elements of the mortgage market as well as certain
government sponsored enterprises, such as Fannie Mae and Freddie
Mac, which are a form of financial institutions. Because of these omis-
sions, the data presented in Table 2.1 somewhat underestimates the
level of financial service regulation in the United States.

36. See FSA Annual Report 2000/2001, Appendix 6, page 81 (available on-
line at http:www.fsa.—). The data presented in the FSA Annual Report
is only roughly comparable because certain regulatory functions in the
United Kingdom—most notably oversight of certain employment
based pension schemes—are regulated elsewhere. The London Stock
Exchange also still engages in a limited amount of regulatory functions
not captured in Table 2.2. The FSA Annual Report denominates expen-
ditures in pounds sterling; the data in Table 2.2 are presented in U.S.
dollars, converted at an exchange rate of 1.5 dollars per pound
sterling.
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37. The ratio of annual expenditures to personnel for the FSA is not shown
in Table 2.2, but it can be derived from the data in that table. To some
degree, the fact that FSA expenditure per employee is higher than U.S.
expenditure per employee is perhaps surprising, as average wages and
GDP per capital are significantly higher in the United States. This dif-
ference may be partially attributed to the fact that most FSA employ-
ees work in the London area, which has a high cost of living. In addi-
tion, the FSA has made more of an effort to match market
compensation levels, at least for its more senior employees.

38. Were Table 2.2 expanded to include oversight of other sources of
British financial regulation—for example, occupational pension
schemes—the ratio of total expenditures allocated to depository insti-
tutions would fall further.

39. World Bank estimates of GDP for 2003.
40. See Alan Heston, Robert Summers, and Bettina Aten, Penn World Table

Version 6.1.
41. See FSA 2000/2001 Annual Report, Appendix 5, page 81.
42. See FSA Annual Report 2002/2003, Appendix 8 (pounds sterling con-

verted to U.S. dollars at 1.7 dollars to the pound). The FSA’s data on
U.S. financial regulators is less extensive than my own, but I present
their data here in order to maintain—to the extent possible—compara-
bility with other jurisdictions on which the FSA also collected data. As
the notes accompanying the FSA cost estimates make clear, compara-
tive surveys of this sort are difficult to undertake, and some of the data
is necessarily incomplete and incommensurate across jurisdictions.
Accordingly, the data presented in the following pages should be
regarded as suggestive rather than definitive. As explained later, I
think the overall import of the data is sufficiently clear that one can
draw at least preliminary conclusions from it. 

43. For purposes of these presentations, I have excluded two jurisdictions
presented in earlier figures: Hong Kong and Singapore. Their position
as financial service centers distinguishes them from the other jurisdic-
tions. Interestingly, the intensity of their financial oversight as mea-
sured in these figures is often quite high—in the area of insurance reg-
ulation, it is even higher than that of the United States. While
tangential to the subject at hand, the relative intensity of the regulatory
efforts of Hong Kong and Singapore warrants further study. 

44. The relative intensity of Australian and Canadian securities enforce-
ment likely reflects both the decentralized system of regulation adopt-
ed in these two jurisdictions and also their relatively low levels of
stock market capitalization.

45. See Joseph Martin, “Comparative Enforcement of Securities Laws”
(April 2002). See also Wai-Yin Alice Yu, “The Enforcement of Securities
Laws in East Asia: A Comparative Analysis of Hong Kong, Singapore,
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South Korea and Taiwan from 1998 to 2002” (April 29, 2003); and Dun-
can Herrington, “Insider Trading and Market Performance” (May 3,
2004). 

46. The adjustments in Martin’s paper are based on trading volumes as
opposed to stock market capitalization. 
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Comments
Choong-Kee Lee

This paper deals with the UK reform of financial regulations from a wide
perspective, with strong reference to the consolidation of regulators. The
paper moves easily from explaining historical perspectives of the UK
financial regulation to a restrained but telling indication of where the UK
reform should go further. The author particularly points out the political
and financial situation when the new Labour government came to power
in 1997 and the following process of the consolidation, through which the
new regulator was created. The author argues that the UK regulatory
reform of consolidation is natural and to be justified from all these sur-
rounding circumstances.

The core part of this paper deals with the legal and managerial chal-
lenges that have been apparent in the first six years of the FSA’s life, in
particular in the two and half years in which it has had full power. After
explaining the six statutory arrangements for the FSA under the Financial
Services and Markets Act of 2000, the author indicates and analyzes the
main challenges that the FSA had to and will have to address, which in his
view have potential importance for other countries going down a similar
route.

The first challenge raised is that “too many organizations were to be
put together at one time, and furthermore no one body was going to come
out on top in the new FSA.” According to the author, the fact that there is
no dominant body within the predecessor organizations in part derived
from the diversity of the new top management and their promise to take
best features of the predecessor bodies, and in the end that odd fact was
beneficial to the parties involved, resolving the first challenge. I am very
sympathetic with the author’s argument.

Then the author points out the second challenge resulting from the
fact that “various regulatory disciplines had grown up separately among
different regulators who had different visions about regulation and were
used to operating different regulatory techniques.” Here the author’s
recounting of the various examples of conflicts between different lines of
regulatory thinking (such as prudential regulation versus COB regulation,
formal regulation versus informal regulation, etc.) is compelling. Then the
author convincingly proposes the answer to the conflict in that the way
forward is to cement a new culture and to tackle the huge range of regula-
tory issues by creating a new “language” with which the new regulator
can describe, monitor, and mitigate various regulatory issues and risks.
This paper explains superbly how the UK concept of risk-based regulation
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has come up, reflecting the author’s close understanding of the regulatory
process as well as his deep knowledge of financial scandals where the
risks were not properly managed.

The third challenge that the author talks about is the efficacy of
staffing and financing an effective regulator—in other words, “how rela-
tively few and small regulators had and have to face an ever-growing
increase in complexity in the markets and products that they regulate.”
The author argues that the previous segmented regulators faced very diffi-
cult staffing/resource decisions, but on balance the creation of the FSA has
helped answer these questions through economies of scale. Another option
for efficient regulation is the use of cost-benefit analysis (CBA). According
to the author, although the CBA is still a blunt tool—because the concept
of cost or benefits is still vague—the CBA does give transparency to what
can be estimated and what is assertion and allow the affected or the oppo-
nent the chance to challenge the policy decisions. On the other hand, the
author does not believe the efficacy of the “compare and contrast
approach,” although the approach is adopted and used in the FSA. He
fears that there is no reliable short-term measure of efficacy of the regula-
tor, even of the efficacy of individual policies. I am generally in agreement
with these views.

The fourth challenge he identifies is “how to improve the financial
capability of market participants.” The author believes that regulators
should try to reduce their role in protecting the financial system, leaving it
up to market forces to do as much of the job as possible. But according to
him, this will be possible if and only if (a) adequate information is dis-
closed on which market participants can make decisions, and (b) market
participants have the competence to reach rational judgements. As the
author points out, the need for global institutions’ enhanced disclosure for
professional counterparties is set out by the Basel Committee in its propos-
al for Pillar 3 of the new Basel 2 proposals. For retail consumers, the prob-
lem is more acute. Levels of financial sophistication among the public are
very low here in Korea as well. As the author points out, in the UK, finan-
cial capability initiative has been taken, backed by the FSA, which is going
to target specific groups across the age spectrum from schoolchildren to
the elderly. The author argues that such an initiative has been made easier
by the creation of the FSA because of economies of scale. The consolidated
FSA may also be able to look across the whole field of retail financial
advice. This is an important point that Korean regulators should look at in
educating the public.

Finally, the author raises as the last challenge the necessity of global
regulation and the international regulatory cooperation to achieve it.
According to him, the FSA has to maintain a relationship with 200 regula-
tors and exchanges outside the UK in respect of a single group like HSBC.
Furthermore, the FSA is a member of well over 150 international regulato-
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ry committees, and the integration of the EU makes such membership
even increasing. Likewise, with the proliferation of codes of good practice
that have increasing importance in international forums, the national regu-
lators are more and more concerned with such international initiatives.
The author’s point is that unification of the domestic regulatory structure
has enabled the collective resources to go much further than if they are
separate bodies, which is a convincing argument.

In closing, the author comments on the Korean financial regulators
from his UK experience. In the Korean context, the author emphasizes the
issue of improving corporate governance, perhaps because, in his view, the
Korean regulatory regime is still in transition. And then the author identi-
fies four important issues: (1) The current Korean structure of financial
regulation appears complex and potentially unwieldy, particularly the
strange split between the Financial Supervisory Commission (FSC), the
Financial Supervisory Service (FSS), and the Securities and Futures Com-
mission (SFC), and the significant involvement of other bodies, including
the Ministry of Finance and Economy (MOFE), the Bank of Korea (BOK),
and the Korean Deposit Insurance Corporation (KDIC) in financial regula-
tion; (2) these complex arrangements seem to contribute to uncertainty
over the independence of the regulators (FSC, FSS and SFC) from the
MOFE; (3) the quantity and quality of regulatory rules issued and the
extent to which rules have been applied equally across firms; and (4) the
possibility of conflict between the FSC’s prudential responsibilities and
those for restructuring in the corporate and financial sectors. As a whole, I
agree with the points the author raises and would like to comment on
these issues.

Issue of Corporate Governance of Regulators

The Pool of Eligible Candidates
As the author points out, improving corporate governance requires the
creation of a body of professionally competent and independent-minded
directors for public companies, but this could not be engineered overnight.
This point is very relevant in the Korean context. Most of the main Korean
reforms have put emphasis on the structure rather than conduct or perfor-
mance, and such structural changes have often been carried out without
the necessary pool of competent and independent candidates. A typical
example is the statutory requirement of a certain number of outside direc-
tors in listed and financial companies. The same logic may be applicable to
the regulators. If a governance system adopted in a regulator is too com-
plex, it may require a large-scale recruitment for high-level positions.
However, if the positions are filled by persons lacking competence, the
governance system will not work properly and may not produce the antic-
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ipated regulatory culture or performance. Instead, jobs might be offered to
retired high-fliers, in the end raising regulatory costs. 

Board Structure 
As to the board structure of regulators, the author offers a defense of the
British choice—an early FSA–style, top executive team—after comparing
this and the SEC–style commissioners system. The author points out that
so new and complex was the FSA and so important was the new culture
created, the UK choice was the inevitable and right one. I am sympathetic
with the author’s argument. In particular, I want to emphasize two justify-
ing factors for the UK choice: (1) At that time, various regulatory disci-
plines had already grown up separately among different regulators, and
(i2) it is in a transition period in which the way forward was to cement a
new culture by creating new “language.”

An interesting question is whether the Korean regulators need such
strong leadership or the SEC style of commissioners. The answer seems to
depend on (1) whether various regulatory disciplines had grown up with-
in the sectoral regulatory divisions and (2) whether Korean regulators are
well settled or still in a transition period. It is arguable that since the cur-
rent structure of financial regulation is still complex and regulatory pow-
ers are oddly dispersed between the FSC and the FSS, the system still
needs reform, and thus we are in a transition period. That fact may justify
the presence of strong leadership in the Korean regulators. But it is to be
emphasized that the leadership is for creating a new regulatory culture
rather than for efficiency of the regulatory operation. 

Does the Current Regulatory Structure Need Reform?

Although a bit ambiguous, it is arguable that there is one financial policy
maker and one frontline regulator in Korea. While the Financial Policy
Division in the MOFE is in charge of setting up the institutional structure
of regulation and responsible for the legislation it governs, the real regula-
tory activities are undertaken by the FSC and the FSS. On the one hand,
the latter two bodies work together, and on the other each body acts sepa-
rately, and thus it is possible to say Korea has either one or two frontline
regulators. The difference is that the FSC is a government committee and
the FSS is a nongovernmental body set up as a special corporate entity.
The two bodies, however, are linked together through the same head of
both organizations.

This odd structural shape resulted from the argument that enforce-
ment powers, particularly the power of sanction, can only be exercised by
governmental bodies. Thus, originally the FSC was envisioned as a con-
duit to provide governmental connection and formed of the committee
members and a handful of government officials only. But the outbreak of
the foreign exchange crisis in 1997 changed this landscape completely. The
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crisis required a strong governmental body responsible for restructuring
the financial and corporate sectors urgently, and the FSC was thought the
best suitable candidate. And then the FSC was filled with a number of offi-
cials from various ministries—particularly the Ministry of Finance and
Economy, which has now overgrown to form a big secretariat organization
within the FSC.

The efficacy of the current structure has often been doubted whenever
a financial scandal has broken out. The most recent occasion in which the
issue has been raised is the debacle on the card company failures, which
has produced 4 million defaulters and led to large-scale card company
bailouts. The Board of Audit and Inspection has declared that the card
company crisis resulted from s wrong policy decisions and failure of coop-
eration among the MOFE, the FSC, and the FSS. The board points out
among other things that (1) with the cooperation of the FSC, the MOFE
made a policy decision to stimulate the economy by encouraging the pub-
lic to use their credit cards and extend their credit lines; and (2) afterwards
the FSC and the FSS requested the MOFE to reduce the cash service lines
through legislation, but the request was rejected by the MOFE, which pre-
ferred the recovery of public spending. The board diagnosed that the fail-
ure is partly due to the MOFE’s conflicting responsibilities—that is, the
responsibility for economic policy and that for financial legislation. When-
ever the two responsibilities conflict, the MOFE tended to sacrifice the lat-
ter. The board suggested that the legislative power of the MOFE be trans-
ferred to the FSC.

Many commentators agree with the board’s suggestion of depriving
the MOFE of legislative powers, but they differ in their opinion about “to
whom the power is to be vested.” They prefer strengthening of the private
body, FSS, rather than the governmental body, FSC. I am inclined to agree
with many commentators. But, this in turn will be possible if and only if
the FSS merges with the FSC and is filled with efficient personnel with
special expertise. The most important thing at this stage is therefore to
cement new culture through cross-fertilization of ideas, not only between
sectoral divisions in the FSS but between the public servant–filled FSC and
the private staff–filled FSS. It will be more desirable to encourage staff to
move around between private and public sectors generally, creating new
market-friendly cultures.

Conflicting Responsibilities of the Regulators
As the responsibilities in the MOFE as the economic policy maker and the
financial policy maker conflict, so do the responsibilities in the FSC as the
prudential regulator and the restructuring authority. As the author points
out, there must have been real efficiencies for the FSC in bringing together
both responsibilities at the height of the crisis, and it is common for the
FSC to have views on and play a part in the restructuring of the financial
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sector. But now that things are more normal, there must be an argument
for greater separation of the activities of regulation and restructuring. This
matter is closely related to the future of the secretariat in the FSC. I person-
ally prefer that the restructuring functions of the FSC be transferred to the
KDIC and the MOFE. But even in this case, the difficult questions of
whether and to what extent the KDIC is to be independent from the MOFE
influence have to be answered.

The Status of the SFC and the Bank of Korea
The Securities and Futures Commission is a statutory subcommittee
“within” the FSC and in charge of more specialized securities matters. It
seems therefore not irrational to retain both the FSC and the SFC, as long
as their roles are well defined.

Under the current regime, it is least likely for the Bank of Korea to
interfere in financial regulation. The only statutory power allowed the
bank is to ask the FSS either to investigate financial institutions on its
behalf or to coinvestigate the institutions with the bank staffs. In practice,
the FSS seems to be less willing to comply with the request.

Questions

As the author points out, the consolidation of different regulators is a big
issue, and that is true in Korea. But the most pressing issue in Korea is cur-
rently the consolidation of over twenty institutional statutes. I’d like to
know how the process of legislative consolidation proceeded in the UK. In
particular, where there is inconsistency between different institutional acts,
the difficult question of “selection for default rules” is emerging, and once
a selection is made the reason for such selection needs to be explained. Is
there any guidance for the selection of default rules in the preparation of
the FSMA? In Korea, for example, in respect of the COB regulation, we are
adopting the “strongest rule” approach with exemptions: The COB rules in
securities regulation are to be adopted as the default rules, which will also
be applied to banks and insurance firms, but with many exemptions.

But in some cases, the exemption is not to be allowed from a fairness
point of view, which may trigger resistance from those who had been reg-
ulated with a softer touch. As the author points out, the UK insurance
industry had been regulated weakly, where particular legal power had
either not been used or had been interpreted in a narrow way. Is there any
resistance from the insurance industry to the introduction of beefed-up
enforcement by the new legislation?

The introduction of default rules for prudential regulation is a more
difficult issue, given that the prudential method used in banking and secu-
rities regulation is different from that used in insurance regulation. I’d like
to know how the FSA is developing a common default rule for prudential
regulation that will be applicable to all three areas comfortably.
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In Korea, chaebol issues are always hotly debated. One issue is the sep-
aration of the financial capital from the chaebol capital. In this sense, the
control regime in Part XII in the FSMA deriving from the old Banking Act
is relevant. I’d like to know whether there is a real case of objections to the
acquisition of bank shares or a case of ordering disposition of existing
shareholdings on the ground that the acquirer or the existing shareholder
is not fit and proper, or that the acquisition or the existing shareholding is
against the consumer benefits.



Comments 
Sung-In Jun

Summary of the Essay

Professor Jackson’s essay tries to explain why the organizational forms of
financial supervisory bodies of the United States and the United Kingdom
are so different, given that they both share the so-called common law tra-
dition. The U.S. financial regulatory system is notorious for its decentral-
ized and overlapped features, whereas the UK system has been successful-
ly consolidated from its equally diversified legacy. 

Professor Jackson first identifies the much-discussed “political econo-
my” aspects of financial reforms under the headings of Parliamentary Sys-
tem of Government, Acquiescence of Muddling Through, the Role of Euro-
pean Institutions, and the Local Political Considerations. Some aspects are
quite intuitive and hence have been fairly thoroughly discussed by others,
while the Role of European Institutions is rather a newcomer in the debate.

Professor Jackson then proceeds to seek other factors that can shed
some light on the observed system differences. The factors newly identi-
fied are differences in regulatory objectives and differences in regulatory
intensity. Professor Jackson argues that in the UK, the main objective of
financial regulation is market stability, and other objectives such as pro-
tecting depositors and investors are pursued only after cost calculations
justify it. In the United States, Professor Jackson argues, the protection of
depositors and investors is the most important objective, which is usually
pursued in the absence of cost calculations. It is argued that the differences
in the regulatory objectives contribute to the divergence of structural dif-
ferences in the sense that the emphasis on market integrity facilitated sys-
tem consolidation in the UK, while consumer protection in various areas
of financial transaction made the consolidation difficult in the United
States.

In the latter part of the essay, Professor Jackson presents some numeri-
cal evidence on the differences in the regulatory intensity between the two
countries and also among other “civil law” countries. The data shows that
the regulatory intensity of the United States, measured by the size of the
budget or by the numbers of personnel in absolute or normalized terms, is
much higher than that of the UK. Also, cross-sectional comparison shows
that in general, common law countries put considerably more resources on
financial regulation than civil law countries.
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Questions and Comments

Professor Jackson’s essay is very informative and carefully written, well
balanced between institutional and empirical aspects of the issue. Several
questions and comments are in order.

The Relevance of the “Jackson Hypothesis”
The essay proposes an important hypothesis that “as the degree of regula-
tory intensity increases, consolidation of regulatory functions becomes
more cumbersome and difficult to achieve.” The hypothesis appears to
make sense in that financial regulatory bodies constrained by the cost-sen-
sitive mandate tend to exhibit low regulatory intensity, and one might also
agree on consolidation if there are economies of scale or scope. In this case,
we do observe low intensity coupled with consolidated supervision, both
driven by cost sensitiveness. It is not clear, however, why low regulatory
intensity itself tends to cause consolidation. At least in theory, one may
think of a situation where a much fragmented regulatory system run by
unskilled and poorly motivated personnel, whose main interests lie else-
where for good or for bad, results in low regulatory intensity. In this case,
consolidating the regulatory bodies and putting skilled and highly moti-
vated specialists into the system may dramatically improve regulatory
intensity.1

Empirical evidence on this seems to be mixed. It is true that the U.S.
system shows high regulatory intensity and highly fragmented institu-
tions, as predicted. The UK, which boasts of relatively high regulatory
intensity compared to other countries after the appropriate normalization,
has a thoroughly consolidated system. Australia, whose intensity is as
high as or close to the UK depending on the normalization, has a bifurcat-
ed system, the familiar “twin peaks.” It is fair to say that more information
is needed to accept or reject the hypothesis. 

Regulatory Intensity vs. Regulatory Efficiency
In the latter part of the essay, Professor Jackson performs and cites several
empirical studies in order to measure the size of regulatory intensity
among selected countries, including the United States and the UK. Empiri-
cal works are mostly concentrated on measuring the size of input—for
example, the size of budget and the number of personnel, even if output
measures such as enforcement figures are also presented.2

Without the knowledge or the assumption of regulatory efficiency, the
concept of regulatory intensity does not carry us too far. First, without
assumption of efficiency, measuring the size of input does not automatical-
ly give us the degree of regulatory intensity, since input can be wasted
away. It is true that the output measures such as enforcement figures pre-
sented in Figure 2.8 indeed give us the extent of regulatory intensity. How-
ever, it has to be emphasized that output measures for intensity are them-
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selves input measures for efficiency, whose output measures are typically
(the lack of) the frequency of financial scandals, the cost of bailing out fail-
ing financial institutions, or foregone wealth of investors due to security
fraud.3 In other words, regulatory efficiency means how successful the sys-
tem is to achieve whatever policy objectives imposed upon it. In this sense
the efficiency concept is a bridge that can connect the empirical analysis of
the third section of the essay to the second, where various policy objectives
are discussed.

The Dilemma of Korea Since 1997
The case of Korea provides an interesting “side evidence” (meaning evi-
dence lying somewhere between proof and counterexample) to the Jack-
son Hypothesis and hence is briefly discussed here. Up to 1997, the task of
financial supervision was performed by two institutions—the Bank of
Korea and the Ministry of Finance—where the former assumed banking
supervision and the latter assumed the rest. Usually, the ministry delegat-
ed its supervisory power to several public (but nongovernmental) supervi-
sory boards, due to limited resources and manpower. The ministry, how-
ever, did use its power from time to time in order to pursue other
nonfinancial goals such as government-led business restructuring. So the
system was consolidated formally but highly fragmented practically, and
it was also plagued by a suboptimal degree of supervision due to lack of
incentives.

At the dawn of 1997, the Financial Reform Committee was organized
and discussed various ways of consolidating diversified supervisory bod-
ies into one. Even if the committee managed to come up with a proposal,
the actual reform movement did not go very far due to fierce opposition
by the related parties.4 It was the foreign currency crisis at the end of 1997
that made the move toward financial reform imperative. Finally, the Finan-
cial Supervisory Commission (FSC), as a consolidated financial superviso-
ry body composed of private specialists, began to function as of April 1,
1998. 

The financial reform of Korea was partially influenced by the experi-
ence of the UK and hence shared some similarities. The consolidated
supervisory system is the most prominent example. The fact that the
supervision was performed by private specialists is another. Among these
two, what is more important and worth noting is the latter. Traditionally,
the government used its supervisory power as a handy tool to intervene in
the financial market in order to pursue nonfinancial goals. With the intro-
duction of the new system, the channel is blocked—at least partially. As
for the importance of consolidation, there is not much to say since func-
tional supervision, which is the very premise of consolidation, in its true
meaning has not been introduced yet. The current situation is like many
regulatory bodies living together in one big house. This is why there is vir-
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tually no retroactive movement against consolidation per se, but endless
attack by the Ministry of Finance in order to restore the old regime, where
it had a much larger role. The case of Korea shows that sometimes move-
ment toward consolidation has other motives or effects in addition to just
extracting economies of scope.

Notes

1. It would be interesting to check what the British system before the con-
solidation looked like in this regard. Though it may not be true that the
supervision, if there was any, was managed by unskilled personnel, the
system was indeed fragmented and had some blind spots. Several
important financial scandals serve as undeniable evidence for the poor
regulatory intensity of the time.

2. See Figure 2.8 of the essay.
3. Having identified both input and output measures, one can easily cal-

culate, at least theoretically, the degree of (or the lack of) regulatory effi-
ciency by calculating the ratio of the economic cost of financial scandals
to the size of budget, for example. 

4. The Jackson Hypothesis does not seem to apply here since the degree of
regulatory intensity was very low before the consolidation, and also
there was no mention of cost-sensitive supervision either before or after
the consolidation.
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3. Australia’s Regulatory Response to Financial
Consolidation in the Context of Globalization
Berna Collier

Introduction

This essay provides an overview of Australia’s regulatory response to
financial consolidation in the context of globalization from the perspective
of Australia’s corporate and financial services regulator, the Australian
Securities and Investments Commission (ASIC).1 This theme is addressed
in three parts. The following provides an introduction to financial consoli-
dation, globalization, and regulatory challenges posed by globalization.
The next part examines the history of regulatory reform in Australia,
including how the twin peaks of regulation and Australia’s streamlined
licensing and disclosure regime support financial consolidation. The final
part is a survey of trends and policy directions in Australian regulation in
the context of the global environment.

Financial Consolidation in the Context of Globalization

Financial Consolidation
Financial consolidation is the process where one or more firms, within the
umbrella of the financial system (which includes banking, securities, and
insurance sectors), either in the same country or across borders, unites or
expands to create either a single entity or group of entities under common
control. It is a phenomenon that has swept across the world’s financial
markets and forced governments to reconsider the way regulators are
structured. A key result of financial consolidation is market concentration,
where fewer but bigger firms control the lion’s share of the market. Every
country has idiosyncratic forces shaping the way its financial sector con-
solidates. However, across the world technological developments, global-
ization, deregulation, consumer demand, and increased competition are
having a major impact on market services and products, a result of which
is financial consolidation. Alan Cameron, the former chairman of the Aus-
tralian Securities and Investments Commission, recognized this when he
stated, “These forces are blurring traditional boundaries between prod-
ucts, and the boundaries between institutions, leading to the increased
rationalization of banks and others in the financial services industry.”2

Financial consolidation takes place either entirely within a country or
across international borders. It can occur in two ways:3
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1. Intra-industry consolidation: Where two or more firms, engaged in
the same function, become one by merger or acquisition—for exam-
ple, when a bank acquires another bank

2. Cross-industry consolidation: Where firms within the finance sector
but with different core functions merge—for example, when a bank
purchases an insurance business

Intra-industry consolidation raises different problems for regulators
than cross-industry consolidation. Intra-industry consolidation generally
attracts the attention of authorities regulating anticompetitive conduct
such as the Australian Competition and Consumer Commission (ACCC),4

and, if the acquirer is international, a foreign investment review authority
such as Australia’s Foreign Investment Review Board (AFIRB).5 By way of
example, if a foreign bank proposed purchasing a domestic bank, the
ACCC would seek to avoid a negative competitive outcome, and the
AFIRB would ensure the merger was in the domestic country’s interest.
These regulatory issues are not new and commonly arise since the deregu-
lation of the financial system. 

Cross-industry consolidation has stimulated a dramatic regulatory
response. Governments and financial market regulators have had to
redesign fragmented frameworks to align their regulators’ structure with
the markets they regulate. Prior to consolidation, it was common across
the world for each individual industry to have its own regulator. For
instance, in Korea, the Banking Supervisory Authority regulated the bank-
ing sector, while the Non-Bank Supervisory Board, the Insurance Supervi-
sory Board, and the Securities Supervisory Board were responsible for
nonbank, insurance, and securities businesses, respectively.6 In Australia,
the Insurance and Superannuation Commission, the Australian Payments
System Council, and the former Australian Securities Commission were,
prior to the Wallis Report, responsible for regulating insurance, banking,
and securities companies, respectively. This industry-based approach reg-
ulates along institutional lines. Financial consolidation has forced some
governments to reorganize their country’s regulatory structure in line with
the firms they regulate—that is, away from institutional lines. As Mwenda
and Flemming observe, “Why are so many countries restructuring their
regulatory organization? Perhaps the most potent reason has been the
move to financial conglomerates . . . Countries are seeking more effective
modes for effective supervision of financial conglomerates.”7

Consequently, some countries such as Australia have developed cross-
sector regulatory authorities that concentrate on regulatory outcomes or
objectives rather than on the institutional sectors they regulate. This latter
approach regulates along functional lines.8

Financial consolidation creates sophisticated, integrated firms—
“financial conglomerates”—that offer a range of financial products that
transcend traditional operational distinctions within the financial system.
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A financial conglomerate is “any group of companies under common con-
trol whose exclusive activities consist of providing significant services in at
least two different financial sectors (banking, securities, insurance).”9 The
1997 Wallis Report recognized the inevitability of financial conglomerates
when it stated, “In any event . . . there is no practical way of preventing
[financial conglomerates’] future growth . . . the regulatory framework
must adapt to them.”10

Financial conglomerates are growing quickly and dominating global
financial markets. In 2003, the World Bank surveyed fifteen countries and
found that the market share of financial conglomerates, operating simulta-
neously in at least two of the banking, securities, and insurance sectors,
had grown rapidly over the last twelve years.11 Within the banking sector,
conglomerates increased their market share from 53 percent in 1990 to 71
percent by the end of 2001. During the same period, conglomerates
increased their market share in the securities industry from 54 percent to
63 percent and in the insurance industry from 41 percent to 70 percent. The
World Bank survey highlights both the weight and growth of financial
conglomerates in a global context.12

The four largest banks in Australia, known as the “four pillars,” are
financial conglomerates.13 Financial consolidation has rationalized the way
they operate. As well as operating traditional deposit taking and lending
businesses, all four banks, to varying degrees, derive large portions of
their revenue from both insurance and securities operations. Indeed, what
we know as financial conglomerates dominate the entire Australian finan-
cial services industry:

• By 1996, Australia’s ten largest financial conglomerates already
accounted for almost half of the financial system assets;14

• In 1998, financial conglomerates controlled 80 percent of Australia’s
financial system assets;15

• In 2002, the largest four Australian banks accounted for 67.85 per-
cent of all banking assets;16 and

• As of September 2003, subsidiaries of Australia’s four largest banks
managed 30.8 percent the country’s domestically sourced funds
under management.17

One of Australia’s largest banks, the Westpac Banking Corporation is
an example of an Australian conglomerate that has been involved in cross-
industry consolidation. Westpac’s core business is banking. In 2003, while
Westpac’s net interest income was A$4.3 billion, “total noninterest income”
added A$2.9 billion to the company.18 Westpac holds an Australian finan-
cial service license,19 which permits it to deal in and provide advice about a
range of financial products including basic deposit products, derivatives,
general insurance products, life insurance products, managed investment
schemes,20 and securities. In 2002, Westpac significantly increased its non-
banking business when it purchased BT Financial Group, the Australian
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fund management, life, and superannuation business of a U.S. company,
Principal Financial Group, for A$900 million. Including its subsidiaries,
Westpac is now Australia’s fourth-largest bank,21 seventh-largest fund
manager,22 and fifth-largest life insurer.23 It has used cross-industry consoli-
dation to achieve this and also benefited from Australia’s regulatory envi-
ronment that is conducive to this.

As with Westpac, the goal of delivering a diversified product range
has precipitated financial consolidation in Australia. As firms restructure
their operations to provide a package of services including banking, insur-
ance, and wealth management, traditional institutional distinctions fade
away. As Martinez and Rose observe: “Deregulation, liberalization and
rapid technological innovation,24 have allowed financial intermediaries to
offer an increasing variety of financial products and services, making the
traditional frontiers between banking, securities and insurance sectors
blurred.”25

Financial consolidation—particularly cross-industry consolidation—
has led financial corporate conglomerates to dominate the world’s finan-
cial markets, including Australia’s. These companies traverse traditional
operational distinctions between banking, insurance, and securities busi-
nesses and have leveraged their market position to maximize the value
they extract from their clients by providing a “one-stop shop” for all a cus-
tomer’s financial needs. Financial consolidation has forced governments
and regulators to reassess regulatory structures in order to keep pace with
financial conglomerates; governments have redesigned their regulatory
landscape to mirror the firms they regulate. Certain regulatory reforms,
such as Australia’s new uniform licensing and disclosure regime, have
been implemented among other reasons to accommodate the regulatory
complexities created by financial consolidation, which have in turn accel-
erated financial consolidation in Australia. 

Globalization
Financial consolidation is a product of globalization. “Globalization” is a
ubiquitous term without universal meaning. For the purposes of this
essay, “globalization” is considered an economic phenomenon that is char-
acterized by commercial and regulatory interdependence, integration, and
interconnectedness between nation-states and corporations. In Australia,
globalization is marked by the country’s increasing involvement in inter-
national institutions that foster regulatory harmonization (such as the
International Organization of Securities Commissions) and the rapid
growth in the number of transnational financial service providers, dual
listings, and cross-border market operations.

Globalization is neither a wholly novel nor modern phenomenon. Pre-
modern globalization dates back to the tenth century, when countries
developed the capacity to engage in long-distance trade. The key agents of
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premodern globalization were political and military empires, world reli-
gions, and migratory movements of people. Economic networks were sus-
tained over longer distances than military and political networks, “as the
trans-Eurasian and Indian Ocean trades, and the cross-continental Islamic
world illustrated.”26 However, the majority of the world’s population
remained—in economic terms—unaffected by premodern economic glob-
alization. 

The phenomenon of globalization gathered pace between the fifteenth
and nineteenth centuries. The invention of the corporation as a persona
ficta, and the birth of the nation-state during this period, provided the nec-
essary impetus for globalization and, ultimately, financial and regulatory
consolidation. Momentum gathered with the great trading companies,
such as the Dutch and English East India companies, extending trade
throughout Asia and Southern Africa. The nation-state usurped regulatory
power from the guilds, which were the principal business regulators in the
Middle Ages, and established cross-border systems of regulation.27 Mean-
while, the evolution of international banking institutions and increasing
investment from Britain into America intensified trans-Atlantic trade in
raw materials, agricultural products, and manufactured goods. “In North-
Western Europe new domestic industries and banking, trading and insur-
ance companies and systems all arose on this wave of economic interac-
tion.”28

Global trade and investment has soared since the nineteenth century.
Trade-to–GDP ratios among developed countries and in particular eco-
nomic sectors increased exponentially. As Sir Andrew Crockett, the former
general manager of the Bank of International Settlement, observes:
“Speaking in very round terms, in 1970, cross-border transactions in secu-
rities by residents of the G-7 countries were approximately 1 percent of
GDP. By 1980, they were approximately 10 percent of GDP. By 1990, they
had reached 100 percent of GDP—an exponential and indeed explosive
growth that is still continuing.”29

Foreign investment stimulated industrialization and the development
of infrastructure in the United States, Scandinavia, and parts of Eastern
Europe and Latin America. Foreign investment was the primary form of
economic interaction, which came to be governed by a developing set of
international financial institutions—primarily international banks and the
Gold Standard system. “In the decades after the war international trade,
investment and production collapsed . . . although the impact of the Wall
Street Crash and the depression indicated the degree to which the world
remained economically interdependent.”30 International organizations,
such as the International Monetary Fund (IMF), the World Bank, and the
General Agreement on Trade and Tariff’s (GATT) were established to regu-
late economic interaction between nation-states following the World War
II. More recently, the International Organization for Securities Organiza-
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tion (IOSCO), the Basel Committee on Banking Supervision, and the Joint
Forum on Conglomerates have been established in response to the global-
ization of securities, banking, and insurance and the need to better coordi-
nate regulatory standards and activities.31

As the Wallis Report found, “Globalization of the Australian financial
system at the wholesale level is driven by cross-border consumerism, tech-
nological developments, and changes to the regulatory framework that
have exposed the economy to international influences.”32 Globalization has
led to an increasing number of foreign financial service providers, dual
listings, and cross-border market operations in Australia, which is illus-
trated by the following trends: 

• In or about 1997, between $20 and $30 billion worth of shares in
Australian companies were traded annually on overseas exchanges; 

• The proportion of Australian managed funds invested offshore has
increased from approximately 8 percent in total assets in June 198833

to 17.9 percent in December 2003;34

• There are ten foreign bank subsidiaries (out of a total twenty-four)
and twenty-nine branches of foreign banks in Australia,35 with an
increasing number of Australian financial service providers operat-
ing overseas;36

• Some 127 Australian companies have dual listings on the Australian
Stock Exchange (ASX) and a foreign market;37

• As of April 2004, there were sixty-seven foreign companies listed on
the ASX, holding around 31 percent of the ASX’s total market capi-
talization;38 and

• The establishment of cross-border trading links between the ASX
and the Singapore Exchange, the ASX–SGX Trading Link, and
between the ASX and the American Stock Exchange, NASDAQ, and
the New York Stock Exchange, which forms the ASX–World Link
that fosters dual listings and cross-border trade in securities.39

More recently, as the Australian Financial Sector Advisory Council
concluded in its Review of the Outcomes of the Financial System Inquiry in
2003: “Globalization, convergence and technological change are three
important forces that will continue to drive the evolution of the financial
system. There is a need for policy development and regulatory structures
to keep pace with the inevitable interplay of these forces. It is the Council’s
view that the Australian regulatory system is fundamentally well placed to
meet these challenges.”40

Regulatory Objectives and Challenges Posed by Globalization
Globalization challenges traditional notions of regulation and enforcement
and the ability to achieve regulatory objectives that are common to regula-
tors all over the world. That is, protecting investors, ensuring that securi-
ties markets are fair, efficient, and transparent; and the reduction of sys-



Australia’s Regulatory Response to Financial Consolidation 89

tematic risk in a cross-border regulatory environment. The role of the regu-
lator is to promote an environment where business can be done efficiently
and profitably—but not at the expense of the consumer. As Joe Hockey,
then minister for Financial Services and Regulation in Australia said: “Our
goal is to build a regulatory framework relevant to this new environment.
A regulatory framework that is consistent, flexible, adaptable and cost
effective, a framework that encourages innovation and a framework that
enhances consumer protection and promotes market integrity.”41

There are many reasons for regulating financial services and especially
investments, but perhaps the best-recognized broad principles are those of
IOSCO. IOSCO views the following as the three core objectives of securi-
ties regulation: (1) the protection of investors, (2) ensuring that markets are
fair, efficient, and transparent, and (3) the reduction of systemic risk.42 Sim-
ilarly, ASIC holds the following regulatory aims and objectives:

• Maintain, facilitate and improve the performance of the financial
system and the entities within that system in the interests of com-
mercial certainty, reducing business costs, and the efficiency and
development of the economy; and

• Promote the confident and informed participation of investors and
consumers in the financial system; and 

• Ensure that information is available as soon as practicable for access
by the public; and

• Take whatever action it can take, and is necessary, in order to
enforce and give effect to the laws of the Commonwealth that confer
functions and powers on it.43

These objectives may be summarized into three aims: efficiency, stabil-
ity, and competitive equity.44 Regulating for efficiency means ensuring that
“the price of the risk should appropriately reflect its cost” and that in
ensuring this, markets are transparent and free of distortions. Stability
infers that regulators concerned with “systemic oversight . . . try to avoid
that kind of instability with its all destructive power.” Finally, competitive
equity refers to an effort “to produce conditions of competitive equity that
facilitate genuine competition among institutions and maximize its benefi-
cial consequences.”45

Globalization challenges the ability of regulators to achieve regulatory
objectives in a cross-border environment since most regulation has relied
on the territorial presence of the entities being regulated in the jurisdiction
seeking to regulate them. Administering and enforcing national laws
against foreign companies is often limited and difficult because of the
principle of state sovereignty, which provides that a state has exclusive
regulatory and legislative power within its national borders. State sover-
eignty impedes a national regulator from exercising extraterritorial juris-
diction. This undermines the ability of a regulator to both ensure that mar-
kets are fair and to protect investors from misconduct that occurs outside
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the territorial jurisdiction of the state. Regulatory duplication, which
occurs when a financial service provider operates in more than one juris-
diction, increases compliance costs, fosters regulatory arbitrage, and can
trigger a regulatory race to the bottom. 

Australia seeks to achieve regulatory objectives that support financial
consolidation in the context of globalization. In doing so, it has produced
an environment supportive of financial consolidation. This is discussed in
the next section, which describes three phases of regulatory rationalization
that have shaped Australia’s current regulatory framework in response to
globalization. 

History of Australia’s Regulatory Reform

While it is clearly not the only or perhaps the most significant influence,
regulation can drive change in the financial services sector. It cultivates
some businesses and fells others. Australia’s regulatory experience is
somewhat unusual because, as Harold D. Skipper, professor in Georgia
State’s Risk Management and Insurance Department, observes, “the [Aus-
tralian] government has never prohibited the creation of financial con-
glomerates. Its approach to their regulation, however, has changed dra-
matically.”46 By way of contrast, for example, the United States opened the
door to the integration of commercial banking with other financial services
only in March 2000 by way of the Gramm-Leach-Bliley Act of 1999. Prior
to this act, U.S. banks were forced to use “side routes” to circumvent the
cross-industry limitations imposed by the Glass-Steagall Act of 1933.47 In
Australia, the financial sector is dominated by sophisticated financial con-
glomerates, which are supported by regulatory structures. Their creation
has been supported, and perhaps spawned, by deregulation and financial
liberalization in the 1980s, the Wallis Inquiry that occurred in 1996, and the
recent financial services and regulatory reform that has been taking place
since 2001. 

Deregulation, Financial Liberalization, and Superannuation in the 1980s
Deregulation is the “removal of controls by governments on the operation
of markets.”48 Common forms of control include limiting the number of
participants in a market, restricting the activities of those participants, and
creating artificial ceilings and floors for that market (for example, capping
the interest rate at which a bank can lend). Financial liberalization is the
removal of restrictions preventing free capital flows to and from a country.
For example, this occurs when the domestic banking sector is allowed to
borrow from the international capital market.49 Financial liberalization is
often realized after the deregulation of a financial system. That is, once
governments remove controls, capital flows in and out of a country may
commence.
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Deregulation and Financial Liberalization in Australia
Widespread deregulation of Australia’s financial markets commenced in
1979 with the first Australian Financial System Inquiry (“the Campbell
Inquiry”). The underlying goal of the Campbell Inquiry was to dismantle
the barriers to entry into the financial system while strengthening pruden-
tial measures so as to preserve system stability.50 Prior to deregulation, a
regulatory gulf had emerged between banks and their competitors, the
nonbank financial institutions (NBFIs). Both banks and NBFIs were vying
for lending business, but the latter enjoyed a more lenient regulatory envi-
ronment.51 Banks had to meet high prudential standards, were subject to
credit rationing, and were also proscribed from lending above a set inter-
est rate.52

The high inflationary environment experienced in the 1970s exposed
the regulatory disparity between banks and NBFIs. Banks, subject to inter-
est rate ceilings, were unable to offer products with interest rates that kept
pace with inflation. Lighter-regulated NBFIs were able to offer consumers
more attractive products that maintained real value vis-à-vis inflation and
were therefore able to poach large portions of the lending market.53 “The
immediate impact on regulated financial institutions was an erosion of
their competitive position relative to institutions with greater capacity to
price flexibly.”54

As a result, between 1953 and 1980, the proportion of assets owned by
banks shrank from 88 percent to 58 percent of the banking market.55 Mean-
while, NBFIs, such as building societies and finance companies, grew in
significance. The effect of this was twofold:

1. Weakening of the ability of monetary authorities to administer
monetary policy through banks because a growing proportion of
financial activity took place outside the banking sector;56 and

2. Regulatory arbitrage. By 1959 each trading bank had purchased an
interest in a finance company to circumvent the tighter banking reg-
ulations and by entering lesser-regulated markets—a form of intra-
industry consolidation.57

In 1981, the Campbell Inquiry made recommendations that aimed at
enhancing Australia’s financial system in four key ways: (1) promoting
competition, (2) increasing efficiency, (3) fostering international competi-
tiveness, and (4) creating choice and quality of products.58 The Campbell
Inquiry’s recommendations were largely adopted during the 1980s and
1990s. Under the guise of deregulation, a series of reforms then swept
across Australia’s financial system. As a result, most financial controls over
bank lending were abolished. This was achieved by

• The phased withdrawal of interest rate ceilings;
• The removal of the distinction between savings and trading banks;

and
• Allowing banks to pay interest on checking accounts.59
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In 1983, the Australian government allowed foreign banks to enter the
market and ensured national treatment for new entrants whereby foreign
banks were afforded the same treatment and subject to the same restric-
tions as Australian banks. By 1985, sixteen new licenses had been issued to
foreign banks. Beginning in 1992, foreign banks were able to establish
branches in Australia and were permitted to undertake all banking activi-
ties other than retail deposits.60 As of June 15, 2004, twenty-eight foreign
banks had obtained consent to operate branches in Australia, including the
Bank of China and the International Commercial Bank of China.61

The Australian dollar was floated in 1983, resulting in
• The dismantling of restrictions on capital flows in and out of Aus-

tralia;
• Allowing the market to determine the fair value of the dollar; and
• Bestowing the Reserve Bank of Australia (RBA) with greater control

of monetary conditions.62

Deregulation set the platform, at the most basic level, for the emer-
gence of dominant financial conglomerates in Australia’s financial system.
It exposed financial institutions to heightened competitive pressures and
leveled the regulatory inequalities between banks and NBFIs. Deregula-
tion empowered financial institutions to focus on innovating new products
to capitalize on newfound liberties. New products would eventually blur
the distinction between banks, insurance companies, and securities busi-
nesses. As the second Financial System Inquiry, which was conducted by
Stan Wallis in 1996, observed:63 “[Deregulation] focused innovation on the
delivery of financial services rather than on the unproductive activity of
circumventing outdated regulations. . . . It created a more competitive
environment in financial markets.”

Since deregulation, while increased competition has reduced lending
market share, off-balance sheet (nonlending) activities have defrayed this
loss.64 One example of this is the rise of banks’ involvement in over-the-
counter (OTC) derivative markets, an area traditionally reserved for secu-
rities business. In terms of turnover, Australian OTC markets have more
than doubled since deregulation. In 1996–97, OTC market turnover was
A$21,849 billion65 compared to A$42,462 billion66 in 2002–03. This consisted
of an increase in annual turnover for banks of around 460 percent between
1998–99 and 2002–03.67 It is within this environment that banks, insurers,
and securities business consolidated to form financial conglomerates.

Superannuation
During the era of deregulation, the Australian government implemented
compulsory retirement savings into the financial system via the Superan-
nuation Guarantee. The move shifted the flow of household savings from
traditional banking products to collective investments.68 The superannua-
tion system (also known as pension funds) made it compulsory for
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employers to contribute a minimum percentage of their employees’
salaries into a superannuation account. This account is ordinarily reserved
for the employee until reaching the age of retirement and is taxed at a con-
cessional rate. By 1992, legislation was in place that mandated employer
contribution rates, including a timetable to increase contributions to cur-
rent levels of 9 percent.69 At the same time, in an environment where Aus-
tralian incomes were rising, there was impetus for self-funding retirement
rather than relying on the public provisions of pensions.70

Compulsory superannuation and shifting sentiments toward self-
funded retirement created an explosion in demand for funds management
and life insurance products as the main repositories of superannuation
money. This in turn encouraged financial institutions not operating funds
management or life businesses, or with small operations, to enter or
increase exposure to the burgeoning market. Cross-industry consolidation
followed. Figure 3.1 shows how deposits as a percentage of GDP have
remained static, compared to the enormous gains in life insurance and
superannuation. Total assets in superannuation have grown from A$229
billion in June 1995 to A$565 billion in December 2003.71 During the same
period, superannuation assets held by funds managers have grown from
A$74 billion to A$196 billion and A$86 billion to A$159 billion for life
insurance companies.72

Banks have been the most aggressive entrants into the funds manage-
ment and life industries. Of Australia’s four largest banks, each has made
significant acquisitions outside traditional banking lines. The National
Australia Bank acquired MLC in April 2000. The other three “pillar” banks
have also been active predators. In March 2000, the Commonwealth Bank
of Australia (CBA) announced its intentions to merge with banking, insur-

Figure 3.1. Household financial assets
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er, and fund manager Colonial Group Limited (Colonial).73 CBA absorbed
Colonial’s large funds management and life businesses to become Aus-
tralia’s largest asset manager (retail and wholesale) and the third- largest
life insurer. In 2002, a spate of cross-industry acquisitions occurred with
the Westpac Banking Corporation purchasing both the BT Financial Group
and Rothschild Asset Management and the Australia and New Zealand
Banking Corporation Ltd. (ANZ) striking an alliance with the ING Group
(ING). ANZ purchased 49 percent of ING. The result of these cross-indus-
try acquisitions was the concentration of banks in the funds management
industry. This is demonstrated in Table 3.1; the four banks mentioned have
been highlighted for emphasis.

The Financial System Inquiry (The Wallis Inquiry): 1996
In 1996, the Australian government initiated a second review of the coun-
try’s financial system—the Wallis Inquiry74—that was to precipitate a
major shift in the country’s regulatory framework. The Wallis Inquiry
invited submissions from the public,75 which, along with nationwide pub-
lic consultation, culminated in the Wallis Report, containing 115 recom-
mendations. A core goal of the Wallis Inquiry was to contemplate how to
build a regulatory environment that satisfactorily deals with the effect of

Table 3.1. Australian sourced total assets under management (top 10
managers)  (September 2003)

Top Ten Size $M Market 
(prev. qtr) Manager Sept 03 Share %

1 (1) Commonwealth
(Colonial First State) 78,198.78 11.3

2 (2) AMP 63,154.21 9.1

3 (4) Macquarie Bank Group
Managed Funds 52,315.62 7.5

4 (3) National Australia Bank (MLC) 51,793.10 7.5

5 (5) State Street Global Advisors 42,613.84 6.2

6 (6) ANZ (ING) 41,484.00 6.0

7 (7) Westpac (BT Financial Group) 41,376.27 6.0

8 (8) AXA Asia Pacific Holdings 38,022.00 5.5

9 (9) Deutsche Asset Man. Australia Ltd 28,221.62 4.1

10 (10) Barclays Global Investors Australia Ltd 25,752.36 3.7

Top 10 Total 439,050.93 66.9

Industry Total 691,973.00 100.0

Source: IFSA, n 18.
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financial consolidation and in particular cross-industry conglomeration
within the financial system. The Wallis Inquiry was created to consider
forces driving change and to recommend “regulatory arrangements that
would best ensure an efficient, responsive, competitive and flexible finan-
cial system to underpin stronger economic performance, consistent with
financial stability, prudence, integrity and fairness.”76 As Alan Cameron,
former chairman of ASIC, noted in 1999, “The Wallis Inquiry into the
financial system and the subsequent reorganization of the regulatory
structures in Australia in 1998 was in part driven by the Government’s
recognition of this integration of financial products.”77

The Wallis Inquiry was not established in the wake of any crises; Aus-
tralia had not experienced the collapse of a bank or any widespread per-
ception of misconduct in the financial system.78 It was created to provide a
stocktake of the effects of deregulation and to predict a future regulatory
framework that could operate within an environment affected by rapid
technological innovation, an evolving business environment, and longer-
term changes in customer needs and profiles.79

The Wallis Inquiry exposed, then recommended to the government
that it should revamp Australia’s fragmented regulatory structures. It
highlighted the inefficiency of having at least four authorities regulating
across institutional lines, where the regulator’s functions, powers, and
expertise were restricted to a single industry. In some places the regula-
tors’ functions and powers overlapped, and in other areas gaps existed.
These inefficiencies cast a shadow of systemic vulnerability, as authorities
could not effectively achieve their regulatory objectives and business was
unnecessarily hindered by regulatory inequalities. In fact, in 1999, Bain
and Harper (referring to a study conducted by the Australian Mutual
Provident Society in 1996) suggested that a bank with a life company port-
folio of assets would enjoy lower capital adequacy requirements than a life
company holding the same portfolio of assets—a situation that required
review for its systemic and competitive significance.80 The need for ratio-
nalization and harmonization of the overlapping regulatory bodies had to
be addressed—“the objective not being to create more regulatory bodies,
but to create a system of consistent and focused prudential control and
regulation.”81

The Australian Regulatory Structure Prior to the Wallis Report
At the time of the Wallis Report, the consumer protection and market
integrity responsibilities were in the hands of the following regulators: 

• The Insurance and Superannuation Commission (the ISC) in rela-
tion to life insurance, general insurance and superannuation prod-
ucts, and insurance brokers; 

• ASIC’s predecessor, the Australian Securities Commission (the ASC)
in relation to market operators, securities dealers, investment advis-
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ers, futures brokers and advisers, collective investment schemes,
and corporate fundraising; 

• The Australian Competition and Consumer Commission (the
ACCC)82 in relation to economy-wide business conduct laws and
competition laws; and 

• The Australian Payments System Council (the APSC), an advisory
body that reported to the treasurer and chaired by the Reserve Bank
of Australia, which monitored industry codes of practice for elec-
tronic funds transfer schemes, banks, building societies, and credit
unions.83

The framework for prudential regulation was also institutionally
based, with separate agencies regulating the activities of each class of insti-
tution. There were three key regimes for prudential regulation: 

1. The Reserve Bank of Australia (the RBA) for banks and pay-
ments settlement systems;84

2. The Insurance and Superannuation Commission (ISC) for life
and general insurance and superannuation; and 

3. The State-based Financial Institutions (the FI) Scheme that
incorporated the Australian Financial Institutions Commission
(the AFIC) and associated State Supervisory Authorities (the
SSAs) for the credit union and building society industries.

The New Regulatory Arrangement Post-Wallis: The “Twin Peaks” Model
Soon after the release of the Wallis Report in March 1997, the Australian
government restructured Australia’s regulatory regime based upon the
“twin peaks” model. It established structures based on functional lines
rather than institutional divisions. Regulation was based on financial
products such as bank deposits or insurance policies, rather than accord-
ing to the predominant characteristics of the institutions that offered them.
This meant that if, for example, a company whose core business was insur-
ance engages in transaction banking, that company would be subject to the
same requirements with respect to that product as a bank (with respect to
its banking operations). 

The twin peaks approach to regulation was first articulated in London
in 1995 in a report issued by the Center for the Study of Financial Institu-
tions.85 The twin peaks of financial system regulation are prudential regu-
lation on the one hand and consumer protection and market integrity on
the other. In Australia, that is APRA and ASIC, respectively.86 The Wallis
Inquiry initially recommended a third peak: a regulator to deal with mar-
ket integrity. But it was decided to modify the twin peaks structure by
aligning the role of consumer protector with market integrity and giving
that function to ASIC.87 The difference between the mega-regulator and
twin peaks approach may be summarized diagrammatically as follows
(see Figure 3.2):
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The respective roles and functions of APRA and ASIC are as follows:
1. APRA is responsible for overall financial stability and provides pru-

dential regulation for deposit-taking institutions, life and general
insurance companies, and superannuation funds

2. ASIC is responsible for market integrity and consumer protection
with respect to

• the regulation of corporations, securities, and futures markets
(already performed by the former ASC); 

• any entity that offers a financial product, including superannua-
tion interests, retirements savings accounts, and general and life
insurance (e.g., banks, building societies, credit unions, and
friendly societies), particularly in connection with product dis-
closure; 

• consumer protection functions for the finance sector (which had
previously been performed by the Australian Competition and
Consumer Commission and the Australian Payments System
Council); and 

• oversight of industry initiatives for consumer protection in the
areas of new technology in the finance sector and ensuring they
develop in a coordinated way.

Under the twin peaks structure, an integrated financial institution
whose business crosses either two or more of the banking, insurance, and
securities sectors is subject to the regulation of both ASIC and APRA. For
example, a deposit-taking institution that also provides product advice
about general insurance products is subject to the prudential requirements
imposed by APRA, as well as the consumer protection and market integri-
ty obligations imposed by ASIC. The deposit-taking institution must
obtain “authorization” from APRA by satisfying APRA’s capital adequacy,
liquidity, and risk management requirements. It is also required to obtain a

Figure 3.2. Mega-regulation versus “twin peaks”
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license from ASIC to provide financial services advice or deal in a financial
product. 

The move from regulating along institutional to functional lines using
the twin peaks model reinvigorated Australia’s regulatory infrastructure,
particularly with respect to financial conglomerates. It creates a coordinat-
ed front and reduces both regulatory fragmentation and competitive
inequalities. Some financial institutions must now deal with more than
one regulatory body.88 However, in the main, the new structure reduces the
burden of duplication previously faced by some financial service
providers. For example, where an entity such as the deposit-taking institu-
tion is “authorized” by APRA, it is not required to satisfy ASIC’s financial
requirements. Consumers and product providers also benefit from the
standardized regulation of like products, which under the old regime
might have been subject to a number of different regulators and conflicting
rules. 

Testing the Structure: The HIH Collapse
The reforms introduced by the Wallis Report were not a panacea for the
financial system. The A$5.3 billion collapse of the insurance conglomerate
HIH Insurance Group (HIH) underlined this in 2001.89 HIH was predomi-
nantly a general insurer and one of Australia’s largest home-building mar-
ket insurers. The prime minister of Australia, John Howard, announced a
Royal Commission into the failure of HIH in June 2001.90 Justice Neville
Owen was appointed commissioner and directed under the Royal Com-
mission’s terms of reference to enquire into, among other things, “the
appropriateness of the manner in which powers were exercised and
responsibilities and obligations were discharged under Commonwealth
laws.”91 This opened the doors to a review of the way the prudential regu-
lator, APRA, performed its functions, particularly with reference to the
insurance industry. Australian treasurer Peter Costello summarized the
outcome as follows:92 “APRA did not cause the collapse of HIH. [The com-
missioner] notes at page 442 of the third volume of his report that ‘APRA’s
failure to act did not contribute to the collapse of HIH. However, the man-
ner in which APRA exercised its powers and discharged its responsibilities
under the Insurance Act fell short of that which the community was enti-
tled to expect from the prudential regulator of the insurance industry.’”

APRA itself recognizes and broadly accepts the royal commissioner’s
account of the inadequacies of the supervision of HIH over 1999 and
2000.93 According to Royal Commissioner Owen, these shortcomings were
a weak regulatory framework for general insurance, a shortage of experi-
enced staff during APRA’s establishment phase, and undeveloped internal
processes within APRA.94 The Royal Commission made sixty-one policy
recommendations covering corporate governance, financial reporting and
assurance, regulation of general insurance, state and territory regulation,
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taxation and general insurance, and a policyholder support scheme.95

However, it is significant that Royal Commissioner Owen did not recom-
mend altering the functionally based twin peaks regulatory regime that
the Wallis Report recommended. Indeed, the Australian Financial Sector
Advisory Council’s “Review of the Outcomes of the Financial System
Inquiry 1997” found that, in light of the HIH collapse, “Prima facie, there
is no evidence of a flaw in the Wallis financial sector reform model.”96

Twin Peaks versus Mega-Regulator
Despite Australia’s success using the twin peaks model of regulation,
which has also been adopted by France and the Netherlands, the impetus
for a single authority is growing. In May 1997, the United Kingdom’s deci-
sion to adopt a single “mega-regulator”—the Financial Supervisory
Authority (FSA)—was a harbinger for the rest of the world. Around twen-
ty-two countries have adopted the mega-regulator approach, including
Japan and Korea. Presently, 29 percent of the seventy-seven countries sam-
pled by Martinez and Rose have adopted the single-regulator approach,
with Estonia, Germany, Ireland, and Malta being the most recent converts
in 2002. As of July 2003, another seven countries were reportedly consider-
ing amending their structure toward the single model.97

Advantages of mega-regulation. According to Martinez and Rose, coun-
tries that have moved to a single regulator believe that a single regulator
is98

• more effective at monitoring and responding to risks and threats in
the financial system; 

• more accountable than a diffused regulatory regime; and
• better able to supervise financial conglomerates because it mini-

mizes regulatory arbitrage by “applying a consistent approach to
regulation and supervision across all different segments of the
financial system.” 

Eilis Ferran, the director of the Center for Corporate and Commercial
Law at the University of Cambridge, UK, states that “a single regulator is
superior because it mirrors the nature of the participants and products in
financial markets.”99 Another benefit, according to Ferran (with particular
reference to the FSA), is the inherent simplicity of a single regulator struc-
ture vis-à-vis the complex and intertwined multiregulatory regime that
preceded it. Furthermore, the one body has a view across the whole finan-
cial system and can therefore unearth economies of scale and scope by
allocating, in a coherent and coordinated manner, resources where they are
most needed. 

Advantages of the twin peaks. The Wallis Inquiry contemplated but chose
not to recommend mega-regulation. It briefly cited four reasons for this
decision:100
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1. The separate agencies APRA and ASIC would best perform if they
had their own distinct culture;

2. Australia’s financial system is not ready for complete regulatory
integration;

3. Fears of a single regulator becoming excessively powerful; and
4. Issues relating to the efficiency of all the functions being reposed in

one body.
In reaching its decision, perhaps the Wallis Inquiry relied heavily on

the arguments of Michael Taylor, the architect of the twin peaks structure.
Taylor summarizes the argument in favor of the ‘twin peaks’ model as fol-
lows: “The benefits of twin peaks are clear. The proposed structure would
eliminate regulatory duplication and overlap; it would create regulatory
bodies with a clear and precise remit; it would establish mechanisms for
conflicts between the objectives of financial services regulation; and it
would encourage a regulatory process which is open, transparent and
publicly accountable. As such, it is consistent with the current philosophy
of ‘unbundling’ the functions of public sector agencies, to achieve greater
transparency, efficiency and clearer lines of responsibility.”101

The twin peaks model is also said to “institutionalize the distinction
between systemic risk and consumer protection objectives, and between
measures intended for the inter-professional markets and the retail con-
sumer.”102 Also, the objectives of consumer protection and prudential regu-
lation sometimes come into conflict, and single regulators are often forced
to make judgment about important public policy directions, whereas such
conflicts should be resolved through political processes. With the twin
peaks structure, both regulatory bodies are subject to government over-
sight.103 Similarly, when conflicts as to competing regulatory objectives
arise, a political decision is required. Moreover, the mega-regulator is criti-
cized because it “could potentially become an over-mighty bully, a bureau-
cratic leviathan divorced from the industry it regulates.”104

In Australia, support for the dual structure remains strong; regulatory
objectives are being met and the financial system is enjoying both growth
and stability. The 1997 Wallis Report indicates that the time horizon of its
analysis is five to ten years, although there is no scheduled timetable for
further review of Australia’s regulatory structure.105 An example of the
way in which potential conflicts are resolved through political processes in
the Australian context is the memorandum of understanding (MOU) and
operational protocols existing between ASIC and APRA. The MOU and
the protocols facilitate consultation and cooperation between the agencies
and establishment of a “lead regulator” in appropriate circumstances. An
illustration of this point is where an investigation is warranted by both
agencies, which have jurisdiction under their acts because the conduct in
question gives rise to different offenses under the Corporations Act (ASIC
responsibility) and the APRA Act (APRA responsibility). 
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France and the Netherlands have also adopted the twin peaks struc-
ture. In 2003, the French government enacted new legislation that estab-
lished the twin peaks approach. The French used Australia’s twin peaks as
a model for their regulatory reorganization. Jean-Claude Delespaul, the
managing director of the Autorité des Marchés Financiers,106 stated in 2001
(when contemplating the adoption of the twin peaks approach): “The
choice of France in a law under discussion in the Parliament is for the
functional approach within an inspiration derived from the Australian
‘Twin Peaks’ model: one authority to ensure investors’ protection, market
integrity and the fair and transparent functioning of the market, and a
common effort from the banking and insurance supervisors to promote
financial stability.”107

The French twin peaks model108 established on the one side the market
integrity and consumer protection agency—the Autorité des Marchés
Financiers (AMF)109—and on the other side the prudential regulator, Com-
mission Bancaire.110 Despite the trend toward mega-regulation, France’s
recent decision to adopt the twin peaks architecture demonstrates the con-
tinuing confidence of this model as a viable alternative to mega-regulation. 

Financial Services Reform: A Universal Licensing and Disclosure
Regime
Financial services reform was the third major step in reorganizing Aus-
tralia’s regulatory framework to support financial consolidation. It intro-
duced a universal licensing and disclosure regime for the regulation of
financial products and services across the vast majority of the financial
system. Financial services reform was also a legislative response to sys-
temic faults articulated by the Wallis Inquiry, which identified the follow-
ing three areas of concern:111

1. Disclosure: The Wallis Inquiry found that where financial institu-
tions faced inconsistent information disclosure, regulations “vary
greatly in their status, degree of prescription and penalties for
breach.”112 Moreover, the information available might not allow
prospective purchasers to both make informed decisions and effec-
tively compare the characteristics, costs and expected rates of
returns of various products. 

2. Licensing: With respect to licensing, financial market participants
were found to be facing an entangled overlapping licensing regime.
The Wallis Inquiry noted: “[p]articular problems arise where partic-
ipants are subject to more than one regime, sometimes with contra-
dictory rules. For example, an estimated 71 percent of life brokers
and 18 percent of life company advisers are also licensed securities
dealers”113; and

3. Financial markets: There was also a regulatory lacuna for products
falling outside the definitions of “securities” and “futures con-
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tracts” in Australia’s old companies and financial services legisla-
tion, the Corporations Law. The restricted definitions of “securities”
and “futures contract” required legislative augmentation to allow
exchanges to open their doors to new products. There was also
ambiguity in relation to new financial products that had both char-
acteristics of the Corporations Law’s definition of “securities” and
“futures contract”.

To implement the financial services reforms, the Australian govern-
ment introduced a bill into Parliament in April 2001. The bill received
assent in September 2001 and the new act—the Financial Services Reform
Act 2001 (FSRA)—commenced operating on March 11, 2002. The FSRA
added chapter 7 to Australia’s corporations and financial services legisla-
tion, the Corporations Act 2001. In its role as consumer protection and
market integrity regulator, ASIC administers and enforces compliance
with the Corporations Act. The legislative framework empowers ASIC to
pursue a range of remedial action when breaches of the act occur. Such
remedies may be criminal, civil, or administrative depending on the type
and severity of contravention. The new chapter 7 of the Corporations Act
allowed a two-year transition period, which gave time to established oper-
ators to amend arrangements to become compliant with the new require-
ments. The amendments required new entrants to be licensed and compli-
ant from the time they commenced business. The reforms became fully
operational on March 11, 2004.

Financial Services Reform: Licensing
In essence, the reforms provide a single regulatory regime for financial
products and services, financial markets, and clearing and settlement facil-
ities. One of the main reforms is the introduction of the Australian Finan-
cial Services license (AFS license) requirements covering the provision of
financial services.114 Individuals will generally need to hold an AFS license
if they carry on a financial services business other than as a representative
of a licensee unless an exemption applies.115

Perhaps the best evidence of the uniformity introduced by chapter 7 is
the definition of “financial product.”116 Essentially, the licensing regime
harmonizes the regulation of most financial products including managed
investments, superannuation,117 general and life insurance, securities,
futures and derivatives, foreign exchange, and deposit accounts. It groups
products on the basis of their economic function, irrespective of their his-
toric distinction. Horgan provides an example: “Investment products such
as securities and derivatives may have an economically similar function of
investment, even though these products constitute legally different types
of interests.”118
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ASIC relief has been provided in circumstances where the wide defini-
tion of financial products in the Corporations Act has produced an inap-
propriate result.119

Financial Services Reform: Product Disclosure
The second limb of Australia’s financial services reform is uniform prod-
uct disclosure. Section 1012A of the Corporations Act specifies the circum-
stances under which a product disclosure statement must be provided to a
client; that is, where a specified person (such as the issuer of a financial
product) providing advice to a client recommends a financial product, and
the client is a retail client or would acquire the product on issue or through
certain off market secondary transfers.120 A product disclosure statement is
also required if the advice about the financial product is being given as
personal advice to the client.

Financial services reform was instituted in Australia in response to
increased conglomeration, “which would continue to challenge traditional
institutional and regulatory boundaries.”121 The result is a universal,
streamlined licensing and disclosure regulatory regime. The main objec-
tives of the reforms are to promote confident and informed decision mak-
ing by consumers of financial products and services while facilitating effi-
ciency, flexibility, and innovation in the provision of those products and
services.122 It is also intended to promote fairness, honesty, and profession-
alism by those who provide financial services and create a fair, orderly,
and transparent market for financial products. The final objective is to
reduce systemic risk and provide fair and effective services by clearing
and settlement facilities. Licensing provides a universal gateway for all
financial service operators. The licensing regime permits a financial insti-
tution to engage in activities across the entire financial system, while
enjoying a consistent regulatory environment. Meanwhile, a standardized
product disclosure regime protects consumers by giving them consistency
and certainty. As a consequence, it allows them to make informed deci-
sions. By producing a harmonized licensing and disclosure regime across a
wide spectrum of financial products, the financial services reform sup-
ports financial consolidation in the context of globalization.123

Trends and Policy Directions

This section examines trends and policy directions that support financial
consolidation in the context of globalization. Three regulatory trends will
be discussed:

1. Regulatory competition between financial centers
2. Harmonization through increasing convergence in international

regulatory standards
3. Cross-border regulatory cooperation
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Regulatory Competition 
Regulatory competition occurs when financial centers use differing regula-
tory requirements to compete for market share in the financial sector.
Competition is heightened by cross-border financial consolidation when
the conglomerate can chose between two or more financial centers that
had been solely responsible for regulating what was a single entity. “There
is increasing competition between different nation states and amongst
financial centers for market share in the financial sector that is sure to
become more intense as they seek to promote their individual versions of
leading edge regulation.”124 Can regulatory competition achieve the objec-
tives of protecting investors—ensuring that securities markets are fair, effi-
cient, and transparent and reducing systematic risk in a cross-border regu-
latory environment? This needs to be considered to determine whether
regulatory competition is an optimal regulatory response to financial con-
solidation in the context of globalization. 

Regulatory competition between rival centers should be encouraged if
competition means that regulatory standards converge around some
socially and financially optimum level. However, as Singer observes,
“Most of the debate on globalization emphasizes the possibility of regula-
tory arbitrage where capital will flow to the least regulated areas, thereby
inducing a regulatory race to the bottom.”125

Indeed, “regulatory laxity can be a significant advantage, as shown by
the vibrant banking sector of the tiny island nation of Vanuatu.”126 If regu-
lators prescribe strict and costly regulations, they may put their financial
sector at a competitive disadvantage to foreign rivals. In Australia, the
threat of competition from foreign markets provides incentives for regula-
tors to lower compliance costs and enhance service quality for issuers and
investors. Foreign markets and foreign financial service providers may be
able to provide financial services at lower cost and with higher liquidity
than their counterparts. Ensuring a competitive environment for financial
service providers is therefore an important policy objective for govern-
ments and regulators such as ASIC, particularly in the context of globaliza-
tion.

Competition may be more conducive to achieving a competitive and
efficient market, but not necessarily the protection of investors, the cre-
ation of a fair global market, nor the reduction of systemic risk. While
competition can lead to the most rigorous regulatory regime, there is some
concern that competition could and would be more likely to cause a regu-
latory “race to the bottom” in which some regulators, in order to attract
capital inflows, are pressured by governments and more powerful multi-
nationals to lower regulatory controls imposed on foreign operators. As
Singer suggests, “Faced with this ‘regulators dilemma,’ financial regula-
tors from industrialized countries have initiated a range of efforts to har-
monize their prudential regulations—that is, to negotiate internationally—
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accepted minimum requirements for the stability of financial institu-
tions.”127

International Harmonization 
International harmonization is a process by which laws, policies, and pro-
cedures governing the operation of securities markets are amended by a
country to conform to an international standard or those of one or several
other countries. It is an effective regulatory response to financial consoli-
dation in the context of globalization because harmonized laws, policies,
and procedures afford greater certainty and predictability to financial con-
glomerates that operate in more than one jurisdiction. Differences between
financial centers where cross-border conglomerates reside—in legal struc-
ture, market development, national policy goals, and culture—mean that
global harmonization is a long-term and difficult objective. Yet such differ-
ences are what make international harmonization an important regulatory
trend toward achieving regulatory objectives that resonate across borders. 

The ongoing process of increasing cross-border consolidation and
globalization of financial services increases the pressure for uniformity in
regulatory standards across borders.128 The integration of equity markets,
which have different degrees of investor protection, has significant impli-
cations for the operation of the investor protection framework that cur-
rently applies to Australian investors. As Axiss Australia explains: “These
implications are most clearly evident with regard to Australian investors
that trade in securities issued by overseas companies on overseas facilities
through overseas intermediaries. Under these circumstances, the most
important implication with regard to investor protection is that investors
may not be able to benefit from the protections contained in national regu-
latory frameworks.”129

The process of harmonization through increasing convergence and
cross-border cooperation will help to ensure investors are afforded the
same level of investor protection across borders. For example, as part of
the ASX–SGX Trading Link, the ASX and Singapore Exchange Limited
(SGX) have developed a list of core harmonized principles. The link with
SGX is designed to facilitate efficient trading and settlement of securities
between the two countries and trading of SGX securities by Australian
investors and ASX securities by Singaporean investors. The linkage
involves an electronic cotrading and clearing arrangement so brokers can
trade selected securities listed on the other exchange while maintaining
the protection of the home regulator. 

The harmonization of laws, policies, and procedures that prohibit mar-
ket manipulation and insider trading therefore improves the capacity of a
regulator in one jurisdiction to enforce such laws against investors from
other jurisdictions. This will become increasingly important as globaliza-
tion increases the number of foreign financial service providers operating
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across borders and the likelihood of trading platforms such as the Aus-
tralian Stock Exchange receiving more orders from investors in other juris-
dictions and trading in securities issued by Australian companies via Aus-
tralian intermediaries, through links such as the ASX–SGX link and the
ASX World Link. 

Multilateral Harmonization 
There are three broad types of regulatory harmonization—regulatory con-
vergence, core harmonization, and peripheral harmonization—that are
occurring through multilateral forums such as the Basel Committee on
Banking Supervision, IOSCO, and the Joint Forum on Conglomerates.
Regulatory convergence is an organic process by which countries modify
their regulations based on the policies of other countries—particularly
dominant countries and international regulatory organizations such as
IOSCO.130 Core harmonization occurs when a small group of countries—
particularly advanced industrialized countries—agree through overt nego-
tiation to harmonize their regulations.131 The Basel Accord is an example of
core harmonization having initially occurred between the United States
and the United Kingdom. Peripheral harmonization is the result of the cre-
ation of an international standard and countries outside the core group of
industrialized countries choosing whether to accede to an international
standard.132 Countries now choosing to harmonize their laws to qualify as
signatories to the IOSCO Multilateral Memorandum of Understanding
(MMOU), also described in more detail below, present an example of
peripheral harmonization occurring. 

The Basel Committee on Banking Supervision. The Basel Committee on
Banking Supervision was founded in 1974.133 It consists of representatives
of twelve central banks that regulate the world’s largest banking mar-
kets.134 The committee encourages convergence toward common approach-
es without attempting detailed harmonization standards of member coun-
tries’ supervisory techniques.135 Further, the committee formulates
supervisory standards and guidelines and recommends statements of best
practice such as the Basel Accord in the expectation that individual author-
ities will harmonize policies and procedures—statutory or otherwise—that
are best suited to their own national systems.

The Basel Accord is a capital measurement system that has been pro-
gressively introduced into Australia and every other country that has an
active international bank. As Charles Littrell observes: “This accord
proved successful in lifting bank capital levels around the world, includ-
ing Australia. Today the world’s internationally operating banks are as a
group far sounder than was the case in 1988, and the first capital accord
can claim some of the credit for this outcome. There is also a much more
level playing field as regards regulatory capital requirements for interna-
tionally operating banks.”136
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In 1997, the Basel Committee developed a set of Core Principles for
Effective Banking Supervision, which provided a comprehensive blueprint
for an effective supervisory system. The committee has since issued a pro-
posal for a New Capital Adequacy Framework to replace the 1988 Accord
and more recently has aggressively sought to promote sound supervisory
standards worldwide. 

IOSCO. The International Organization of Securities Commissions
(IOSCO) was instituted in 1983.137 IOSCO currently consists of 105 securi-
ties regulators and encompasses a much broader membership in terms of
regulatory market development than the Basel Committee. ASIC is a
founding member of IOSCO. ASIC is also an active member of the IOSCO
Executive and Technical Committees. IOSCO’s stated principles are
“improving cooperation and coordinating and harmonization securities
and futures regulations on the international level.” IOSCO’s members
commit themselves to the following: (1) to cooperate in order to maintain
fair and efficient markets; (2) to exchange information designed to further
the development of domestic markets; (3) to establish standards and effec-
tive surveillance of international securities transactions; and (4) to provide
mutual assistance for enforcement. 

IOSCO also seeks to achieve regulatory harmonization through con-
sensus, and in recent years it has increased its efforts to reach agreements
on specific regulatory standards. In 1986, IOSCO issued a Resolution Con-
cerning Mutual Assistance that calls upon all securities regulators to pro-
vide assistance on a reciprocal basis for obtaining information related to
market supervision and its integrity.138 IOSCO has since developed a Multi-
lateral Memorandum of Understanding (MMOU), to which ASIC is a sig-
natory. The MMOU has specific requirements about the type of informa-
tion that signatories can access on request by other signatories for the
purpose of enforcing their securities laws; applicants must effectively har-
monize their laws to qualify as a signatory. IOSCO has also released its
Objectives and Principles of Securities Regulation, which ASIC uses to
ascertain whether a foreign regulatory regime is sufficiently equivalent to
Australia’s for the purposes of granting foreign financial service providers
relief from licensing requirements. These thirty objectives and principles,
together with the accompanying detailed methodology for assessing their
implementation, provide detailed guidance on the key elements of a
sound securities regulatory system. IOSCO has commenced a program to
assess the implementation of these principles in member jurisdictions, pro-
vide technical assistance, and foster harmonization by addressing gaps
and weaknesses. 

Joint Forum on Conglomerates 
Increasing globalization of the world’s financial markets led the Basel
Committee and IOSCO to establish the Joint Forum on Conglomerates in
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1995.139 The Joint Forum was established to address major supervisory
issues relating to financial conglomerates that operate on an international
basis. The Joint Forum is comprised of bank, insurance, and securities
supervisors representing each supervisory constituency. The emergence of
financial conglomerates and the blurring of distinctions between the activ-
ities of firms in each financial sector across borders have heightened the
need for cooperative efforts to improve the effectiveness of regulatory poli-
cies and procedures. The Joint Forum’s role is now being extended to deal
more generally with cross-sectoral issues and other matters of mutual
interest to the parent bodies. 

The Joint Forum has produced five important papers for comment by
the three founding bodies, covering coordination arrangements in routine
and emergency situations, information flows between regulators in differ-
ent countries, and technical issues such as regulatory capital requirements.
ASIC is an active participant in the Joint Forum and currently chairs a
Working Group on Outsourcing. APRA also participates in the work of the
Joint Forum. Alan Cameron, the chairman of ASIC from 1993 to 2000,
chaired the Joint Forum in 1997. Upon his appointment, Mr Cameron said:
“My appointment recognizes the ASC’s contribution and the fact that Aus-
tralian regulators have been at the forefront of developing cooperative
arrangements. The need for effective arrangements of this kind and for
Australia to actively participate in international developments were key
themes in the Wallis Committee report into the Australian financial sys-
tem.”

Harmonization of international accounting standards. On March 31, 2004,
the Australian Financial Reporting Council, the statutory body that over-
sees the process of setting accounting standards, ratified a proposal to
adopt the International Financial Reporting Standards (IFRS)140 in Australia
on January 1, 2005.141 The IFRS are a set of core accounting standards that
create an internationally harmonized financial reporting regime. The mis-
sion of the International Accounting Standards Board, which is the body
that sets accounting standards, is to create a “single set of high quality
global standards.”142 By January 1, 2005, it is expected that nearly a hun-
dred countries will either be using the IFRS or aligning their national stan-
dards with the IFRS.

The Australian body responsible for setting accounting standards, the
Australian Accounting Standards Board (AASB), pursues a policy of inter-
national convergence and international harmonization of accounting stan-
dards. It justifies this by stating, “There is considerable divergence
between standards issued by national and international standard-setting
bodies. The globalization of economic activity has resulted in an increased
demand for high quality, internationally comparable financial informa-
tion.”143
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The AASB sees the five main objectives of international convergence
and harmonization as the following:

1. Increasing the comparability of financial reports prepared in differ-
ent countries and providing participants in international capital
markets with better quality information on which to base invest-
ment and credit decisions. It will also reduce financial analysis costs
through analysts not having to recast information on a common
basis and requiring knowledge of only one set of financial reporting
standards, rather than several;

2. Removing barriers to international capital flows: by reducing differ-
ences in financial reporting requirements for participants in interna-
tional capital markets and by increasing the understanding by for-
eign investors of Australian financial reports; 

3. Reducing financial reporting costs: for Australian multinational
companies and foreign companies operating in Australia and
reporting elsewhere;

4. Facilitating more meaningful comparisons of the financial perfor-
mance: and financial position of Australian and foreign public sec-
tor reporting entities; and

5. Improving the quality of financial reporting in Australia to best
international practice.144

The Financial Reporting Council’s decision to adopt the IFRS supports
financial consolidation. Cross-border consolidation and global expansion
are common forces affecting the financial system. Whether this manifests
in new institutions entering Australia or Australian firms branching
abroad, a regime of universal accounting standards benefits the market, as
reflected in the following comments of Paul Volcker, chairman of the
Trustees International Accounting Standards Committee Foundation at the
European Commission: “The general case for international accounting
standards has been clear for a long time. In a world of global finance, we
have a strong interest in encouraging high-quality standards in every
place our companies do business. We want to avoid distortions in the
international flow of capital because of misinformation or lack of informa-
tion. Not least, a single set of standards would minimize compliance costs
for companies and, I believe, assist enforcement.”145

Bilateral Harmonization 
Australia has played a particularly active role pursuing regulatory harmo-
nization through mutual recognition with New Zealand. Mutual recogni-
tion affords financial products and financial institutions free transit across
national boundaries but depends upon separate jurisdictions being able to
make a meaningful comparison of their separate laws on the basis of sub-
stance over form. Such an analysis may lead to an understanding that rele-
vant provisions are sufficiently aligned to facilitate the recognition of laws,
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policies, and procedures governing the operation of securities markets in
the two countries. 

The limitation of mutual recognition is that it also depends upon har-
monized regulatory standards. Clearly one of the principal difficulties for
entities operating in a multijurisdictional environment, such as Australia
and New Zealand, is that they are confronted with a plethora of different
laws, policies, and procedures governing the transactions in which they
may be involved. The concept of harmonization, in conjunction with cross-
border regulatory cooperation, has therefore been lauded as the answer. 

Cross-Border Regulatory Cooperation
The key limitation on harmonization of standards from the perspective of
the consumer is that national regulators cannot easily enforce harmonized
standards and consumers cannot take action to assert their rights in any
practical sense. For this reason, cross-border regulatory cooperation is cru-
cial to preserving consumer confidence in the global financial market.
ASIC and numerous foreign regulators use memoranda of understanding
and a mutual assistance regulatory regime to foster cooperation between
regulators, particularly in the area of investigation and enforcement.
Where appropriate, ASIC will also defer, in the interests of comity and the
attainment of regulatory objectives, to the application of laws and regula-
tions of a foreign state to its markets, financial service providers, and col-
lective investment schemes through unilateral and mutual recognition. 

Enforcement Cooperation and Joint Investigations: Rentech Case Study 
ASIC has entered into twenty-four bilateral memoranda of understanding
with foreign regulators.146 MOUs are statements of intent between regula-
tors, reflecting a willingness to cooperate on mutually accepted terms in
respect of information exchange, investigative assistance, and regulatory
matters generally. As discussed, ASIC is also a member of the IOSCO Mul-
tilateral Memorandum of Understanding. While bilateral arrangements
have been the norm, this multilateral approach is a first for securities regu-
lators and sets a new international benchmark for cooperation. Australia’s
mutual assistance regulatory regime enables ASIC to cooperate and render
assistance to foreign regulators and is empowered to release confidential
information to foreign regulators that will enable or assist a government or
an agency of a foreign country to perform a function or exercise a power,
conferred by a law in force in that foreign country, pursuant to section
127(4) of the Australian Securities and Investments Commission Act
2001.147

Joint investigations and surveillance activities are the manifestation of
cross-border regulatory cooperation. The story of Rentech is the quintes-
sential example of cross-border enforcement in the context of the global
environment. Rentech concerns a joint investigation undertaken by ASIC
and the U.S. Securities and Exchange Commission (SEC). It demonstrates
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how cross-border cooperation is becoming an essential enforcement tool
and the real value in memoranda of understanding in conducting joint
investigations between jurisdictions.

In May 1999, messages about a company called Rentech were posted
on Internet bulletin boards in the United States, including those operated
by Yahoo! and Raging Bull. The messages stated that the price of Rentech
stock would increase from the existing price of around US$0.33 to US$3.00,
once pending patents were released by the company. At about the same
time, Australians Steven Hormouzis and Wayne Loughnan sent 4 million
spam e-mails to people in the United States, Australia, and other parts of
the world. The e-mail similarly claimed that the price of Rentech stock
would increase by up to 900 percent in the next few months. Indeed,
ASIC’s Internet manager also received an e-mail from the pair. Hormouzis
and Loughnan sent many emails by interfering with the file servers of
organizations such as SAAB Automobile Australia, the Tasmanian Depart-
ment of Health and Human Services, and the Lost Dogs’ Home. 

The first trading day after the e-mails were sent and the bulletin board
messages posted, the NASDAQ share price of Rentech doubled and the
trading volume was more than ten times the previous month’s average
trading volume. Three days before despatching his messages, Hormouzis
purchased 65,500 Rentech shares through brokers Wolverton Securities in
Canada. On the first day of trading, Hormouzis dumped his shares on the
market, making a profit of approximately A$17,000. Hormouzis paid
Loughnan A$7,000 for his help with the computer file servers.

The SEC launched an investigation into to the manipulation of
Rentech’s common stock and asked ASIC to assist; the conduct of Hor-
mouzis and Loughnan appeared to breach both U.S. federal securities laws
and the existing Australian Corporations Law. The SEC’s inquiries estab-
lished that the spam e-mails and bulletin board postings both emanated
from accounts held with Internet service providers in Australia. ASIC
received a written request for assistance from the SEC pursuant to our
bilateral memorandum of understanding. The SEC provided a transcript
of Rentech’s testimony. ASIC determined that the conduct breached sever-
al sections of Australia’s Corporations Law, including Australia’s securities
licensing provisions, and therefore commenced an investigation. Twenty
charges were laid against Hormouzis and Loughnan in Australia relating
to false and misleading statements and fraudulently inducing persons to
deal in securities. Hormouzis pleaded guilty and was sentenced to two
years in jail, with a minimum of three months to be served. His partner
Loughnan also pleaded guilty, paid back his profits, and received a sus-
pended two-year jail sentence.

ASIC’s experience during this investigation identified issues relating
to mechanisms for cooperation, releasing information, contacting witness-
es, good communication, and timeliness; that arise in the course of con-
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ducting joint investigations. Like many of the matters ASIC is now
required to investigate, these issues are novel and complex, but they are
being made easier by effective use of the above-described legislative and
procedural tools that are available in Australia, plus an increasing empha-
sis on international cooperation between law enforcement agencies, regu-
lators, and exchanges.

Recognition of Foreign Regulatory Systems
Looking farther forward, increasing cross-border financial activity will
drive regulators to rely more on foreign regulators to oversee the activities
of their licensed financial intermediaries in the interests of not only local
investors and market integrity but also in the interests of global investors
and global market integrity. The banking system adapts, to a degree, a lead
regulator approach for globally operating banks. In the future it may be
necessary for securities regulators to consider a similar approach. 

Australia has taken some steps along this path. Where appropriate,
ASIC will defer to the application of laws and regulations of a foreign state
to its markets, financial service providers, and collective investment
schemes through unilateral and mutual recognition. Unilateral recognition
arrangements are provided for in Australia’s licensing regime. Australia
will unilaterally recognize the laws and regulations of a foreign state that
apply to foreign financial service providers,148 foreign markets,149 and col-
lective investment schemes,150 where the foreign regulatory regime is con-
sidered sufficiently equivalent and has effective cooperation arrangements
with Australia. 

A foreign regulatory regime will be regarded as sufficiently equivalent
to regulation by ASIC if the regime is clear, transparent, and certain; is con-
sistent with the IOSCO Objectives and Principles of Securities Regulation;
is adequately enforced in the home jurisdiction; and achieves similar out-
comes to those achieved by the Australian regime. Effective cooperation
arrangements will usually be in the form of a MOU, most importantly the
IOSCO MMOU. Effective cooperation arrangements will provide for
prompt sharing of information by the overseas regulatory regime and
effective cooperation on supervision, as well as investigation and enforce-
ment. Where these criteria are met, ASIC’s policy is to allow foreign
licensed firms and operators to offer their services within Australia with-
out having to comply separately with many of ASIC’s regulatory require-
ments. This policy recognizes that there is little regulatory benefit in
requiring a global firm to comply both with its home regulatory require-
ments and with ASIC’s where their regulatory objectives and regimes are
essentially the same. 
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Conclusion

This essay has explored Australia’s regulatory response to financial con-
solidation in the context of globalization. Interestingly, we find that regula-
tory reform is both driven by and a driving force for financial consolida-
tion in this country. 

There is no doubt that financial consolidation and associated changes
in financial market structure were a significant impetus for the Australian
government in embarking on regulatory reform in Australia, both in terms
of the architecture of the regulatory institutions and their specific functions
and powers. In particular, the adoption of the twin peaks regulatory model
and the creation of a streamlined licensing and disclosure regime for finan-
cial products were driven by a belief that these reforms were necessary to
take account of changes in the financial services landscape, especially the
effects of globalization and financial consolidation. That regulatory
reform—in particular the creation of the uniform licensing and disclosure
regime—has also provided opportunities for further financial consolida-
tion, challenging our underlying assumption that regulatory and legisla-
tive changes lag well behind institutional change. 

In Australia, financial consolidation was to some extent caused by
deregulation and liberalization in the 1980s. Deregulation was a catalyst
for financial consolidation within the banking sector. Financial deregula-
tion also spawned new, consolidated financial institutions that provided
nonbanking services. Significant structural reform in the 1990s, which
instituted an integrated twin peaks approach to regulation in Australia
and the financial services reforms in the new millennium, seems to have
accelerated and provided greater opportunities for further financial con-
solidation in Australia. 

The history of Australia’s regulatory reform and the Australian regula-
tory regime, which is now in place, reflects a recognition of the importance
of financial consolidation to the Australian business and regulatory envi-
ronment. But just as financial consolidation has changed our thinking
about how we regulate the Australian market, so too does globalization
and cross-border consolidation challenge how we as regulators seek to
influence global markets and operators. Increased convergence and har-
monization of regulatory standards are important trends and policy direc-
tions that will help to ensure a more consistent global approach to regulat-
ing financial conglomerates. This is being achieved through multilateral
forums such as IOSCO, the Basel Committee, and the joint Forum on Con-
glomerates. Cross-border cooperation, through enforcement cooperation,
joint investigations, and the recognition of foreign regulatory regimes will
also help regulators such as ASIC achieve regulatory objectives that know
no national nor institutional boundaries.
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4. A Japanese Perspective on Regulatory Reform in
the Financial Sector
Hideki Kanda

Introduction

The legal and regulatory landscape in the Japanese financial sector has
been—and is—experiencing a rapid change. This is no surprise, because
information technology and global competition have made this area high-
ly erratic, and corresponding legal and regulatory responses are called for
almost every day.

It is not easy to present the trends in this area of law and regulation in
recent years in distinctive terms, but three elements can be pointed out as
general characteristics behind the recent developments. First, in Japan, the
force for change in regulation can still be viewed as a result of domestic
events. Since the “bubble” burst in 1991, the Japanese banking sector has
been suffering a crisis. Over twenty banks have gone bankrupt, and vari-
ous rescue measures are still underway today. Second, pressure from out-
side Japan has also begun to influence rule making and change in the
Japanese financial sector. It is common for various international standards
to be developed at various levels. These standards, unlike traditional
treaties or conventions, are not law in themselves, but national regulators
or supervisors generally implement these rules into national regulations so
that these “soft” standards often become “hard” rules in individual coun-
tries. Third, the importance of private law is ever increasing. This may be a
natural result of deregulation, because market participants now have more
freedom in creating and offering financial products than ever, so that basic
private law issues become the subject of direct attention when such new
financial products are created and marketed.

In this essay, I divide my discussion into four parts: (1) a survey of
Japan’s Big Bang and reform process for modernizing its regulatory sys-
tem; (2) a discussion of the political economy in the reform process in
Japan; (3) a survey of issues currently under discussion for future chal-
lenges; and (4) an examination of the “Japanese” model of reform and its
implications from a comparative perspective.

In the first section, I describe the highlights of Japan’s Big Bang and
reform process for modernizing its regulatory system. I outline major
reforms that have been undertaken since 1996 and their impact on market
practice in the financial sector. While the major focus of my presentation is
deregulation in various areas in the financial sector, particularly in the
field of capital markets (such as broker competition, stock exchanges,
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mutual funds, asset securitization, and antimonopoly regulation), I also
briefly mention measures that have been taken to resolve the banking cri-
sis.

In the next section, I briefly examine political economy in the financial
reform of Japan. Who has taken the lead, who has opposed the process,
and how various interests have been accommodated are examples of
major inquiries in this section. In particular, the role of bureaucracy and
the political power of the relevant industries are examined. I try to present
a general theory as to when reform turns out to be a success (or failure).

In the following section, I address current issues under discussion for
future reform. Issues relating to the establishment of comprehensive finan-
cial services legislation, as well as various bills under discussion in the
Diet, are given a particular focus. Items here include restructuring the
Securities and Exchange Act, introducing administrative penalties in secu-
rities law, reform of publicly sponsored financial institutions, and an over-
haul of trust business regulation.

Next I examine the “Japanese model” from a comparative perspective
(if such exists). I take a few specific examples, such as full protection of
“payment and settlement bank deposits” and securities settlement system
reform, which provide unique rules in Japan.

Finally, I present my preliminary conclusion. Overall, I try to present a
theme underlying reform in the financial sector in Japan. My basic argu-
ment is that unique developments in Japan are producing nonunique
results and that we see different forms of response to common problems in
modern financial regulation.

Japan’s Big Bang Reform

Background
The “bubbles” in the Japanese stock and real estate markets burst in 1991.
Stock prices dropped more than 60 percent between 1991 and 1995, and
land prices recorded a similar drop, driving the Japanese economy into
recession. As a result, financial institutions and financial markets in Japan
lost their competitiveness. In Japan, the process of deregulation and appro-
priate responses to the rapidly changing environment in world financial
markets have been delayed because the Diet and the government had to
spend, and are still spending today, an enormous amount of time attempt-
ing to resolve the banking crisis. The Big Bang program, which was
announced by the prime minister in November 1996, is aimed at remedy-
ing this delay and has two notable characteristics: (1) Its reforms are dras-
tic and extensive in scope, and (2) the timetable is specific and quick.
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Selected Items of the Big Bang Reform before 2000
While this is hardly the place to describe in detail the entire content of the
Big Bang program, several items of the reform are worth mentioning.1

Lifting the Ban on Pure Holding Companies (Effective December 1997 for Nonfi-
nancial Firms and March 1998 for Financial Institutions)
The Anti-Monopoly Act, which prohibited “pure holding companies” per
se, was amended in 1997, and relevant statutes in the financial sector were
amended in response to this change. A pure holding company is defined
as a company in which more than half of the assets are comprised of
shares of other companies. Thus, a financial group may emerge with a
holding company structure where banking, insurance, and securities busi-
nesses are offered through subsidiaries under the centralized management
of a holding company. In fact, Daiwa Securities Group established a hold-
ing company structure in April 1999. Also, a large bank holding company
was established in September 2000 by three major banks: the Industrial
Bank of Japan, Fuji Bank, and Daiichi Kangyo Bank. After this, many con-
solidations took place in the financial sector and as a result, several finan-
cial conglomerates are emerging in Japan.

Establishment of New Regulatory Bodies (Effective June 22, 1998)
In June 1998, a new agency called the Financial Supervisory Agency (FSA)
was established and given power to regulate banks, securities firms, and
insurance companies. This power was transferred from the Ministry of
Finance to the FSA. In December 1998, a new agency called the Financial
Reconstruction Commission (FRC) was established in addition to the FSA
and made responsible for licensing and other regulatory activities in the
financial sector. The FSA was responsible for implementing financial regu-
lations. The creation of this new regulatory structure suggested that the
style of financial regulation in Japan would change from consensus-based
regulation to rule-based regulation. On July 1, 2000, the Planning Bureau
of the Ministry of Finance and the FSA were consolidated into the Finan-
cial Services Agency (the new FSA). The FRC was abolished in January
2001.

Abolishment of Fixed Commission System of Securities Brokers (Partly Effective
April 1998 and Fully Effective October 1, 1999)
Although the exact effect of this deregulation has not yet become entirely
clear, this reform made the securities brokerage industry more competitive.

Entry into Securities Business: From Licensing to Registration System (Effective
December 1, 1998)
The entry barriers became lower for the securities industry. This change
accompanied the abolishment of the prohibition on securities firms engag-
ing in nonsecurities activities. The number of securities firms has been
increasing since this reform.
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Regulation of Proprietary Trading Systems (Effective December 1, 1998)
A new regulatory framework for proprietary trading systems (PTSs) was
introduced. Such systems typically undertake the matching of buy-and-
sell orders via a computer network but do not amount to a securities
exchange. Before the reform, the Japanese regulations did not include a
regulatory framework for PTSs and only treated them as brokers. The new
regulation requires authorization by the regulator, thus locating such sys-
tems between exchanges and brokers. The authorization standards were
liberalized in 2001, and there are two types of PTSs today in Japan—one
for shares and the other for debt securities.

Sale of Mutual Funds by Banks (Partly Effective December 1997 and Fully
Effective December 1, 1998)
In 1998, only 4 percent of over U.S. $10 trillion in individuals’ financial
assets in Japan were invested in Japanese mutual funds. Sixty-five percent
of such assets were invested in bank deposits and postal service deposits.
Today, mutual fund sales by banks represent more than half of all mutual
fund sales in Japan. Also, important reforms were made to the mutual
fund system. For instance, a company-type fund (which is popular in the
United States but was not permitted in Japan) has become available (effec-
tive December 1, 1998). Also, private funds (funds marketed to a limited
number of institutions) have been permitted (effective December 1, 1998).
However, mutual funds have not yet become as popular as one might
expect in Japan; since 1998, the percentage of individuals’ financial assets
invested in mutual funds has been decreasing.

Asset Management by Securities Firms (Effective December 1, 1998)
Securities firms are now permitted to offer asset management services,
typically by offering a product known in the United States as a “wrap
account.”

Improvement in Accounting (Effective Fiscal Year 1999 and 2000)
Consolidated accounting and market-value accounting of financial assets
were introduced in the fiscal years beginning April 1999 and April 2000,
respectively. Since then, further changes in accounting standards and even
regulation of accountants have been implemented. The latter (implement-
ed in 2003) was influenced by U.S. reform through the Sarbanes-Oxley Act
and is intended to ensure independence of accountants. The new account-
ing rules are essentially consistent with international accounting stan-
dards. A private body for standard setting (known as the Accounting Stan-
dards Board of Japan) was established in July 2002.

Defragmentation among Banking, Securities, and Insurance Industries
This is an ongoing liberalization program of fragmented industry regula-
tion in Japan. Liberalization measures include permitting mutual entry
among the banking, insurance, and securities industries through sub-
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sidiary or holding company structures and reducing firewall regulations
among the banking, securities, and insurance industries. Implementation
dates vary, but the majority of these liberalization measures were complet-
ed on October 1, 1999.

Securitization of Loans, Receivables, and Real Property
A special statute was passed in the Diet in June 1998 (effective September
1, 1998). This special legislation permits a low-cost method of securitizing
financial assets so that financing in the capital markets will become more
attractive. Further details are discussed below.

Five Pieces of Legislation in 2000
In May 2000, five important pieces of legislation were passed in the Diet.
Two of these provide insolvency procedures and a safety net for failed
banks and insurance companies. Most of this reform was aimed at creating
rules relating to the insolvency of banks and insurance companies after
April 1, 2002, when the government’s promised protection of entire
deposits was expected to expire and the “payoff” of banks was expected to
happen. The reforms, however, also included various measures to be intro-
duced earlier; in particular the injection of taxpayers’ money into failed
banks and/or insurance companies during the “emergency” period. The
legislation also included provisions that enable mutual-type insurance
companies to change their form to for-profit companies. Note that after
these reforms were made, for political reasons, the target date of April 1,
2002, was extended to April 1, 2005.

The remaining three pieces of legislation concern further advancement
of the Big Bang program with further deregulation of the financial sector.
The first piece of legislation amended the Securities and Exchange Act
(SEA) and contains two matters. First, the disclosure system changed to
permit an electronic filing system, beginning June 1, 2001. Second, stock
exchanges could from December 2000 become for-profit organizations if
they wished. The Osaka Securities Exchange became a stock company on
April 1, 2001 and the Tokyo Stock Exchange became a stock company on
November 1, 2001. The second piece of legislation drastically amended the
Act on Securitizing Specified Assets by Specified Purpose Companies (the
SPC Act) and the Securities Investment Trusts Act. The reform regarding
asset securitization will be discussed further below. The third piece of leg-
islation is the Act for Marketing of Financial Products (effective April 1,
2001). This act introduced a new form of consumer protection in the finan-
cial sector by imposing private law obligations on “merchants” (including
banks and securities companies) that attempt to sell any financial product
to customers. The basis of the act is to impose on such merchants a “duty
to explain” the risk involved in the financial product being marketed to
their customers. If the merchant fails to comply with the duty, it will be
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subject to damage liability under conditions that are easier to prove than
in the case of general tort liability.

Demutualization of Stock Exchanges
While permitting demutualization of stock and other exchanges is a global
trend, it is interesting that Japan permitted it very quickly. The United
States, for example, has not yet permitted this. Generally, there are two
ways of accomplishing demutualization: one is to permit an entire
exchange to become a joint-stock company, and the other is to separate
functions between a self-regulatory organization and a body for operating
trading markets and permit the latter to be in stock company form. Upon
extensive discussion, Japan took the first approach regarding stock
exchanges and the second approach regarding OTC (over-the-counter)
markets. More specifically, stock exchanges and futures exchanges are per-
mitted to become stock companies as a whole, while the Japan Securities
Dealers’ Association (JSDA) cannot become a stock company but rather is
permitted to set up a stock company separately to operate OTC markets.
The JSDA has taken this path already and today owns a stock company
that operates OTC markets (known as JASDAQ markets).

There was heated debate in the process of the regulatory change
regarding how the “public” nature of stock exchanges can be consistent
with the for-profit nature of the organizational form of a stock company.
This public/private interests concern must be considered several years
from now when stock company form exchanges have become more estab-
lished. Advocates for permitting demutualization point out the advan-
tages of the stock company form in financing, expansion of activities, and
corporate governance. Again, whether these advantages are real will be
determined through future evaluation.

Act for Marketing of Financial Products
This is quite a unique experience in Japan, because investor protection was
traditionally pursued by regulation rather than private law, especially
when the regulator prepared a bill for new legislation. The regulator this
time prepared a bill having a private law nature; that is, the new law does
not give any role to the FSA. Aggrieved investors must go to the courts for
damages if they think the brokers they dealt with breached the duty to
explain. There was a great amount of court litigation in the past where
investors sued brokers based on general principles of tort law. Such litiga-
tion took significant time and costs. The new law aims at saving such time
and costs by providing concrete requirements and remedies. But here
again, the value of the new law must be examined several years from now.
The act became effective on April 1, 2001, and a few cases have been
brought into the courts under this act.
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Legal and Regulatory Infrastructure for Asset Securitization
Legal and regulatory change in 1998. Unfavorable economic conditions, per-
vasive after the “bubble” burst in 1991 and the subsequent decrease in the
power and competitiveness of the financial and real property sectors in
Japan, drew attention to the need to expand the securitization market.
Although the resulting legislation was not a magic cure that resolved bad
loans and other problems in the financial and real estate markets (as pro-
ponents of the expansion of the securitization market sometimes mistaken-
ly believe), it brought about improvements in the general structure of the
relevant laws and regulations. There were four legal obstacles for securiti-
zation in Japan at the time: impractical methods of perfecting an asset
transfer; high corporate law compliance costs; no practical way for a spon-
sor to cut its ownership interest in an SPV (special purpose vehicle); and
the lack of a secondary market among institutions (together with complex
general securities regulation). The first two problems were considerably
(though not completely) resolved, and the fourth was partially addressed.
The third problem, however, was not resolved in 1998.

First, based on a bill prepared by the Ministry of Justice, the Diet
passed the Special Assignment Act, which introduced a special rule with
regard to perfecting an assignment of loans, receivables, and other claims.
The new scheme permits perfection by commercial registration at a reg-
istry office, and this method is available for an assignment of any mone-
tary claim by any incorporated entity.

Second, based on a bill prepared by the Ministry of Finance (MOF), the
Diet passed the SPC Act. This legislation adopted a sticks-and-carrots
strategy. The main purpose of the SPC Act was to reduce the cost of setting
up a special purpose company (an SPC under the act). An SPC can be set
up with minimum capital of 3 million yen and can issue debt securities
(including commercial papers) and preferred stock. These securities were
included in the definition of “securities” in the SEA, and dividends for
such preferred stock are exempt from double taxation under certain condi-
tions. The governance structure of an SPC is simpler than that of an ordi-
nary joint-stock company; specifically, an SPC only needs to have one
director, although an auditor and an accountant are required. An SPC
must be registered with the regulator and is subject to its supervision,
mainly to ensure that the SPC does not engage in activities other than
serving as a vehicle of securitization. There is no merit review, as is the
case under the Specified Claims Act (the first statute in Japan for securiti-
zation of assets of credit and leasing companies in 1992), but various
restrictions are imposed by the SPC Act itself. This scheme is available for
the securitization of any type of monetary claims (including loans and
receivables) as well as real property.

Finally, the problem of lack of a secondary market among institutions
(such as the Rule 144A market in the United States) was resolved in June
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1998, when the administrative release that restricted the transfer of pri-
vately placed securities was removed. Thus, today, privately placed securi-
ties are freely transferable among qualified institutions without registra-
tion under the SEA. 

However, there are still some problems with the SEA—in particular its
narrow definition of “securities,” the practical effect of which is that there
are many financial products for which investor protection is offered only
through scattered pieces of statutes instead of the SEA.

Reform in 2000. Further legislative changes were made in 2000. First,
the SPC Act was amended drastically. Second, the Securities Investment
Trust and Securities Investment Company Act were also amended.

The SPC Act was extensively revised. First, the act was renamed the
Act of Asset Securitization (the Securitization Act). Second, the regulation
of SPCs was liberalized. For instance, the minimum capital requirement
for an SPC was reduced to 100,000 yen. The registration system was
replaced by a notice system, and a scheme using an SPC under the Securi-
tization Act is only subject to a requirement of simple notice to the regula-
tor. Under the original SPC Act, a securitization plan had to be part of the
charter of an SPC, but this requirement was removed and the plan can be
specified at the time of closing the deal rather than at the time of setting up
an SPC. Previously, a change in the securitization plan required the unani-
mous consent of the stockholders, but now it can be made by a majority
vote. Prior to the amendments, preferred stock could not be redeemed, but
now it can be; and convertible securities were not permitted, but now they
are. An SPC was prohibited from borrowing, but as a result of the amend-
ments it may now do so under certain conditions. Finally, the assets that
can be securitized under the SPC Act were limited to monetary claims and
real property, but this restriction was removed and any asset may now be
securitized under the Securitization Act.

Third, the problem of cutting off the sponsor’s ownership interest in
an SPC was solved. In short, a special scheme—a Japanese version of a
“charitable trust,” which is a very popular vehicle in the securitization
practice outside Japan—was introduced for this purpose.

Fourth, a trust form was recognized as a new vehicle under the Securi-
tization Act. It must be noted that trusts were already popularly used as
SPVs for asset securitization not falling under the Securitization Act, and
thus there had to be “carrots” offered for the trust-form SPV falling under
the Securitization Act. There are two primary benefits in using the trust
form under the Securitization Act. One is that the act permits a special
purpose trust to issue negotiable instruments representing beneficial inter-
ests in the trust. This means that outside the Securitization Act, beneficial
interests cannot be represented in negotiable instruments and thus lack
transferability among investors (except where there are special statutes
permitting such transferability). The second benefit is that the Securitiza-
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tion Act permits a majority vote of the beneficiaries to change provisions
of the trust contract; outside the act such change requires unanimous
approval.

The Securities Investment Trust and Securities Investment Company
Act is the major piece of legislation that regulates pooled investment funds
that primarily invest in securities, and this act also was substantially
amended in 2000. The act now permits such funds to invest in any invest-
ment vehicle, so that the name of the act has been changed to the Invest-
ment Trust and Investment Company Act. Also, the act recognizes both the
trust form and the company form, but in the trust form, the fund previous-
ly required that the managing company and the custodian should be sepa-
rate. The 2000 amendments introduced a new form in which the same
trustee may serve as both manager and custodian. For asset securitization,
these amendments permit a Japanese version of what are known in the
United States as REITs (real estate investment trusts), where the manager
has investment discretion over a pool of real property. While REITs may
not be commonly considered as securitization, this legal change is men-
tioned here because they sometimes are.

The remaining legal hurdles for asset securitization in Japan include
the validity of a contract clause that prohibits an SPV from filing an insol-
vency petition. This type of clause is of particular concern to rating agen-
cies but is most likely to be invalid under current Japanese law. Also,
except for schemes that fall within the Securitization Act, tax law is not
favorable to a corporate-form entity. However, these factors are rather
minor, and since the changes came into force (November 30, 2000), the
securitization market in Japan has been growing rapidly. For example, in
2001 two public REITs were organized and listed on the Tokyo Stock
Exchange.

Trends in 2001
We do not observe reform trends in 2001 as drastic as in 1998 and 2000, but
a few developments may be worth mentioning. First, a large-scale reform
of securities settlement systems has been underway since 2000, and the
first set of legislation was introduced in June 2001. This legislation
addressed two matters. One is that a new statute was made to permit
dematerialization of commercial papers, a means of short-term financing
in Japan. Commercial papers in Japan were introduced in 1987 but legally
were characterized as promissory notes rather than debt securities to per-
mit banks to offer intermediary services. Because promissory notes are
thought to be unable to be dematerialized, a new statute was introduced.
The new statute permits issuance of uncertificated short debts, and these
debts are exempted from many strict regulations under corporate law
regarding debt securities. It is also important that this new statute permits
transfer of (dematerialized) debts by book entry only—a completely new
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method in Japanese private law regarding the transfer of debts. The sec-
ond aspect of the new legislation is that an amendment was made to per-
mit a CSD (centralized securities depository) for shares to become a stock
company. A CSD used to be a nonprofit organization but is now a stock
company under the new legislation. The remaining part of the reform of
securities settlement systems was implemented in 2002 for debt securities
(including government bonds) and in 2004 for shares. For instance, a com-
prehensive legal and regulatory system for indirect holding situations
where investors hold various securities through intermediaries in a multi-
layer fashion is now available in Japan. Also, regulation of clearing organi-
zations has been provided, and two such organizations have been estab-
lished. Another issue is that the rule of private international law regarding
the indirect holding of investment securities is uncertain. On this point, the
Hague Conference on Private International Law introduced a convention
in December 2002, and Japan is currently considering ratification of the
convention.

Second, simplification of disclosure regulations in various aspects
began to be considered in 2001. For example, simplification of disclosure
requirements for a mutual fund prospectus was implemented in 2003. The
United States made this simplification several years ago, and so Japan is
catching up in this area.

Impact of the Recent Reforms

From a Bank-Centered System to a Capital Market–Centered System
In the past, bank lending dominated the financial sector in Japan. This
infrastructure successfully helped Japan achieve high economic growth
during the thirty years following World War II. Once the Japanese econo-
my matured, however, the relatively high costs of the services of the bank-
centered system began to affect the national economy. Today, other major
countries, most notably the United States, have well-developed capital
markets, and the globalization of financial markets will inevitably require
an increased role for capital markets in Japan. The Big Bang program thus
encourages dramatic improvement of the Japanese capital markets. How-
ever, I do not think that Japan will become a completely capital
market–based country. Banks and capital markets will coexist, so the man-
ner of regulation in this environment of coexistence is the key issue for the
coming decades.2

From Stability to Adaptability
Related to the above, during the postwar period the Japanese system
emphasized stability—especially employment stability. This policy again
made great contributions to Japan’s economic growth. Stability, however,
is not compatible with adaptability, and thus Japan was poor at adapting
to rapidly changing environments in global financial (especially capital)



Japanese Perspective on Regulatory Reform in the Financial Sector 135

markets. The U.S. system, in contrast, represents a system emphasizing
adaptability. The Big Bang program includes various measures to increase
the adaptability of the financial system in Japan. The drawback may be
some loss in stability. Here again the key policy issue is whether and how
Japan can make stability and adaptability coexist.

Increased Choice for Consumers
As the Big Bang program includes wide-reaching deregulation of the
financial sector, it obviously is intended to give Japanese consumers and
investors more choice. However, having more choice in itself is not always
a good thing. It also opens up opportunities for fraud and various ques-
tionable practices to brokers and other intermediaries. The key policy issue
is how ex post remedies can be devised and enforced at low cost. The Act
for Marketing Financial Products is an important effort in this sense. As
noted below, ex post sanctions for violations of securities regulations were
strengthened in 2004. But it is too early today to make any judgment in
this area, and one must wait several years to see how increased choice for
consumers benefits Japan.

Increased Business Opportunities for Foreign Institutions
The Big Bang program opened more doors to foreign institutions. Some
people have characterized the Big Bang program reforms as a “Wimble-
don” style reform. The reason is that although the Wimbledon Champi-
onship is located in the UK, most players are from outside the UK.
Whether the Big Bang program will attract foreign companies in a similar
manner will depend on language, business customs, and other cultural
contingencies. In selected markets, foreign financial institutions will prob-
ably play a major if not dominant role.

Summary: An Evaluation from a Global Perspective
The astonishing speed of globalization of financial markets inevitably
affects and is affected by Japanese financial markets and Japanese financial
institutions. Globalization of financial markets does not mean that there is
one single market in the world. It means that many markets coexist in a
multilayer fashion, from a local domestic market to an international
wholesale market. These multiple markets interact with one another. Also,
financial transactions take place across national borders and financial insti-
tutions act across national borders in these multilayer markets. Under this
environment, a risk arising in one market can easily be transmitted to
another market, but from a regulatory standpoint it is difficult to regulate
these multilayer financial markets.

The interaction between Japanese and global financial markets is not
entirely clear. As noted at the outset, the bursting of the “bubble” in 1991
led to the worst banking crisis in Japan’s history, driving the real economy
into recession. However, although this bursting of the stock market and
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real estate “bubbles” resulted in unprecedented damage to Japanese insti-
tutions and the national economy, it did not spread to other countries’
markets.

Elsewhere, I examined the Japanese response until 1996 and drew the
following tentative conclusion: (1) A country that suffers from scandals,
market crashes, or unfavorable economic conditions within its borders has
a stronger stimulation to move toward “global standards”; (2) the speed of
a particular country’s move toward these standards depends on its domes-
tic situation; and (3) it is not the case that everything is moving toward
these global standards.3

Japan’s Big Bang suggests a drastic move in the Japanese regulatory
and institutional settings in the financial sector toward the Western model,
particularly the American model, with the increased weight of capital mar-
kets in resource allocation. This also suggests a change in the Japanese
legal system. Exactly in what direction and to what extent the Japanese
legal system will change, however, is a separate and difficult question.
How the reform in Japan will affect Asian and other world financial mar-
kets is another important issue.

Overall, I submit two hypotheses. First, Japan’s Big Bang program in
some respects serves as a force to change the entire legal system in Japan.
Second, the increased competition brought into the marketplace as a result
of Japan’s Big Bang suggests a shift in regulatory focus toward interdepen-
dence among markets and market participants across national borders,
rather than domestic markets and financial institutions. This aspect is not
discussed in this essay.4

Political Economy in the Financial Reform in Japan

In the reform process in Japan, who took the lead, who opposed the
process, and how have various interests been accommodated? Answering
these questions requires a careful analysis of the Japanese political econo-
my. There have been ample, eminent studies on these matters with respect
to financial regulation.5

Elsewhere, together with Curtis Milhaupt, I examined the political
environment within which legal rules are transplanted and when the
transplants are successful.6 We applied the following general analysis.
First, “fit” between the imported rule and the host environment is crucial
to the success of a transplant. An analytical conception of “fit” might pro-
vide traction on the question of why some transplants are used and others
are ignored. “Fit” might be thought of as having two components: micro
and macro. Micro-fit is how well the imported rule complements the pre-
existing legal infrastructure in the host country. Macro-fit is how well the
imported rule complements the preexisting institutions of the political
economy in the host country. Central to analysis of both micro-fit and



Japanese Perspective on Regulatory Reform in the Financial Sector 137

macro-fit is the availability of substitutes. The fewer the available substi-
tutes for the transplanted rule, either within the legal system (in the form
of other laws and legal procedures) or outside the legal system (in the
form of norms, informal state interventions, or market constraints), the
more likely it is that the transplanted legal rule or institution will be adapt-
ed to local conditions and thus used by relevant actors in the host country.

Second, we thought that motivation is also highly relevant to the
analysis. Motivation must be analyzed both from the perspective of the
law reformers initially responsible for the transplant, and the legal actors
(courts, attorneys, and government officials) with the potential to make
use of it. From the former perspective, the more predominant the practical
utility is in the mix of motives for the transplant, the more likely it is that
the transplant will be successful from the outset, if only because motiva-
tion is likely to affect law reformers’ attention to micro-fit. Other motives,
such as politics or symbolism, are far less conducive to success. Yet the ini-
tial motivation for the transplant (whether conducive to success or not)
can be overcome by those with the authority to apply or enforce the law
subsequent to its codification in the local regime. Thus, motivation is an
ongoing issue.

While this general theory needs refinement and modifications where
one analyzes the reform process within Japan and examines whether a
particular reform measure was in fact adopted and whether it was a suc-
cess or failure, I believe the general framework is useful in evaluating the
reform process in Japan.

Most reform measures concerning deregulation in capital market regu-
lation were (officially) initiated and led by government officials. Relevant
industries that held vested interests in the prereform regulations opposed
the proposed reform measures in various ways. However, it seems that
motivation of the government officials was high enough and both micro-
and macro-fits were pervasive. It is important that there were industries
that attempted new entry into the financial sector and so supported the
reform. For micro-fit, all reform measures took the form that was consis-
tent with other existing legal rules and regulations. This brought about
interesting results. For example, reform measures with regard to asset
securitization took the very complex form of legal rules and regulations in
order to be consistent with other existing legal rules and regulations. For
macro-fit, unfavorable economic conditions simply supported a drastic
regulatory change in the relevant fields. That is, the reform was able to be
as drastic as possible to the extent that it survived with the institutional
infrastructure in the Japanese financial sector.

In contrast, with regard to rescue measures for banks, some measures
were adopted and others were rejected, so that the entire picture of the
reform is quite muddy and complex. Just to take one example, in July of
1998 the ruling party (the Liberal Democratic Party) proposed a reform
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plan for restructuring bankrupt banks. However, the bill that was pre-
pared by the Cabinet and submitted to the Diet on the basis of this plan
was rejected, and new bills prepared by other parties were ultimately
adopted in October with modifications that were made in the Diet as a
compromise among relevant parties. However, the general theory seems to
be applicable here, too. Motivation was quite high with politicians for this
reform, and the reform maintained both micro and macro fits.

Current and Future Issues in Japan

In this Section, I describe major reform items in Japanese financial regula-
tion that are currently under discussion. The selection of items is arbitrary,
as in Sections II and V.

Competition among Securities Trading Systems
The Big Bang reform in 1998 removed the restrictions concerning off-
exchange securities trading. As a result, brokers may now trade listed
securities outside stock exchanges. But the postreform rule still required
brokers to send customers’ buy or sell orders to the markets on stock
exchanges unless the customers gave different instructions to their bro-
kers. This means that the reform brought about competition among mar-
kets on stock exchanges, not competition among all trading systems,
including PTSs and ECNs (electronic communications networks).

The amendments in 2004 removed this order-routing regulation and
thereby introduced competition among all trading systems. Brokers now
have the duty of “best execution,” the meaning of which is not entirely
clear (as in other countries) and which remains to be clarified when the
new rule is implemented with detailed FSA regulations.

Eroding Japanese Glass-Steagall
Under Article 65 of the SEA (which is modeled on the U.S. Glass-Steagall
Act), banks (and insurance companies) are prohibited from engaging in
the securities business, with certain exceptions specifically promulgated in
law. This provision continued to exist in Japan after the United States abol-
ished Glass-Steagall, but important reform measures have taken place in
the past few years. First, as noted above, banks may now sell mutual
funds. Indeed, more than half of all mutual fund sales today are by banks.
Second, the amendments in 2004 opened the door to banks serving as
“introducing brokers.” Such brokers stand between securities brokers and
customers and for a fee complete contracts between them. Banks have also
been permitted to sell certain insurance products as a result of a series of
reform measures in the past few years, although opposition from the
insurance industry still prevents banks form selling all types of insurance.
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Enforcement
Strong enforcement of securities regulations is the key to obtaining public
confidence and reliance on the Japanese capital markets. The reform in
2004 introduced administrative penalties for violations of securities laws.
These penalties are structured as criminal penalties and not civil penalties
as in the United States. Also, to help civil enforcement, certain provisions
were added to the SEA. For example, issuers are now liable for civil dam-
ages for violations of disclosure requirements in the trading markets; the
explicit provision on this liability did not exist in the prereform SEA.

Overhaul of Trust Law and Trust Business Regulation
Trust business is another important sector in Japan. However, the basic
laws in this area have remained essentially unchanged since their original
adoption eighty years ago; the Trust Act and Trust Business Act were both
introduced in 1922. While this essay cannot provide the entire picture of
the trust business in Japan, there have been two important hurdles where
reform has been called for. First, the Trust Business Act restricts the types
of assets that can be transferred to the trustees at the creation of trust rela-
tionships. Second, the Trust Business Act has not been used in practice in
Japan for fifty years. Indeed, today all institutions offering trust business
in Japan are “trust banks.” These banks are organized and licensed under
the Banking Act and obtained authorization from the FSA for engaging in
the trust business under the Act for Financial Institutions Offering Trust
Business (introduced in 1933). A new bill for an overhaul of the Trust Busi-
ness Act was submitted to the Diet in March 2004 but was not passed in
the last Diet session—not because the content was controversial, but
because of the priority of handling bills in the Diet. The bill was expected
to be passed in the Diet session in the fall of 2004. This bill removes the
restriction on the kinds of assets to be transferred to trustees at the estab-
lishment of trust relationships and also permits the entry of “trust compa-
nies” (which are not banks) if stipulated conditions are met.

Comprehensive Investment Services Regulation
To date, the financial reform in Japan has been undertaken with an impor-
tant underlying premise. It is that reform will not change the fragmented
statutory structure of banking, insurance, and investment services regula-
tions. In other words, the consolidation of banking, insurance, and invest-
ment services regulations into one law has never been considered serious-
ly in Japan. However, when the Act for Marketing Financial Products
(which is private law and not regulation, as noted above) was considered,
some people called for one comprehensive regulatory statute for interme-
diary services for all parts of the financial sector, as in the UK. The UK
introduced its Financial Services Act in 1986 (covering investment busi-
ness) and changed it into the Financial Services and Markets Act in 2000
(covering banking, insurance, and investment businesses). On the other
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hand, there appeared an argument that for capital markets, Japan needs a
strong watchdog similar to the U.S. Securities and Exchange Commission,
implying that the securities area should be subject to separate regulation
from banking and insurance areas.

Meanwhile, yet another phenomenon occurred. Although existing
banking and insurance regulations cover their respective areas broadly,
securities regulation (promulgated in the SEA and related statutes) does
not cover all areas of investment services. Because of recent innovations in
financial and capital markets, the range of the area not covered by securi-
ties regulation has been increasing. Under these circumstances, some of
the new products have caused a social concern. Most notably, margin trad-
ing of foreign exchange has become popular and products were actively
sold to older individuals, and customers often suffered large losses. There
is, however, no single law or regulation that regulates the intermediary
business. Thus, the extension of the scope of investment business regula-
tion became a big issue in 2003. The Financial Council released a report in
June 23, 2004, to the effect that a new business regulation will be intro-
duced in the area of margin trading of foreign exchange, but at the same
time it announced that it will consider the possibility of producing a com-
prehensive investment services regulation (covering all investment ser-
vices areas, but not the banking or insurance sectors) and a restructuring
of the current SEA and related statutes in the near future. Once such regu-
lation is introduced, the next step may be to consider a financial services
regulation covering banking, insurance, and investment services sectors.
As noted above, if such regulation is considered, the debate about enforce-
ment may become the key issue.

I should also note that of vital importance is not the form (whether one
statute or more than one statute) but the substance (what the actual rules
should be). Therefore, the debate about form should not detract from the
discussion on the substance.

Reform of Publicly Sponsored Financial Institutions
In Japan, there are many financial institutions that are publicly managed
or sponsored, and these institutions have had negative effects on the com-
petition (or provision of a level playing field) among financial institutions,
especially after the Big Bang reform. The political power of these institu-
tions is strong, and government officials are reluctant to privatize such
institutions. As a result, reform in this area has been delayed. However,
current prime minister Junichiro Koizumi has a policy of undertaking
reform in this area, and a comprehensive reform plan toward the privati-
zation of the Post Office System (which is run by the government and
offers banking and insurance services in addition to postal services) is cur-
rently under way.
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Private Law Reform
Finally, it is important that various private laws have been and are subject
to drastic reform. In particular, corporate law has undergone frequent and
significant changes in the past several years. The law of secured transac-
tions is expected to change drastically. These changes in private law
inevitably affect practices in the financial sector of Japan.

Summary
From a global and comparative perspective, issues currently under discus-
sion for future reform in Japan are not novel. I believe that the general dis-
cussion of Big Bang reform applies. Even if the reform may take a unique
form, the substance of the reform seems to be in conformity with the glob-
al trend. Whether a specific proposed reform measure is ultimately adopt-
ed in the future seems to depend on the political economy, as briefly exam-
ined in the previous section.

The Japanese Model: Does It Exist?

One might ask the question of whether there exists a “Japanese model” in
financial (and other) reform at various levels. First, with regard to the spe-
cific legal rules and regulations, one can find areas where the legal rules
and regulations after the reform are unique to Japan and are not found in
other countries. Second, one can consider the timing and scope of the
reform. When was a particular reform measure introduced and why? In
what scope was the particular reform measure adopted? Is Japan unique
in these respects?

In the following, I describe two areas where legal rules and regulations
that were introduced by recent reform appear to be unique in their (doctri-
nal) formulations. Note that asset securitization is another area where
Japanese laws and regulations seem unique, as described above. The other
set of inquiries should be explored along the line of analysis put forth in
the section on political economy.

Deposit Insurance: Protecting Payment and Settlement Deposits 
Japan established its bank deposit insurance scheme in 1971.7 In general,
the insurance scheme is similar to that of other countries and protects
deposits up to a ceiling of 10 million yen (roughly $100,000) per depositor.
The system has undergone changes in the context of broad reforms over
the past decade to strengthen the Japanese financial system. As an interim
measure to promote confidence in the banking system, the deposit insur-
ance cap on various classes of bank accounts was temporarily removed so
that insurance would apply to all credit balances without any limit on
amount. This measure will be phased out by 2005, but for a special class of
accounts of crucial importance to the payment system, deposit insurance
will continue to apply to unlimited balances.
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The 2002 amendments to the Deposit Insurance Act in Japan intro-
duced this new approach for bank deposit protection, effective as of April
1, 2005. The amendments establish a new class of accounts that will benefit
from unlimited protection for funds in a special category called “payment
and settlement deposits.” 

There are three reasons for the limitation in most countries on the
amount of deposits per customer that benefits from deposit insurance pro-
tection. First, unlimited protection might put the insurance system itself at
risk, because if the amount to be paid out of the insurance fund is too high,
the insurance fund may collapse. Second, unlimited protection might trig-
ger serious moral hazard problems for both banks and depositors. Any
bank has incentives to continue to take deposits and lend until it fails
unless the risk of poor management is not transferred to its depositors.
Similarly, depositors have no incentive to choose sound banks if their
deposits are fully protected in any event. Third, limited-amount protection
is thought sufficient because the purpose of deposit insurance is to protect
at least the “last money” of small depositors. 

This traditional rationale for deposit insurance, however, does not take
into account the important fact that certain deposits are often used as a
means of payment through debits and credits to an account. Recall that
money serves both as a means of saving and as a means of payment. Not
only cash (typically bank notes and coins) but also bank deposits serve
these two purposes. In Japan, as well as most developed countries, it is
common for both individuals and firms to utilize bank accounts for pay-
ment transactions. For example, at the individual level, suppliers of elec-
tricity, water, or gas ask their customers for advance authorization to debit
the monthly fee from the customer’s ordinary deposit account specified by
the customer on a certain date of each month as agreed on in their contract
for utility services. Firms put a correspondingly larger amount of money
in their accounts used for payment and settlement purposes. If a bank fails
before such fund transfers are initiated, and if the customer’s deposits are
protected only up to a certain amount under the deposit insurance system,
then the payment process might be jeopardized. The resulting impact on
the economy is far-reaching since this defined class of bank deposits forms
an integral part of the payment system.

Therefore, the new scheme has been introduced with a specific view to
protect the stability of the payment system itself. To do so, the scheme has
created a special category of bank deposits and offers full protection to
such deposits without any ceiling in the case of bank failure. Such
“payment and settlement deposits” (kessai-yo yokin) are defined to include
“traditional demand deposits” (which typically can only be withdrawn by
writing checks), but also include deposits that meet the following three
conditions: (1) withdrawable at any time, (2) no interest paid by the bank
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on such deposits, and (3) freely disposable by the depositor for payment
by means of fund transfers.

Of course, if a huge amount of money is put into payment and settle-
ment deposits (which are not necessarily required to be used solely for
payment), the insurance coverage could become enormous and might put
the deposit insurance system at risk (the risk ultimately to be borne both
by taxpayers and by banks that are parties to the insurance fund). Howev-
er, given the fact that bank deposits are the most popular means of pay-
ment throughout Japan, the full protection offered by the new scheme
serves to protect the stability of the payment system. The new scheme is
based on a policy decision that at least one “safe” means for payment in
addition to cash should be provided and that such means should be
offered only when depositors use the form of a strictly defined bank
deposit.

Until now, deposit insurance has primarily been discussed in the con-
text of protection of an individual’s “last money.” However, for the pay-
ment and settlement deposits under the new scheme, it may even be said
that the protection of individuals is rather secondary. Furthermore, if the
money in the deposit is for use in the payment system, it might even be
possible to regard the bank’s function as an entrusted custodian of the
deposited funds for beneficiaries within the payment system. Finally, even
if taxpayers’ money had to be drawn upon in order to ensure full protec-
tion, the result may functionally be similar to an exercise of the lender of
last resort function to ensure monetary stability.

In reality, direct insurance payments would be made only in very
exceptional situations, because most bank failures will likely continue to
be resolved through the so-called purchase and assumption procedure. (In
this process, a failed bank is typically divided into a good bank and a bad
bank. The “good bank” refers to a group of assets and deposit liabilities
that are absorbed by another sound bank that also receives financial assis-
tance from the insurance fund; no direct insurance payment is made to the
depositors. The “bad bank” refers to the remaining assets that are liquidat-
ed.) This notwithstanding, the idea behind the new deposit insurance
scheme can be viewed as a novel and challenging experiment for the pro-
tection of a payment system. It could also have an impact on the evolving
concept of money, in that categories of assets at a bank such as these, to the
extent they effectively have a guarantee, could be considered as safe as
cash or central bank deposits.

Securities Settlement System: A Different Approach from the
United States
Over the past half century, there has been a change in the way in which
shares, bonds, and other investment securities are held, transferred, and
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pledged.8 Two sets of commercial developments are worth particular
attention.

The first set of commercial developments is a movement from holding,
transferring, and pledging investment securities through the actual pos-
session of security certificates or the recording of registered ownership or
other interests on the issuer’s books (i.e., direct holding system) to inter-
mediated holding systems where interests in the securities are held, trans-
ferred, and pledged through book entries to securities accounts main-
tained by intermediaries. This movement was pioneered by the
establishment of Central Securities Depositories (CSDs), where large pools
of security certificates of different issuers are immobilized or otherwise
concentrated.

In intermediated holding systems, there will be one or more interme-
diaries standing between the investor and the issuer. Typically, a CSD will
maintain securities accounts for a limited number of financial institutions,
broker-dealers, and other professional investors (these intermediaries are
often called participants of the CSD). These participants, in turn, maintain
securities accounts for their customers, such as institutional or retail
investors or further intermediaries, until the point where an intermediary
maintains a securities account for an ultimate investor. As a result, there
may be a variable number of tiers between the investors at the bottom of
the structure and the issuers at the top.

The legal approaches to intermediated holdings vary among legal sys-
tems. Under some legal systems (as in the United States), the investor’s
direct (relevant) intermediary has interests in securities corresponding to
the investor’s interest and to those of the intermediary’s other customers
credited to a securities account with another intermediary, and so on up
the chain to the highest-tier intermediary (normally a CSD); thus, in such
legal systems, there is a separate interest at the level of each intermediary
and the highest-tier intermediary is the registered holder of the securities
on the issuer’s books.

Under other legal systems (as in Japan), however, an intermediary
does not hold securities for its customers but acts as a mere record keeper
of an investor’s interest; thus, while the investor’s interest results from a
credit to a securities account and is transferable through book entry, the
credit of the securities to a securities account maintained by the investor’s
intermediary establishes a direct relationship between the investor and the
issuer (as a consequence, the highest-tier intermediary is not registered on
the issuer’s book as the holder of the securities).

The second set of commercial developments is the immobilization,
dematerialization, and centralization of securities through CSDs. The
immobilization of security certificates with CSDs or other intermediaries
refers to the holding, transferring, and pledging of interests in securities by
book entry to securities accounts without any change in possession of the
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underlying security certificates. It may be noted that the use of global or
jumbo certificates to represent the entire issue of securities instead of indi-
vidual security certificates for each security has increased as securities
have been immobilized. Dematerialization refers to the complete elimina-
tion of certificates to represent securities. Dematerialized securities are rep-
resented solely by entries on the issuer’s books. Centralization refers to
concentrating the bookkeeping of dematerialized securities and the safe-
keeping of immobilized securities through CSDs.

Although the same commercial developments have taken place to one
degree or another in virtually every market in the world, different legal
systems classify an account holder’s rights resulting from a credit of secu-
rities to a securities account in rather different ways. In some systems, the
account holder’s rights are characterized as a regular deposit, special
deposit, coproperty rights in an identifiable pool of securities, or some
other form of property right traceable to individual securities. In many
such legal systems, even though one or more intermediaries stands
between an account holder and the issuer, the intermediary has no legal
significance and the account holder’s rights are the functional equivalent
of those of a direct owner. Thus, the account holder’s rights may include
the right to enforce the securities directly against the issuer, the account
holder may be treated as the direct owner of the securities, or the account
holder may be permitted or required to be recorded as the registered
owner on the issuer’s books.

In other legal systems, the account holder’s rights are characterized as
an irregular deposit, general deposit, or some other form of a purely per-
sonal (contractual) right against the intermediary to the delivery or trans-
fer of a given type and number of securities. In still other systems, the
account holder’s rights are characterized or denominated as the interest of
a beneficiary under a trust, a statutory fiduciary interest, a Gutschrift in
Wertpapierrechnung, coproperty rights in a fungible, notional or book-
entry pool of securities, security entitlements, or some other bundle of
property, contractual, or other rights. In both of these legal systems, either
the intermediary breaks the ownership chain between the account holder
and the issuer or the intermediary is treated as the registered, legal, or
nominal owner of the securities and the account holders are limited to
enforcing the securities indirectly against the issuers through their inter-
mediaries.

Currently, Japan has two different legal systems for indirectly held
investment securities. One scheme (established by law in 1984) is a cus-
tody system of certificates and applies to shares (the old scheme). The
other scheme (established by law in 2001 and amended substantially in
2002, effective on January 6, 2003) is a dematerialization system (securities
without certificates) and applies to bonds and other debt securities, includ-
ing government bonds (the new scheme). The amendments in 2004 includ-
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ed shares into the new scheme, but the new system for shares will be effec-
tive on the date designated by ordinance for sometime within five years.

Under both systems, the Japan Securities Depository Corporation
(JASDEC) serves as a CSD for corporate shares and corporate debt securi-
ties, while the central bank, the Bank of Japan (BOJ) serves as a CSD for
government bonds. Under the old custody scheme, share certificates are
deposited with the JASDEC.

Under the old custody scheme, as in Germany (though not identical in
legal details), when intermediaries receive certificates from investors, such
investors become account holders for whom securities accounts are creat-
ed and maintained by the intermediaries and to whose securities accounts
the securities are credited. Intermediaries deposit those certificates further
up to the top CSD, and the CSD maintains the securities accounts for the
intermediaries. Investors then lose their exclusive ownership right to the
certificates and instead have coproprietary positions. Their entitlements
are fractional property rights relating to all certificates (and thus all securi-
ties) of the same type held by the CSD in collective safe-custody.

Each investor has a property interest, and therefore investor’s posi-
tions are not subject to the claims of the intermediaries’ general creditors.

Each investor enjoys a rebuttable presumption that he possesses share
certificates in the amount credited to his securities account that is main-
tained by his intermediary. When the investor transfers his shares to some-
one else, his account is debited and the transferee’s account is credited
accordingly. The law provides that when these debit and credit entries are
made, the certificates are “deemed to be” delivered to the transferee. Thus,
for example, a bona fide transferee will obtain a clean interest even if the
transferor does not have a valid interest, as if the transferee obtained a cer-
tificate from the transferor without knowing in good faith that the trans-
feror in fact had no right represented by the certificate.

If the total amount of book entry recorded in any securities account
does not match that of the certificates held by the CSD, then the CSD and
all intermediaries are jointly and severally liable for the recovery of the
certificates in shortage. If the shortage is not rectified, then the CSD and all
intermediaries are jointly and severally liable for damages to investors.

As for the relationship with the issuer of shares, for the purposes of
corporate law, the CSD is only the recorded shareholder of the shares of
which they maintain custody of the certificates. However, the law adopts
an important system. The issuer must prepare a record of “beneficial
shareholders” who are investors having securities accounts with their
intermediaries to which interests in the securities are credited under the
scheme. The law also provides that those beneficial shareholders enjoy all
rights as shareholders vis-à-vis the issuer. Thus, for example, those benefi-
cial shareholders attend shareholders’ meetings, receive dividends, and so
on.
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In the case of an insolvency of an intermediary (or a CSD in an unlike-
ly event), investors have the right to reclaim their property from the insol-
vency estate. In a case of collective safe-custody, this right relates to the
fractional part of the entirety of the certificates of the same kind of securi-
ties held by the CSD. The certificates, and therefore the securities, do not
belong to the insolvency estate at any time.

In contrast, the new scheme is a complete dematerialization scheme.
Under the new scheme, certificates do not exist, and therefore the notion of
co-ownership of certificates does not exist. For each issuance of debt secu-
rities, the issuer may choose to deploy this scheme or alternatively to
remain in a traditional paper-based system. As noted at the outset, this
new scheme is expected to apply to corporate shares, and when that hap-
pens, shares of publicly held companies will be mandated to be brought
into this new scheme on the day designated by ordinance, which will be a
date within five years from the publication of the new law. The new law
has been publicized on June 9, 2004, and therefore all shares of public com-
panies will be mandatorily dematerialized on a specified date prior to June
9, 2009. In contrast, for debt securities (including government bonds),
issuers continue to be given the choice to use the new scheme or remain
outside by each issue of securities. However, once the issuer chooses to use
the new scheme, it will be prohibited from issuing certificates and thus
will not be permitted to move to the paper-based system for the particular
debt securities for which the new scheme has been elected.

Under the new dematerialization scheme, each investor is the securi-
ties holder; that is, the bondholder, for example, for the amount credited to
his account that is maintained by his intermediary. It is important to note
that neither the intermediaries nor the CSD has any property right with
respect to the securities in question. They are solely responsible for making
book entries and maintaining securities accounts. This is in sharp contrast
to the old scheme and also differs markedly from systems in other jurisdic-
tions, notably the indirect holding system under the Uniform Commercial
Code in the United States.

The amount of securities each investor has is determined in accor-
dance with the book entry in his securities account maintained by his
intermediary. Each investor is a securities holder vis-à-vis everyone,
including the issuer. For transfer of securities, the investor’s account is
debited by the amount to be transferred, and the transferee’s account is
credited accordingly. The transfer becomes legally effective when the latter
event happens. This book entry is the only way of transferring securities,
and no further requirement is necessary for completing the transfer. Thus,
book entry is both a necessary condition and an independently sufficient
condition for the transfer of securities under the new dematerialization
scheme in Japan. Additionally, for pledges, credit book entry is sufficient
for the perfection of the pledge.
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A bona fide transferee will be protected. Thus, a bona fide transferee
will obtain a clean interest even if the transferor does not have valid secu-
rities. If this happens, the total amount of the securities might be inflated,
but the issuer of the securities would not be liable for the inflated part; the
issuer is to treat all securities holders in pro rata fashion.

If a party (typically an intermediary) makes a mistake in book entry,
then such party is liable to the suffering investor. This would happen in
two types of situations. First, an intermediary might by mistake make a
debit entry to the account of the investor. Second, an intermediary might
by mistake make a credit entry to the account of the investor while the cor-
responding debit entry is not made. In both cases, the intermediary must
revoke the book entry made by mistake. However, what if such book entry
is made pursuant to an instruction by the account holder who in fact does
not have valid securities? Suppose that Investor A had 10 shares and trans-
ferred all 10 shares to Investor B. Investor A’s securities account was debit-
ed by 10. However, what if Investor B sent the instruction to its intermedi-
ary X to credit 100 shares to B’s securities account, and X credited 100
shares to B’s account accordingly? Suppose, further, that B purported to
transfer 100 shares to Investor C, and Investor C unwittingly sent the
instruction to its intermediary Y, for example, to credit 100 shares to C’s
securities account. The result would be that Investor C obtains 100 shares
as a bona fide purchaser (if he satisfies the conditions set forth in the law).
In that situation, though, the total amount of securities has been inflated
by 90. In such a case, Intermediary X, who should have known that B had
only 10 shares but credited 100 shares and then debited 100 shares, is
obliged to cancel the inflated amount of securities. Intermediary X could
do so, for example, by purchasing the corresponding amount of securities,
90 in this example, from the market at its own expense and having those
securities retired in order to cancel out the inflated number of shares. If the
intermediary cannot do so, then the intermediary is liable for damages.
Unlike in the old scheme, only Intermediary X would be liable, with the
exception that if other intermediaries are below X in the holding hierarchy,
those intermediaries would become guarantors (by operation of law) of
X’s liability vis-à-vis their account holders who suffer the losses.

In each case of the insolvency of an intermediary (or a CSD in an
unlikely event), investors have the right to reclaim their property from the
insolvency estate. In each such case, the securities do not belong to the
insolvency estate at any time.

When comprehensive reform in this area was considered in Japan, a
proposal was made to introduce a U.S.–style legal system, but it was ulti-
mately rejected. The reasons are somewhat complex, but two major ele-
ments are important determinants for the unique Japanese legal system in
this area. First, legal formulations adopted in Japan (as described above)
are more consistent—and more compatible—with general principles of
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property, commercial, and corporate laws in Japan. Second, from a practi-
cal standpoint, it seemed most appropriate to directly give account holders
various rights against the issuer—for example, the rights to vote, receive
dividends from the issuer, and sue managers by derivative actions. It was
felt that under statutory formulations like those in the United States, rec-
ognizing these rights would require complicated legal techniques if one
were to retain consistency with existing legal tools under a civil law tradi-
tion.

Summary
As the above discussion illustrates, there are areas where Japanese laws
and regulations are unique in their formulations. However, I think that dif-
ferences in formulations among countries are not important; rather the
purpose and substance of the reform are important. From this perspective,
unique developments in Japan are producing nonunique results, and we
see different ways of responding to common problems in modern financial
regulation.

Conclusion

Reform efforts in the regulation of the financial sector in Japan are still
ongoing. While the driving forces originate more from domestic circum-
stances than from outside pressure, the trend of the reforms in recent years
in Japan is consistent with the overall global trend: a movement toward
more free and transparent financial and capital markets. Within this over-
all trend, however, the precise response in laws and regulations in Japan
takes different forms from those in the United States, for instance, as we
see in the fields of asset securitization and securities settlement systems.
Thus, substantive regulations around the world in this area do not seem to
converge. However, as suggested above, different developments are sim-
ply the reflection of path dependence, and they are in fact producing com-
mon results. Thus we can say that substantive regulations are converging
functionally.
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Comments
Sunseop Jung

Regulatory Challenges: Consolidation and Globalization

A financial regulatory system can properly perform its purposes and func-
tions when it correctly reflects the structure and reality of the financial
markets. Traditionally, a financial regulatory system has been established
on the basis of strict differentiation of financial sectors including banking,
securities, and insurance. However, at least since the late 1970s, financial
markets have undergone the revolutionary changes of liberalization,
deregulation, and globalization. These structural changes blurred the dif-
ferences between financial sectors.

These changes, often referred to as the “consolidation of financial mar-
kets,” eliminated the feasibility and reality of the financial regulatory para-
digm based on the product definition and institutional features. There
could be two responses to these challenges. First, some countries, includ-
ing the UK, Japan, and Korea, established integrated mega-regulators. Sec-
ond, some countries, including the UK and Australia, integrated all or part
of their financial regulatory laws.

In 1998, Korea converted its regulatory system from the old multiple-
regulators system based on institutional features and product definition to
the current single-regulator system. This fundamental change could be seen
as a primary response to the consolidation in the financial sector. Howev-
er, as such unification was carried out as a response to financial crisis,
there was not so much discussion on its long-term impact on the regulato-
ry paradigm in Korea. There should be more detailed discussion on the
impact of the consolidation trend in financial markets on the unification of
the regulatory regime.

In addition, in March 2003, the Korean government announced a
reform project to consolidate numerous financial services laws into a sin-
gle statute. This reform project was to cover all financial services areas,
including the banking, securities, and insurance sectors. It was said to be a
regulatory response to the trend of rapid consolidation in the financial
markets. It was also meant to be an effort to initiate fundamental change in
the regulatory paradigm from the traditional “interventionist” approach to
a more “market-friendly” approach.

Twin Peaks or Mega-Regulator?

It is clear that the twin peaks model can be a viable alternative to UK–style
mega-regulation. However, there could be a potential for conflict in regu-
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latory objectives and institutional jurisdictions between the prudential reg-
ulator (APRA) and the nonprudential regulator (ASIC).

The author argues that such conflicts, if any, could be resolved through
political processes. I would like to know if there are any cases (or debates)
of such conflicts and their resolution.

A Universal Licensing and Disclosure Regime

The author notes the “regulatory lacuna for products falling outside the
definitions of ‘securities’ and ‘futures contracts’” and the problems of
“restricted definitions of ‘securities’ and ‘futures contract’ in Australia’s
old companies and financial services legislation.” With regard to the regu-
lation of securities and futures contracts, Australia’s old companies and
financial services legislation, the Corporations Law was, in essence, a sys-
tem similar to U.S.–style multiple regulation based on institutional fea-
tures and product definitions.

The “regulatory lacuna” and the problems of “restricted definitions of
‘securities’ and ‘futures contract’” were the natural consequences of the
institution and product-based regulatory system. Therefore, the only solu-
tion to such problems was to introduce a regulation reflecting and encour-
aging the reality of consolidated financial markets—a functional regula-
tion.

The current regulatory system in Korea is a U.S.–style regulation
based on institutional features and product definition. Therefore, there
exist the “regulatory lacuna” and the problems of “restricted definitions”
of financial product similar to those that existed in Australia prior to the
reform made by the Financial Services Reform Act of 2001.

With regard to the definition of “financial product,” the Australian
approach is of great interest to us in Korea. The Australian definitional
approach is based on the functions of financial products; that is, financial
investments, risk management, and noncash payments. This is, as men-
tioned by the author, “the best evidence of the uniformity introduced by
Chapter 7.” But the definition is wide enough to give rise to a concern on
the ambiguity of its application. Unlike the UK, Australia consolidated
only the regulatory principles in the area of conduct of business regula-
tion. What’s the possibility of the consolidation of regulatory principles in
the area of prudential regulation?

Globalization

The limitation of the current regulatory system in addressing the chal-
lenges of globalization is the fact that while the financial markets are
becoming increasingly globalized, the regulatory systems are still based on
domestic law, subject to the jurisdiction of the nation-state.
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In this circumstance, the enforceability of regulatory rules is as crucial
as the harmonization of regulatory principles. The cross-border regulatory
cooperation is of essence for the enforceability of regulatory principles,
harmonized or not. For effective regulatory cooperation, consistent legal
infrastructure is needed in many areas, including the exchange of regula-
tory information. Of course, the efforts for national, regional, and interna-
tional harmonization of regulatory principles should be considered.



Comments
Inseok Shin

This is a superb analysis of regulatory changes in the Japanese financial
system. In the essay, Prof. Kanda provides us with not only a succinct
overview of recent regulatory trends in Japan but also authoritative assess-
ments on driving forces behind and implications for the future financial
system. Discussions are often made in view of the comparative legal per-
spective, while particular characteristics of the Japanese system are well
taken into the account. Anyone concerned with the topic should find the
essay informative and cannot but admire the clarity of the presentation of
such a complicating issue. Prof. Kanda argues that the recent regulatory
reform has been mainly triggered by domestic events, namely the long-
lasting financial crisis of the 1990s; though internally motivated, agendas
of the reform are inspired by the global trend of deregulation and securiti-
zation; and the government rather than interest groups has been in the dri-
ving seat throughout the whole process. In short, he depicts the regulatory
reform as a government-driven implant of capital market–related regula-
tions plus some financial safety net measures compelled by the financial
crisis. Three questions naturally arise: If the government reform efforts
have been genuine, if the implant will fit into the existing system, and if
the implant will yield intended effects. His assessments are favorable.
Quoting him, “motivation of the government officials was high enough,”
“all reform measures took the form that was consistent with other existing
legal rules and regulations,” and still “the substance of the reform seems to
be in conformity with the global trend.” Thus he conjectures that as a
result of the reform, the Japanese financial system should tilt toward a cap-
ital market–based one and that future Japanese financial regulations in
comparison to the global standard will be different only in form but com-
mon in substance. In the end, he observes that “unique developments in
Japan are producing nonunique results.” 

Convincing as his argument is in many aspects, I have some reserva-
tions in giving full endorsement. First of all, I’m not sure if I can agree
with him on his claim that recent legal reforms will bring about regulatory
convergence, at least in substance, between Japan and other capital-based
economies such as the United States. In my view, the critical difference
between the Japanese financial regulations—or for that matter financial
regulations under the civil law tradition—and those under the common
law tradition is “legal formalism.” The Japanese regulation statutorily
defines financial instruments and services that financial institutions can
deliver, while providing detailed legal definitions of those instruments
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and services. Since the legal formalism precludes private financial innova-
tion, new products and services can be introduced to the market only by
“government-driven reform.” As a result, Japan pursued such reforms
periodically in the past, which I happen to know because the Korean gov-
ernment has often looked to Japan when inspiration for “innovation” is
needed. I wonder how different the recent regulatory reform is from previ-
ous ones. For example, Prof. Kanda explains asset securitization legisla-
tions and demutualization of stock exchange as two representatives of the
recent regulatory changes. But the special legislation concerning asset
securitization was needed because without legal stipulations on every
aspect of the process—such as what constitutes asset-backed securities,
what the legal nature of a SPC is, and who can serve as a SPC manager—
the new product and service could not exist in the market. The demutual-
ization of stock exchanges also required the new legislation because the
former Securities Exchange Act of Japan contained a proviso that a stock
exchange should form as a mutual (or, strictly speaking, a membership
organization). The reversed order of innovation is clear in comparison to
the United States or the UK. In the United States and the UK, asset securi-
tization and demutualization of stock exchanges went on at the initiative
of market participants utilizing existing legal concepts, while leaving the
court, regulators, and jurisprudence to catch up. In contrast, in Japan legal
“codification” was a prerequisite for beginning of the whole process. With
this nature of regulatory regime intact, I am skeptical if how much conver-
gence we will see between the Japanese regulatory regime and the United
States. 

Having said that, I have to admit that I spotted some promising
progress in this regard, which Prof. Kanda did not elaborate on. In 1998, as
Prof. Kanda mentioned, the Japanese regulator deregulated the fixed bro-
kerage commission rule, which will obviously put increased competition
pressure on securities companies. Around the same time, the business
scope regulation of securities companies was revised to allow more busi-
ness freedom. Securities companies can engage only in those businesses
listed in the law, the same as before the revision, though the scope has
been expanded. But now, when securities companies find a new business
opportunity, they can ask regulatory permission that the regulator should
grant unless a system risk concern is present. The history of the United
States and the UK manifests that a combination of competition and free-
dom of innovation has brought about the accelerated growth of the capital
market since the 1980s. It will be interesting to see if Japan can emulate the
experience, which will not only prove Prof. Kanda’s claim but also provide
another good example for her neighboring country. 
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5. Consolidation of Financial Services Laws in
Korea: An Interim Report
Kon Sik Kim and Sunseop Jung

Introduction

The financial regulatory system of a country may properly function only
when it corresponds with the structure and realities of her financial mar-
kets. Traditionally, financial markets in most countries have been largely
divided into three major sectors: banking, securities, and insurance. Regu-
lation has been formed on the basis of this distinction. Since the late 1970s,
however, financial markets in industrialized nations have been under
mounting pressure from liberalization, deregulation, and globalization.
Consequential changes have blurred the existing differences among the
financial sectors. These changes, often referred to as the “consolidation of
financial markets,” tend to seriously undermine the effectiveness of a reg-
ulatory paradigm based on distinctions of products and institutions. The
first regulatory response to this market change has been to unify different
financial regulators into a single regulator. Several countries, including the
UK and Japan, now have a single regulator. In the midst of the financial
crisis in 1998, Korea managed to merge existing regulatory agencies into a
single regulator, the Financial Supervisory Commission and Financial
Supervisory Service. The next step may be to adopt a consolidated finan-
cial services law. Only a few countries, however, have dared to move into
this stage. The UK is a prime example of such countries. 

On March 2003, the Ministry of Finance and Economy of Korea
(MOFE) announced its intention to consolidate existing financial services
laws into a single statute. The Consolidated Law Project covers all finan-
cial services sectors such as banking, securities, and insurance. The reform,
said the MOFE, is to respond to the consolidation rapidly in progress of
the financial markets. The MOFE claimed at the same time that it is an
effort to change its traditional “interventionist” approach to a more
“market-friendly” one. The MOFE has invited four research institutes to
work on this ambitious project. The Center for Financial Law of Seoul
National University, with which we are affiliated, is responsible for
preparing a working group draft, serving as legal advisors for the three
well-established research institutes: the Korea Development Institute, the
Korea Institute of Finance, and the Korea Securities Research Institute.

This essay purports to provide an interim report on Korea’s current
efforts for an integrated financial services law from an insiders’ perspec-
tive. It will proceed as follows. The first section will start with a survey of
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the complex regulatory picture of the financial services industry. It will
then address factors leading the government to embark on this ambitious
legislation project. Policy considerations affecting the direction and sub-
stance of the integrated legislation will also be discussed. The next section
will examine the consolidation of financial services law as one of the alter-
natives to the issues and challenges reviewed in the previous section. The
following section will discuss some of the basic concepts such as financial
products and financial services that serve as linchpins of the integrated
law. The conclusion follows. 

Background of the Consolidated Law Project

The Consolidated Law Project was initiated in an effort to revamp the cur-
rent financial regulatory system based on product and institutional dis-
tinctions. Such an institution or product-based regulation was a creature of
the days when sectoral differences among banking, securities, and insur-
ance were clear enough to justify different regulatory approaches. Finan-
cial markets existing today are markedly different from the model presup-
posed by the current regulations. The existing financial services laws often
prove inadequate to deal with issues arising from consolidation now in
progress. We argue that the current laws are deficient primarily in the fol-
lowing three respects: insufficient and inflexible key statutory definitions,
regulatory inequality among financial sectors, and unsystematic vertical
and horizontal distribution of regulatory measures. True, integrated finan-
cial legislation is not necessarily the only option to address these alleged
defects. It is believed, however, to be a most ideal solution to these prob-
lems. 

Changes in the Financial Market Environment

Overview
Consolidation of financial services may be a primary cause of recent
efforts, national and international, on financial regulatory reform. The
Korean regulatory system was restructured from a system with multiple
sectoral regulators to a system run by a single regulator in 1998, even earli-
er than developed countries such as the UK and Japan. This regulatory
change may be regarded as a response to changing market environments.
There was not so much discussion, however, on its long-term implications
on the regulatory paradigm in Korea, as the reform was carried out in the
midst of the financial crisis. This section will cover some of the most
notable changes underway in Korea’s financial markets, which form the
background of the Consolidated Law Project. 

Securitization
Although the term “securitization” includes various dimensions, it gener-
ally refers to “the process of changes in corporate finance from indirect
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finance using banks and other intermediaries to direct finance using capi-
tal markets.” With the progress of securitization, intermediaries such as
banks are stepping backward on the center stage of financial markets.
Instead, investors, investment bankers, and other market participants are
moving into the limelight. Traditionally, banks serve as intermediaries,
providing corporate borrowers with funds collected from depositors. In
securitization deals, banks participate in various capacities such as origi-
nators, trustees, and financial advisors. Securitization tends to heighten
the level of competition in financial markets and to weaken the distinction
between banking and securities businesses.

Table 5.1. Volume of ABS market in Korea (unit: trillion KRW)
1999 2000 2001 2002 2003

Total Amount 6.8 49.4 50.9 39.8 39.9

No of Issues 32 154 194 181 191

Source: Financial Supervisory Services.

Table 5.2. Originators of ABS in Korea (unit: 100 million KRW, %) 
Originators 1999 2000 2001 2002 2003

Banks 7,122 60,911 120,461 17,984 62,949
(10.5) (12.3) (23.6) (4.5) (15.8)

Investment Trusts — 182,923 589 — 679
( ) (37.0) (0.1) — (0.2)

Securities Firms 2,100 84,095 83,032 20,341 68,952
(3.1) (17.0) (16.3) (5.1) (17.3)

Insurance Companies 3,217 5,618 7,633 5,093 -
(4.8) (1.1) (1.5) (1.3) ( -)

Credit Cards and Others 17,784 78,913 226,625 286,459 195,032
(26.2) (16) (44.6) (71.9) (49.9)

Sub-Total 31,540 417,426 438,530 332,671 331,737
(46.5) (84.5) (86.1) (83.5) (83.2)

Industrial Companies 2,278 9,278 41,335 63,368 56,650
(3.4) (1.9) (8.1) (15.9) (14.2)

Public Agencies 33,891 67,128 29,477 2,235 10,437
(50.1) (13.6) (5.8) (0.6) (2.6)

Total 67,709 493,832 509,342 398,274 398,824
(100.0) (100.0) (100.0) (100.0) (100.0)

Source: Financial Supervisory Services.
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In Korea, securitization started with the passage of the Act on the
Asset-Backed Securitization (ABS) in 1998. Securitization has been
employed as a principal means to dispose of nonperforming loans of
financial institutions. And banks have been active players in the asset
securitization market (see Tables 5.1 and 5.2). 

Changing Needs of the End Users
The needs of the end users in Korea’s financial markets have been chang-
ing rapidly as well. This is primarily due to the aging of the population
and the growth of disposable income. During the last forty years, life
expectancy has dramatically improved in Korea. No longer taking for
granted financial support from their children, the elderly are now in need
of diverse types of financial products, and financial markets are expected
to provide such products at more competitive prices.

Advances in Computer and Telecommunication Technologies
Advances in computer and telecommunication technologies are transform-
ing the business environment in financial markets. Advanced information
technology makes possible new market structures and financial products.
At the same time, they may sometimes pose a fundamental question on
the meaning (and relevance) of a well-established legal term. A prime
example is the growth of alternative trading systems. Regulatory authori-
ties in developed nations are faced with the challenge of dealing with ATSs
and the statutory concept of “exchanges.” 

Blurring of Sectoral Distinctions
It is well known that financial innovation is blurring the distinctions
among different financial products and eventually lowering the walls sep-
arating different financial sectors such as banking, securities, and insur-
ance. Blurring of traditional distinctions is thus taking place both at the
level of financial products and of financial services providers. The most
significant factor facilitating financial innovation may be the widespread
use of financial derivatives. 

Although a derivative may itself be the subject of transactions, it can
be traded as an integral part of other financial products as well. The latter
types of products include deposit or insurance products linked to share
indices or foreign exchange rates. Such “hybrid” products, on surface, take
the form of traditional deposit or insurance products. They perform, how-
ever, functions significantly different from those of traditional products.
They can be viewed either as hedge instruments to manage the change of
share prices or foreign exchange rates or as investment instruments to
invest in those risks. Thus they do not neatly fit in with the traditional cat-
egories of financial products. Furthermore, depending on how a derivative
element is designed, a hybrid product may become functionally similar to
a financial product available in a different financial sector. Thus the wide-
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spread use of hybrid products has led to an increase in competition among
financial institutions. 

Derivatives also have impacts on the institutional features of financial
services providers. For example, credit derivatives enable banks, securities
firms, and insurance companies to have substantially similar balance
sheets. In Korea, another element causing the blurring of the market dis-
tinctions may be cross-selling of financial products. Cross-selling was
introduced as a means to expand the distribution channel for financial
products. For example, banks are now permitted to sell some types of
insurance products and securities. The blurring of sectoral distinctions is
being accelerated with the conglomeration of the financial services
providers, which will be discussed in the next subsection.

Conglomeration of the Financial Services Providers
Traditionally, a financial services provider operated its business as an inde-
pendent entity. Now it is increasingly run as a member of a financial con-
glomerates or financial groups. This phenomenon is generally referred to
as “conglomeration.” Although the term “financial conglomerates” may be
defined in various ways, it generally means “a corporate group that is sub-
ject to the same control and exclusively or predominantly doing two or
more of the banking, insurance, or securities businesses.” 

The trend of conglomeration is a result of the efforts on the part of
financial institutions to take advantage of the economy of scale and the
economy of scope. As the customer base of different financial institutions
may substantially overlap, running different kinds of financial businesses
under one roof can improve the overall level of competitiveness of each
financial firm involved. 

Financial conglomerates may adopt various forms. They may take the
form of a financial holding company under the Financial Holding Compa-
ny Act of 1999. There are now two financial holding companies: Woori
Finance Group and Shihan Financial Group. More prevalent is financial
firms, banks in particular, holding financial institutions as subsidiaries. For
example, Kookmin Bank has various types of financial institutions as sub-
sidiaries. 

The trend toward conglomeration is becoming a subject of heated
debate in many countries as it imposes new risk factors on the financial
system. Concentration of economic power, conflicts of interest, contagion
risk, and corporate governance are generally cited as new risk factors
incurred by financial conglomeration. Of more importance for the purpose
of this essay, however, may be regulatory arbitrage. For example, banking,
securities, and insurance sectors are subject to different capital adequacy
requirements. A financial conglomerate operating in these three sectors
may want to shift its assets to a firm that is subject to the most lenient capi-
tal regulation. Also, the financial conglomerate can avoid the rule on large



164 Kon Sik Kim and Sunseop Jung

exposures by artificially allocating its loans, guarantees, and other credit
facilities to other member firms. These problems may not be easily taken
care of under a regulatory system based on separate regulatory statutes. 

Limits of Current Financial Laws 

Features of Current Financial Laws
Financial regulation in Korea is based on the institution- or product-based
approach. For example, the Banking Act of 1950 purports to regulate
banks, while the Securities Transaction Act of 1961 and the Insurance Busi-
ness Act of 1962 cover financial products such as securities and insurance
contracts (and financial institutions such as securities and insurance com-
panies). This product-based approach is defective in the following three
points: (1) insufficient and inflexible regulatory definitions, (2) regulatory
inequality among sectors, and (3) vertical and horizontal dispersion of reg-
ulatory rules. These defects will be examined in detail in the following
subsections. 

Insufficient and Inflexible Regulatory Definitions
As pointed out earlier, the current regulatory system adopts an institution-
and product-based approach. This kind of approach may not be suited to
the rapidly changing business environment we now witness in Korea. In
defining securities, the Securities Transaction Act (STA) basically employs
a strict (and limited) listing approach. The STA enumerates eight cate-
gories of financial products as securities and delegates the power to add
new products to the Presidential Decree (STA, Art. 2). It is not necessarily
easy for the government to exercise its power to add new securities due to,
inter alia, concerns over the capacity of the regulatory authorities. 

The provision on securities has been strictly interpreted. The general
view seems that if there is no express permission on a financial product, it
may be viewed impermissible. Such a strict listing approach may prove
problematic to financial consumers as well as services providers. 

First, a listing approach tends to prevent financial services providers
from developing new financial products. Under the STA, the definition of
securities primarily relies more on the form of products and the legal sta-
tus of issuers rather than on the economic substance of products. If the
definition is strictly construed, it will be relatively easier to tell whether or
not a product is covered by the STA. Instances do arise, however, where it
is not easy to decide whether a new product falls within the regulatory
definition of securities. Suppose a firm plans to develop a new product by
combining straight bonds with an element of derivative. Does the STA
allow such a hybrid product? What is the legal nature of such a product, a
bond or an OTC derivative? Can a securities firm deal in such a hybrid
products without special permission from the regulatory authorities?
Under the current STA, substantial regulatory uncertainty exists on these



Consolidation of Financial Services Laws in Korea 165

questions, and such uncertainty tends to inhibit financial innovation by
discouraging development efforts by market participants. 

Second, of more significance from the perspective of financial con-
sumers may be the lack of protection for new financial products. Where a
financial product does not fall within the definition of securities under the
STA, consumers investing in that product are not entitled to a variety of
protections under the STA.

As a solution to these problems, one may argue that a comprehensive
category of security such as the investment contract in the U.S. law be
introduced in the STA. Such a comprehensive category may cause a differ-
ent problem. Under the STA, the scope of business of a securities firm is
based on the concept of securities. Expansion of the definition of securities
will thus result in expansion of the scope of business for securities firms
and reduction of business for banks and insurance companies. On another
matter, the regulatory authorities may not be equipped with sufficient
resources to protect such a wide range of investors. 

Regulatory Inequality
Regulatory inequality among financial sectors is a serious problem under
the current regulatory system. Regulatory requirements under the current
laws often differ depending on the type of financial institutions involved.
No reasonable grounds may exist for such differences. Such regulatory
inequality may hamper fair competition among different types of financial
firms. For example, with regard to OTC derivatives, banks and securities
firms are subject to different regulatory requirements. Banks dealing with
equity-linked deposits are not subject to conduct of business regulation
under the Banking Act. On the contrary, securities firms selling equity-
linked securities must comply with strict conduct of business regulation
under the STA. True, regulatory inequality may be inevitable to a certain
extent under the current institution-based regulation. The different treat-
ment in the conduct of business regulation mentioned above, however, is
hardly justified.1

Difficulties Arising from the Unsystematic Organization of Regulation
Finally, it is hard to underestimate the technical difficulties arising from
the unsystematic organization of the current regulatory system. In Korea,
financial regulation consists of more than twenty acts covering various
aspects of financial services. Moreover, regulatory rules of the same
dimension are often provided for on the different levels of law (such as
acts, decrees, rules, and regulation). This horizontal and vertical dispersion
of regulatory rules not only makes it difficult for market participants to
comply with the rules but also hinders the MOFE from reforming the reg-
ulatory system in a systematic and consistent manner. As the MOFE itself
is organized along the lines of financial sectors, the bureaucrats confess
that it takes too much time for them to prepare, say, a simple table compar-
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ing entry requirements for different types of financial institutions. Also, as
it is unduly cumbersome to revise all the relevant statutes at the same
time, the MOFE may have to give up on a desirable change or to accept
regulatory inconsistency. 

Evaluation 
The current regulatory system may be evaluated as follows: First, the cur-
rent system may not adequately protect the interest of consumers in the
financial markets as it covers only the limited range of products. Second,
for financial services providers, the current regulatory system fails to pro-
vide a level playing field. Third, the current system falls short of satisfying
the regulators as well because its unduly complicated structure makes sys-
tematic reform difficult. 

Consolidating Various Financial Laws: Issues
and Challenges

Several alternatives may exist to address the problems mentioned above.
First of all, one may suggest that the MOFE attempt to revise the diverse
financial laws one by one to achieve a level playing field. This alternative
seems the least different from the status quo. As mentioned earlier, chang-
ing so many different statutes at the same time is often not feasible. More-
over, financial laws are the ones that need to be revised most often. The
second alternative is to aim for a partial integration—for example, unified
COB regulation. Examples of this alternative include the UK’s Financial
Services Act of 1986 (now repealed) and Australia’s Financial Services
Reform Act of 2001.2 The third alternative is to consolidate all relevant
financial regulations under one roof. The Financial Services and Markets
Act (FSMA, 2000) of the UK is a prime example. The second and third
alternatives all have merits as well as demerits. The MOFE is now pursu-
ing the more ambitious third alternative, the consolidation of financial ser-
vices laws.

New Form, Same Substance 
While the Consolidated Law Project purports to integrate the existing
financial laws into a single comprehensive statute, its basic policy is not to
modify the substance except for a few matters requiring prompt change.
Given the scale of the proposed reform and the limited time and resources
available, we may have no other option than to employ this gradual
approach. Such a gradual approach may, however, minimize not only the
learning costs of the relevant regulatory authorities but also the compli-
ance costs of the market participants.

Of course, there will be some major changes. Provisions relating to
financial products and services will be newly introduced. We plan to move
from the traditional institution- or product-oriented approach to a more
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functional approach, applying similar rules to a transaction with a similar
economic function. Central elements of this functional approach may be
the concepts of financial products and financial services, which will be dis-
cussed later in more detail.

While the Consolidated Law will not dramatically change the status
quo in most respects, its simplified structure will facilitate future adjust-
ment. Also, although the Consolidated Law is certainly modeled after the
UK’s Financial Services and Market Act in form, its substance is bound to
be determined reflecting Korea’s market and legal environments. 

Scope of Applicability of the Consolidated Financial Law
The applicability of the Consolidated Financial Services Law is, in princi-
ple, dependent on two core concepts: regulated functions and regulated
activities. “Regulated functions” involve the extent to which the areas of
financial regulation should be covered in the Consolidated Financial Ser-
vices Law. “Regulated activities” are concerned with the scope of financial
activities included in the Consolidated Financial Services Law.

The Consolidated Financial Services Law will cover almost all areas of
financial regulation, including licensing, prudential regulation, nonpru-
dential regulation, insolvency, and reconstruction of financial services
providers. It will also cover market infrastructure, including exchanges
and clearing and settlement facilities. Table 5.3 shows the acts to be incor-
porated into the Consolidated Financial Services Law.

The scope of regulated activities covered by the Consolidated Act will
be determined based on three core concepts: financial products, financial
services, and classification of the clients. In principle, the Consolidated
Financial Services Law applies to financial services dealing with financial

1. Banking Act
2. Long-Term Credit Bank Act
3. Securities Exchange Act
4. Futures Trading Act
5. Insurance Business Act
6. Merchant Bank Act
7. Trust Business Act
8. Indirect Investment Asset Man-

agement Business Act
9. Corporate Reconstruction Invest-

ment Company Act
10. Act Concerning Asset Backed

Securitization
11. Mortgage Backed Securities Secu-

ritization Company Act

12. Mutual Savings Bank Act
13. Credit Union Act
14. Credit Business Act
15. Lending Business Registration and

Financial Customer Protection Act
16. Financial Holding Company Act
17. Foreign Exchange Transaction Act
18. Act for Regulating Quasi-Deposit

Taking 

- Ship Investment Company Act
- Real Estate Investment Trust Compa-

ny Act
- Post Deposit & Insurance Act

Table 5.3. Acts covered by the Consolidated Financial Services Law
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products. Financial products refer to products carrying out specific finan-
cial functions, while financial services cover dealing, brokering, under-
writing, and other activities involving financial products.

The Consolidated Financial Services Law distinguishes between
wholesale and retail clients. By concentrating regulatory resources on
retail nonprofessional clients, the Consolidated Financial Services Law
tries to promote efficient use of scarce regulatory resources and to lower
the overall level of regulation in financial markets. As a whole, this could
provide momentum to convert investor protection by “prohibition of risky
products” to investor protection by “isolation of nonprofessional clients
from risky products.” This feature of the law may work to reduce appre-
hension about the comprehensive definition of financial products.

One Law or Four Separate Laws? 
With regard to the legislative format, we have two options. The first option
is to enact four separate statutes dealing with the four separate aspects of
regulation: entry and exit, prudential regulation, conduct of business, and
insolvency and reconstruction. The second option is to have a single
statute. Although a single statute may prove a little unwieldy, most
researchers prefer the second option. 

Delegation and Discretion
If we must set out all the rules in the law, it may become too long and com-
plicated. So we need to put only general principles in the law and have
subordinate rules and regulations deal with matters of a more concrete
and technical nature. Proper delegation is necessary not only for reducing
the size of the law to a reasonable level but also for efficient division of

Table 5.4. Composition of the Consolidated Financial Services Law:
Single statute

Part Title Part Title

Pt 1 General Provisions Pt 9 Clearing & Settlement

Pt 2 Financial Supervisory Regime Pt 10 (Financial Services Related 
Institutions)*

Pt 3 Financial Services Provider Pt 11 Listing & Disclosure

Pt 4 Approved Person Pt 12 Financial Data Protection

Pt 5 Prudential Regulation Pt 13 Exit & Reconstruction

Pt 6 Conduct of Business Pt 14 Enforcement and Discipline

Pt 7 Market Misconduct Pt 15 Dispute Resolution

Pt 8 Exchanges Pt 16 Foreign Financial Services 
Provider

*To be included in a separate statute.
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rule making. The FSMA of the UK, for example, is heavily dependent
upon delegation. Korean lawyers, however, seem to be more strict about
delegation. We may therefore have to set out more concrete rules in the
law. 

The more we rely on discretion on the part of financial regulators, the
more crucial it becomes to secure the regulators’ accountability. This issue
has not been fully discussed in Korea. We intend to set forth expressly the
regulatory purpose and general principles of regulation in the law so that
they may serve as a test for the regulators.

Structure of the Consolidated Financial Services Law
At this stage, we presume that the Consolidated Financial Services Law
may consist of the sixteen parts shown in Table 5.4. 

Financial Products, Financial Services, and Financial
Businesses

Financial Products
The term “financial products” is a core concept for determining the cover-
age of the Consolidated Financial Services Law. In defining the term, the
following two issues are being considered: (1) a comprehensive definition
of financial products and (2) consumer protection by minimizing the regu-
latory gap.

In principle, the new concept “financial products,” however defined,
will have to cover all products regulated under the current financial ser-
vices laws. If a certain instrument meets the requirements of a financial
product, it must in principle be regarded as such, regardless of whether
the law covering it is under the jurisdiction of the MOFE. 

Basically, we may think of two approaches in defining financial prod-
ucts. One is a listing approach, which in essence sets forth a regulatory list
of financial products in the law. The other is a describing approach, which
describes in general the functions carried out by financial products and
defines all arrangements and facilities performing such functions.

Currently the STA essentially adopts a strict or limited listing
approach. The STA lists only eight categories of financial products as secu-
rities and delegates the power to add new products to the president. The
government, however, has so far been very cautious in exercising this
power due to misgivings about the capacity of the financial regulator and
interministerial turf battles. Financial market participants in Korea seem
all in favor of a broader and more flexible approach in defining financial
products. If the strict listing approach is adopted again for the definition of
financial products, a situation similar to that existing now under the STA
may recur. Thus the describing approach seems to be more desirable. It
may not be easy, however, to come up with a general definition of financial
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functions. We therefore believe that—for now—the UK approach, which
lists basic products and defines them comprehensively in the law, is better
for us.

Financial Services
The second element that is crucial in determining the applicability of the
Consolidated Financial Services Law is the concept of “financial services.”
Under the Consolidated Law, “financial services,” rather than financial
businesses, will serve as a core concept. In principle, all financial activities
regulated under the current laws may be included in the definition of
financial services. The term “financial services” may cover two subcate-
gories of services: one is services directly related to financial products and
the other is services not directly related to financial products but perform-
ing a financial function. The former may include dealing, brokering,
underwriting, or other transactions involving newly defined financial
products. The latter may include the business of domestic exchange.

Banking, Securities, and Insurance Businesses
As mentioned above, the two basic elements in the law are financial prod-
ucts and financial services. This does not mean that traditional concepts
such as banking, securities, and insurance are no longer applicable. For
various reasons, we believe that the walls separating the banking, securi-
ties, and insurance sectors should remain, at least for the time being. This
is one of the main premises of the Consolidated Law Project. 

Conclusion

If enacted, the Consolidated Financial Services Law may have the follow-
ing benefits. First, it is expected that the introduction of a comprehensive
definition of financial products could address the problems involving reg-
ulatory definition of financial products. It could significantly reduce con-
cern about the tradability of a new financial product on the part of finan-
cial institutions and provide adequate protection to those investing in new
types of financial production.

Second, the Consolidated Law may eliminate room for regulatory
inequality that is based on no reasonable ground. 

Third, it is also expected that problems caused by vertical and hori-
zontal dispersion of regulatory rules could be substantially taken care of
under the Consolidated Law. 

Notes

Authors’ note: The authors are participating as legal advisors in the work-
ing group for unifying financial services legislations. The views stated in
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this essay do not necessarily reflect those of the Korean government or the
Korea Development Institute.
1. This does not of course mean that the regulation should be the same for

all financial sectors. 
2. The Securities and Futures Ordinance (2001) of Hong Kong and the

Securities and Futures Act (2001) of Singapore may be seen as taking a
similar legislative approach.
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6. Evolution of Korean Financial Regulations
Inseok Shin

Introduction

The purpose of this essay is to provide a framework for understanding the
evolution of financial regulations in Korea. On the evolution of financial
regulations in general, existing studies present three views: (1) the “Public
Good” view, (2) the “Rent-Seeking Device” view, and (3) the “Institution”
view. The “Public Good” view takes financial regulations as an optimal
response to market imperfections, for which system risks and agency
problems are often mentioned. Goodhart (1988) describes how the central
bank system evolved in the nineteenth century in Europe as an optimal
coordination mechanism to deal with system risks of financial markets.
The Diamond and Dybvig (1983) model of bank run, which posits bank
run as a sunspot equilibrium, is often interpreted as a theoretical justifica-
tion for the public provision of deposit insurance. In fact, the view of
regarding financial regulations as a tool for system risk management goes
back as far as the nineteenth century, when Bagehot (1873) claimed the
necessity of the lender of last resort. Though the history of the literature
may not be as old as that of crisis management, also strongly emphasized
by economists is the notion that public regulation is necessary in reducing
agency problems. Among many others, Deawtripont and Tirole (1997) pre-
sent an example case as they attempt to justify the existence of general
financial regulations and construe their differences among financial insti-
tutions by resorting to the agency problems argument—in particular the
necessity of representative monitoring. In line with the prevalent litera-
ture, crisis management and monitoring of agency problems constitute the
normative foundation of currently existing financial regulations in indus-
trialized countries. Indeed, most of the important financial regulations in
these countries were born in the aftermath of financial crises, when the
public represented by politicians was searching for better system crisis
management and agency problem supervision. Hence, in the policy arena,
“preserving financial system stability” and “investor protection”—pre-
sumably regulatory synonyms for the economic jargons of “system risk
management” and “agency problem supervision”—have become routinely
expressed goals of ideal financial regulation.

The “Rent-Seeking Device” view, in contrast to the Public Good view,
postulates that financial regulations emerge as the outcome of interactions
among interest groups. In the context of general economic regulations,
Stigler (1971), Peltzman (1976), Posner (1974), and Becker (1983) provide a
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theoretical framework for this line of thinking. In the realm of financial
regulations, studies in this vein include Calomiris and White (1994), who
try to show that interests of small banks rather than social welfare concern
motivated the introduction of public deposit insurance system to the Unit-
ed States in 1933. Recently, Rajan and Zingales (2003a) presented an explic-
it case for an economic factors–determined view of financial regulations.
In a daunting attempt to supply a general explanation for different extents
of capital market development across countries and time, they argue that
by changing incentives and power structures of pressure groups, competi-
tion structures of an economy play a pivotal role in shaping financial regu-
lations. 

The third line of research, which I call the “Institution” view of finan-
cial regulations, is represented by the “Legal Origin” literature initiated by
La Porta, Lopez-de-Silanes, Shleifer, and Vishny (henceforth indicated as
LSSV). According to LLSV (1998, 2002), whether a country’s legal origin is
British, French, German, or Scandinavian significantly affects the contents
of financial regulations of the country. On why legal origins appear to mat-
ter in explaining cross-country variation in financial regulations, LLSV
(1999) suggest that legal origins may symbolize the efficiency of the broad
“political institution” that governs the interface between the market and
the state. Other studies that consider institutional features of a society as
central determinants for financial regulation are emerging as well. Spurred
by LLSV, Stulz and Williamson (2003) argue that culture and religion may
be ultimately responsible for cross-country differences in financial devel-
opment documented by LLSV, indicating that culture and religion domi-
nate legal origins or political institutions in shaping the regulations and
economic efficiency of a society. In addition, not necessarily confined to
financial regulations, tracing causes for cross-country variation of corpo-
rate governance, Roe (1994, 2003) holds that political ideology prevailing
in a society controls a path of de jure and/or de facto economic regula-
tions. According to his view, important provisos in the New Deal legisla-
tions such as separation of commercial banking and investment banking
activities resulted from the contemporary ideology that abhorred concen-
tration of economic power. 

In comparison to the aforementioned two views on financial regula-
tions, one feature of the Institution view is notable. Though studies in this
view do not make clear what the source of institutions is, the presumed
premise common in the studies appears that the source must be something
independent of economic factors. This aspect of the Institution view can be
best understood when placed against the Marxism and the Chicago
school’s response on the Legal Origin literature. In terms of the Marxian
history reading, “economic base” determines all the institutions or “super-
structure” in a society (Marx 1974). Also the Chicago tradition that takes
all the features of a society as endogenous except the economic incentive
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of each agent sees institution as reflection of economic fundamentals. In
fact, Rajan and Zingales (2003b) postulate that the English common law
system came to better protect private property rights not because of inher-
ent property in the legal system but because it has evolved to serve inter-
ests of the newly emerging pressure group in the seventeenth century—
the gentry class. This suggests that, unless one maintains that institutions
retain a certain degree of autonomy from underlying economic structure,
the Institution view will be reduced to a variant of the Rent-Seeking
Device view. In this sense, the fundamental difference between the Institu-
tion view and the Rent-Seeking Device view resides in that the former
upholds the autonomy of the institution over underlying economic factors,
whatever the sources of institutions are.1

In this essay, I advance a theory on Korea’s financial regulation with
this key flavor of the Institution view: An “autonomous institution” affects
the modality of the evolution of financial regulations. Specifically, I claim
that developmental statism assumed the role of an autonomous institution
and led the evolution process of financial regulations. Developmental sta-
tism is composed of three factors: industrialism guided by nationalism,
extensive bureaucracy/government intervention in market operation, and
external constraints by the international economic order. The first corre-
sponds to the overarching goal of the developmental state and indicates
that an ideology critically conditions it. The second symbolizes instru-
ments of the developmental state, which is also influenced by the first.
Finally, the third suggests the source of disturbance. In the essay, I specify
developmental statism in Korea by identifying its characteristics in rela-
tion to financial regulations. I build a simple model embodying the fea-
tures of developmental statism and, based on the model, state detailed
hypotheses on the evolution of Korean financial regulations. Then I illus-
trate the relevancy of the model by applying it to explanation of the
history. 

The essay is structured as follows. In the next section, the concept of
developmental statism is discussed and the model is constructed. The fol-
lowing section presents a history of Korean financial regulation, recom-
posed in view of the model. In the final section I add comments on chal-
lenges in relation to the future reform of financial regulations.

Hypothesis 

Basic Idea 

Developmental Statism 
The thesis of this essay is that the evolution of Korean financial regulations
can be best explained in terms of the Institution view, where the institution
in the Korean context has been developmental statism. The concept of devel-
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opmental statism is an invention of political scientists, coined to identify
the political economy of Northeast Asian market economies against those
of the Western—in particular Anglo-American—and the socialist coun-
tries. Among various arguments made in this line of literature, papers col-
lected in Woo-Cumings (1999) indicate that developmental state refers to a
kind of capitalist political economy that is characterized by a preponder-
ance of intervention in market decisions systemized through state bureau-
cracy (bureaucracy/government market control) and that pursues rapid
economic growth (industrialism), guided by nationalistic ideology (nation-
alism) that the state should ensure national survival and, further, prosperi-
ty in the face of international economic and political challenges (interna-
tional constraint). One sometimes encounters a tendency in the literature
that the term “developmental state” is associated with a certain normative
judgment: namely that governmental intervention in the market has been
welfare enhancing during the development stages of the Northeast Asian
countries.2 Other than the controversial normative connotation, which is
not necessarily shared even by those who embrace the idea of establishing
an independent category for the political economy in the Northeast Asia
region, and which I choose to keep a distance from, the concept is founded
on realistic observations of existing economic systems from the perspec-
tive of a historical-institutional approach.3

General characterization of the political economy of Korea using the
developmental state provides raw materials for formalizing the hypothesis
on the evolution of Korean financial regulations from an economist’s point
of view. But before the formalization, considering the purpose of the essay,
it is necessary to elaborate on attributes of developmental statism in view
of the financial regulatory system in the particular context of Korea.
Through this elaboration, we can establish fertile ground that will be use-
ful for later discussion, as well as for the formulation itself.

Characterization of Developmental Statism: Financial Regulatory Perspective
Formal traits. Specifically, three traits characterize the formal structure of
Korean developmental statism with respect to financial regulations: state
supremacy in the legal system; dominance of the administrative/executive
over the regulatory body in the governance system; and strict legal formal-
ism or a positive regulation system. 

1. State supremacy in the legal system. State supremacy points to the
convention that the administrative body practically assumes the function
of legislation, enforcement, and so interpretation of financial regulations.
In Korea, government officials in the Ministry of Finance and Economy
have drafted all the important financial laws and revisions.4 The legislative
body, the National Assembly, rarely makes its own case and almost auto-
matically enacts the proposed draft. Lower-level regulations such as presi-
dential decrees, ministry orders, and supervisory agency regulations are
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also under the control of the same government officials. Thus the govern-
ment has essentially ruled the whole process of creating financial regula-
tions. 

The passivity of the legislative body was shared by the court as well.
Korea imported the German legal system, channeled through Japan.
Although it goes without saying that the role of the judge and the court is
bound to be systematically limited relative to the common law system, the
passivity of the court in Korea has been more conspicuous in the area of
financial regulations. Any case of court debate on possible constitutional
or/and legal violations by financial regulations or financial regulators can-
not be found. In the absence of legislative body initiative and court review,
the government has enjoyed maximum discretionary power over regula-
tion making, interpretation, and enforcement.5

2. Dominance of the executive over the regulatory body. Since acade-
mic and policy discussions on the independence of central banks and
structure of financial supervisory body have proliferated since the late
1980s, it is now well known that a financial regulatory body can be distin-
guished in terms of, first, its relationship with the government/executive
body and, second, the structure of the supervisory body (e.g., consolidated
body or separated). In view of this, the Korean system is notable in that
the government has maintained controlling power over the whole regula-
tory body regardless of its specific form. Some regulatory functions such
as rule making have simply been part of the government’s job, as afore-
mentioned. In other functions for which separate agencies exist, the gov-
ernment exerts managerial discretion over the entities and governs them.
Besides, by appointing former financial bureaucrats as executives of the
entities, the administration can maintain a direct and close governance
relationship. 

3. Strict legal formalism/positive regulation system. “Legal formal-
ism” means that the activities of financial institutions and markets are
required to be recognized by the regulator beforehand. Legal formalism in
this sense exists in every country to some extent. In fact, one might say
that the whole purpose of legislation of statutory acts governing financial
activities and, thereby, establishing public supervisors such as the SEC
(Securities and Exchange Commission) and the FSA (Financial Supervisory
Authority) in the United States and the UK, respectively, is to force certain
financial activities to be recognized and thus monitored by the public
supervisors. But what distinguishes regulations of these countries from
those of Korea, and for that matter presumably from other countries under
the developmental statism, lies in the regulatory attitude toward other
activities that are not mentioned in statutory regulations. In countries
under the common law tradition, economic agents including financial
institutions are entitled to engage in all other market activities otherwise
stipulated in regulations. On the contrary, under the Korean financial reg-
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ulations, financial institutions can conduct only those activities that are
specifically recognized by law and thus chartered by or registered to the
supervisor. For example, in the United States securities companies are
required to register with the SEC in order to act as securities brokers, and
they had been prohibited from commercial banking activities by the Glass-
Steagall Act until 1999. But in the absence of other regulatory provisos
restricting business scope, they are free to pursue other related businesses.
In fact, when income flows from the brokerage fee business began dwin-
dling after the May Day reform of 1975, U.S. securities companies ven-
tured into M&A advisory, derivative engineering, and real estate develop-
ment, businesses that constitute their major sources of income these days.
In contrast to the negative system of the United States, the Korean regula-
tion is a positive system: namely, it contains a proviso that generally pro-
hibits securities companies from all economic activities and allows certain
businesses by listing them in other provisos.6

Informal Traits. In addition to the formal characteristics, developmental
statism has displayed the following four features in relation to its econom-
ic substance, which mostly have been revealed informally through
“actions” rather than by formal regulations: intervention in financial inter-
mediation by the government; discouragement of financial activities out-
side government control; provision of broad implicit government insur-
ance for savers in the regulated financial sector; and discretionary financial
crisis management by the government.

1. Intervention in financial intermediation. Literature of the Korean
financial development agrees that extensive governmental intervention in
financial intermediation has characterized the Korean financial sector until
very recently. Until the late 1990s, interest rates were controlled, and cases
of direct quantity control over financial flows could be found until the
mid-1990s. Moreover, in the earlier years of economic development,
through “policy loans,” the government directly controlled a major share
of financial flows. 

2. Discouragement of financial activities outside government control.
Because official interest rates diverged from market equilibrium rates, the
curb market or the informal financial sector grew in the 1960s and
remained a significant part of Korea’s financial allocation mechanism
throughout the period of financial repression, as emphasized by Cole and
Park (1979). Since the curb market impaired the effectiveness of the gov-
ernment policy of making cheap financial resources available, the govern-
ment attitude toward informal financial transactions could not be benign,
even to the point that property rights of curb lenders were not fully
respected. The episode of “the August 3 Measure” in 1972 is a case of
point. Doubly hit by the downward trend of the domestic business cycle
and global depression, a large portion of the Korean corporate sector was
on the verge of bankruptcy in 1972. Facing this economy-wide difficulty,
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the Korean government announced the Presidential Emergency Decree
that is known as “the August 3 Measure.” The measure declared that all
the corporations were to stop interest and principle payment for the curb
loans for the next three years. After the three years, the curb loans were to
be converted into five-year loans at the annual interest rate of 16.2 percent,
when the market rate was hovering over 40 percent.7

3. Provision of broad government insurance. While property rights
contained in private financial contracts in the informal sector were threat-
ened, the government provided implicit insurance for savers investing in
claims issued by financial institutions of the formal sector. The insurance
provision had remained implicit until the economic crisis of 1997, as a
public deposit insurance system was introduced effectively only in 1998.
Though being implicit, the coverage of the insurance was believed broad
enough to cover all the saving instruments offered to the public, which
was substantiated by the events during the financial restructuring of 1998
and 1999.8

4. Discretionary crisis management by the government. Provision of
insurance entailed automatically another function for the government: cri-
sis management. Moreover, the form and contents of the insurance provi-
sion determined, and also were determined by the form and the contents
of the crisis management. As with the insurance provision, in the absence
of regulatory restrictions the government exerted the crisis management
function directly and with a high degree of discretion. The “August 3 Mea-
sure” in 1972 discussed above is a case in point, and other cases abound in
history up to today, including the government response to the “Credit
Card Companies Crisis” in 2002. 

Formalization and Hypothesis

Model
In order to facilitate and develop the argument clearly, I present a simple
economic model inspired by the discourse of the developmental state liter-
ature and by my own elaboration on regulatory characteristics of the
developmental state realized in Korea. To translate the verbal description
into an economic model, an explanatory discussion is in order. 

Capacity of the state/government. The main virtue of the developmental
state literature is to acknowledge a category of economic relationship that
is neither free market nor socialist. Woo-Cumings (1999) explains that in
the former system, private ownership coincides with private control, while
in the latter both ownership and controlling power remain in the state. In
the developmental state, private ownership is “conjoined” with state guid-
ance. Using terms of economics, this description of the interface between
the government and other agents of a society can be best interpreted by
the “incomplete contract” approach. In the incomplete contract approach,
basically two kinds of rights exist in relation to property: controlling rights
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and cash-flow rights. Controlling rights are rights to manage the property,
while cash-flow rights refer to the rights to claim profit streams from the
property. Controlling rights belong to residual claim holders, which in a
genuine market system coincide with shareholder rights and are equated
with ownership. What the developmental state literature says is that in the
developmental state, the state exercises controlling rights, and private
financial claim holders, including shareholders, have access only to cash
flows. What it does not tell us is on what ground the government has
come to grasp the rights. On the other hand, the incomplete contract
approach tells us that as the state assumes controlling rights, it is bound to
become a residual claim holder. A review of the informal characteristics of
the Korean developmental statism indicates that the government indeed
has become a residual claim holder, albeit implicitly most of the time by
providing public insurance. 

Focusing on the financial system, a form of system emerges where the
government decides the amount of financial resources to be intermediated
through the financial sector and the rates to be charged. Private sharehold-
ers passively execute decisions of the government and are entitled only to
profit flows. In return for the passivity of private shareholders, the govern-
ment provides insurance. In other words, on the surface or in terms of
explicit contracts, private shareholders are “owners” by the definition of
shareholders; however, in reality the government takes residual claimants
and exerts effective control rights.9

Objective of the government. With controlling rights, what has been the
goal that the government is pursuing? The developmental state literature
mentions generally “industrialism” inspired by “nationalism.” My charac-
terization of the Korean system suggests that the objective of the govern-
ment in controlling financial resources has been to maximize the amount
of “excessive” financial resources available for industrial uses—or to
insure that the amount of financial resources exceeds the market equilibri-
um level.

Constraints on the government. The developmental state literature hints
that “international constraints” comprise the most formidable restriction
placed on the developmental state exogenously. In the model below, this
property of the developmental state will be interpreted to mean that many
exogenous variables of the model are affected by global environmental
changes. 

In the dimension of domestic politics, I presume that the government
of the developmental state is relatively free from constraints.10 In the prac-
tical absence of court review and legislative oversight, the developmental
state seems to enjoy a large amount of freedom in manipulating financial
flows without being exposed to public monitoring or held to political
account. It has been a fact that in developmental states, including Korea,
the public is not concerned about the government bailing out financial



Evolution of Korean Financial Regulations 181

institutions in distress or directing financial resources to a particular sec-
tor. Therefore, I assume that political cost is incurred by the developmental
state only when the government explicitly increases tax collection for
insurance provision. In other words, only explicit tax increase triggers the
necessity of public monitoring.

Besides political constraints, I assume that the government of the
developmental state is subject to two market constraints: one for savers
and the other for shareholders of financial institutions. The market con-
straints exist because agents of the economy can always choose to partici-
pate in financial markets outside government control. To induce savers
and shareholders to stay in the financial sector under government control,
the government is forced to provide some incentives. 

Now I present a model of the developmental state in the context of the
financial sector composed of the building blocks aforementioned.

In the model, f stands for the ratio of excessive supply of financial
resources to the market equilibrium amount of financial resources without
the government intervention. The first line of the model describes govern-
ment behavior. By exerting its controlling rights, the government chooses f
to maximize the payoff function B(f). In order to mobilize financial
resources exceeding the market equilibrium, the government makes use of
insurance transfer, the value of which for one unit of f is denoted by I. The
government provision of insurance is presumed to be based on tax collec-
tion, raising of which incurs political costs according to a convex function
C(fI). 

In the model, private agents � hold  portion of shares of the financial
sector, while the government owns the rest of it. In other words, � denotes
the “privatization rate.”11 However, regardless of the shareholding struc-
ture, as mentioned already the government possesses controlling rights,
and private shareholders have only rights to profit. 

Constraints (C1) and (C2) depict the market constraints that the gov-
ernment faces. The first constraint (C1) shows the incentive compatibility
condition for savers. At the level of f, savers expect RD(f) to be the interest
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rate that the financial sector under government control would offer for
saving contracts. On the other hand, RS(f) illustrates the interest rate sched-
ule at which the public is willing to save up to the amount of f. The con-
straint (C1) simply means that the sum of the value of insurance and RD(f)
should be no less than RS(f) to induce a savings increase. 

The second constraint (C2) describes the incentive compatibility condi-
tion for private shareholders. Without government control, I assume that
the financial sector would earn the profit rate (return on asset rate: ROA)
�M(0) when �M(f) denotes the profit rate function in the absence of the gov-
ernment control. With government control, the profit rate function
becomes �G(f) . The constraint implies that the total profit at f determined
by the government should be no less than the private shareholders’ por-
tion of the total profit without government control. In other words, the
government needs to make sure that the financial sector makes profits
large enough to ensure that income for private shareholders is equal to
what they would make without government control. Otherwise, private
shareholders would divest their investment and participate in the curb
market.12

I begin solving the model by noting that the two constraints should
hold as an equality. Therefore, at the solution level of f, I have from (C2)

Letting r(s,f) represent the interest rate borrowers pay at the level of 
f and the state s, which realizes with the probability p(s), the expected
gross revenue rate for the financial sector is given as 

I assume that in intermediating financial resources, the financial sector
uses labor as the only input that is available at the constant wage rate. Fur-
ther assuming that the financial sector faces a constant return to scale tech-
nology, I can rewrite RD(f) in terms of the gross revenue rate and the profit
rate.

The rewritten definition means simply that the financial sector is
expected to pay the public the expected gross revenue rate after subtract-
ing the profit rate and the average cost rate c. Inserting (E1) into this defin-
ition and noting that (C1) should hold as an equality, I obtain an equation
relating I to f. 
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Also notice that the latter three terms of the equation constitute the
definition of the profit function without government control, namely �m(f).
Using this, after some rearrangement, I can get another expression for (E2)
that is easier to interpret. 

The term inside the brackets implies profit losses due to government-
controlled excessive financial intermediation. The other term on the right-
hand side corresponds to the government’s share of profit if it followed
the market rule. Together, the equation indicates that the effective unit
insurance cost for the government is equal to the total profit loss minus the
government’s share of the profit under the market rule. This means that
the government raises taxes and faces political costs to compensate only
for the private shareholders’ losses.

Finally, inserting (E2) into C(fI) yields a new expression for the govern-
ment cost function in terms of only f, which I define as TC(f) � C(fI). Then,
the maximization condition for the government is obtained as the first-
order condition. Sufficiency of the condition can be easily verified and so
omitted.

Implementation of the solution may be conceived as follows. The gov-
ernment selects the level of financial savings fG according to (E4). To induce
the best execution or cooperation of the private shareholders, the govern-
ment promises the same payment that they would enjoy without the gov-
ernment control. At the same time, the government leads the financial sec-
tor to offer a fixed-rate deposit contract to the public that guarantees the
interest rate of RS(fG). As a result of the scheme, the government ends up
with taking the burden of insurance transfer effectively valued by (E2). 

Hypothesis
Evidently, there can be two kinds of dynamics with the model: changes of
the model in the nature of fundamental system alteration and changes
within the model in the nature of comparative statics. The former occurs
when the objective of the government changes, while the latter comes
about as a result of variation in parameter values or addition (loosening)
of a new (existing) constraint. Based on my interpretation of the develop-
mental state literature, I suppose that the government objective transforms
ultimately when the main political discourse of a society or the prevailing
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ideology is substituted by a new one. And for parameter value changes or
constraint shifts, I suppose that exogenous changes in the international
environment should be a primary source. In other words, the system
model works only when it is consistent with the given international con-
text. If allowed by the international environment, the developmental state
will adjust parameter values to its advantage as it chooses its capacity. 

Now I can state the hypothesis of the essay on the evolution of Korean
financial regulations. The basic hypothesis is that system alteration has not
been a feature of the evolution process of Korean financial regulations. 

Basic hypothesis. For the past forty years since 1960, the developmental
statism represented by the model has prevailed continuously in Korea and
so dictated the evolution process of its financial regulations. As a result,
the evolution process of the Korean financial regulations has been shaped
by changes in the nature of comparative statics of the model. To be more
specific, I elaborate on the basic hypothesis with the following punch lines:

• Evolution of the 1960s and the early 1970s: In the early 1960s, with
the advent of the Park Chung Hee regime, the system of the devel-
opmental state was embedded in Korea. As the model was set up,
because the international environment remained benign, the Korean
government was able to manipulate parameter values at will. In
consequence, strong dependency of the Bank of Korea on the gov-
ernment, inflationary financing, and nationalization of commercial
banks resulted, and financial regulations evolved to meet these
developments. 

• Evolution of the late 1970s and the 1980s: Industrialism inspired by
nationalism of the Korean developmental state yielded the heavy
and chemical industry (HCI) drive. Given the exogenous innovation
to the model, the government embarked on capital market develop-
ment to maximize its objective function. The outcome was the
unique phenomenon of capital market growth based on govern-
mental insurance provision. Major changes in financial regulations
of the two decades were motivated to execute government policy. 

• Evolution of the 1990s and after the economic crisis of 1997: Interna-
tional environment changes, in particular financial liberalization
and opening, had increasingly larger effects on the system. Financial
liberalization created a channel of “insurance leakage,” which
increased political costs of insurance provision and culminated in
the crisis of 1997. The crisis accelerated financial liberalization,
which led the state to abandon the developmental state model.
However, what model will replace the old one is not clear. 
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Fitting to History 

Birth of the System in the 1960s 

Implications of the Model 
For purposes of discussion in this section, it is necessary to consider what
factors affect insurance costs in the model. For this, I rewrite (E2) below. 

The equation shows that among other things, insurance costs increase
in the privatization rate, �, and the savers’ reservation interest rate, RS(f).
Hence, if the government has the latitude of choosing a value for �, the
optimal choice would be zero. Besides, if the government believes that
RS(f) can be lowered by policy, it would be beneficial for the government to
pursue the policy as well. 

Observation 1: If the government can set the environment of the model
with respect to � and RS(f), “nationalization of financial institutions” and
an “inflationary policy” that keeps actual inflation rates above savers’
expected inflations rates will be chosen.

History
In 1961, General Park Chung Hee came to power in a bloodless coup. Seiz-
ing power, Park declared that “economic modernization” and “anti-com-
munism” would be national agendas. As such, the ideology of “industrial-
ism” was born. Korea regained its independence from Japan in 1945 and
established the first government in 1948 with Rhee Syngman as the first
president. The corrupt Rhee administration was overturned by the April
19 Civil Revolt in 1960. The newly formed government, which Chang
Myeon led, was short lived, soon to be substituted by Park’s regime. It
took awhile for Korea to find an ideology with which it could identify. 

Once the overarching goal of industrialism set in, however, it was only
a short step to identifying “government control” as the mechanism for
implementing the goal. Until Korea was forcefully annexed by Japan in
1910, the tradition of central government control had always been a crucial
feature of Korean medieval history. Japan, the prototype of the develop-
mental state, on one hand destroyed agrarian aspects of the old regime,
but on the other hand strengthened state power with modern apparatuses.
Indeed, according to Kohil (1999), the institutional foundation of the
developmental state took root in Korea as early as the colonial period,
when Japan diffused her legal and bureaucratic system to Korea, which
Japan had originally imported from late-nineteenth-century Prussia.13 In
addition, having imported the civil law tradition channeled through Impe-
rial Japan, the trait of “legal formalism” became an essential property of
the modern legal system of Korea.
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Based on the inherited institutional tradition, Park, who himself was
trained in a Japanese military academy and served in the Japanese army,
naturally envisaged the strategy of state-led economic growth and
embarked on empowerment of the government. The structure of the cen-
tral government was redesigned and, notably, the Economic Planning
Board (EPB) was established as the control tower of economic planning
and coordination in July 1961.14 The EPB prepared five-year economic
plans, the implementation of which was effectively directed by Park
Chung Hee himself. If necessary, laws, decrees, and other regulations were
promptly drafted and passed immediately. Not only because Park’s
regime was authoritarian, but also because the national goal of “economic
modernization” itself was taken heartily by the whole nation, disputes
from the legislature or the courts were out of the question. Thus, the trait
of “state supremacy in the legal system” came into existence. 

Along with the reformulation of the government, subjugation of the
financial sector to the state was advanced. The original Bank of Korea
(BOK) Act was drafted by two economists from the Federal Reserve Bank
of New York in 1950. Apparently, the original legislation postulated that
the bank should be given a high degree of autonomy. The bank’s nine-
member Monetary Board was the supreme policy-making organ with final
responsibility for the formulation, the execution of monetary policy, and
supervision of the activities of banking institutions. In 1962 Park’s govern-
ment amended the BOK Act to strengthen the government’s control over
monetary policy. Under the new act, the minister of the Ministry of
Finance (MOF) appointed other members of the board including the BOK
governor and retained the power to overrule board decisions.15 As a result,
the characteristic of “dominance of the administrative over the regulatory
body” made an appearance. 

In addition to bringing the BOK under government control, the Park
administration took steps to nationalize commercial banks. After the April
19 Civil Revolt, prominent businessmen were accused of having grown
rich through political connection with the Rhee regime. Taking over the
task of dealing with these “illicit wealth accumulators,” the Park Chung
Hee government accused them of tax evasion and other illegal business
practices and confiscated their equity shares in commercial banks. By this
drastic measure, commercial banks were effectively nationalized.16 Since
the state owned the banks, two informal characteristics of the develop-
mental state (insurance provision and crisis management by the govern-
ment) came along naturally.

In this way, in the early years of the Park Chung Hee regime, formal
and informal characteristics of developmental statism discussed previous-
ly were settled. The model was set up and began dictating the course of
Korea’s financial policy. In particular, the government took measures con-
sistent with the two implications of the model aforementioned. National-
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ization of banks was already discussed. The government came to depend
on inflationary financing as well. In 1962 the Korean government began
aggressively mobilizing financial resources to pursue industrialization.
Accordingly, commercial banks were ordered to provide loans for desig-
nated uses, a significant portion of which was financed by monetary
expansion. Under the state-led growth strategy, the Korean economy start-
ed to register accelerating macroeconomic growth. The average annual
growth rate of the GNP rose from about 4 percent in 1953–61 to about 8
percent in 1962–66 and to nearly 10 percent in 1967–79. Along with the
rapid economic growth, however, chronic inflation became an integral part
of the Korean economy. In 1964, when the Korean economy got on the fast
growth track, the inflation rate rose steeply to 35 percent. Although it
declined to below 10 percent in 1965, during the nine years before the oil
crisis of 1973–74 annual inflation rates averaged around 10 percent. 

The Decades of Capital Market Development: Late 1970s and 1980s 

Implications of the Model 
Consider that there are two kinds of saving in the economy: liquidity sav-
ing and long-term saving. The former saving demands high liquidity,
while the latter does not. Specifically, I assume that financial institutions
face redemption demands from � portion of liquidity saving providers on
average. I further assume that to meet the demand, the financial institu-
tions taking liquidity saving reserve � portion of the total saving. Obvious-
ly, these types of financial institutions are the banks. The other type of
financial institutions, nonbank financial institutions (NBFI), do not need to
set aside reserves. Now that there are two types of savings, the original
model needs to be transformed. 

In the rewritten model, subscripts B and NB denote the financial insti-
tutions dealing in liquidity saving (i.e., banks) and those in long-term sav-
ings (i.e., NBFI) respectively. The payoff function for the government is
changed in accordance with the reserve portion of liquidity savings that
cannot be lent for industrial uses. The first two constraints are merely a
rewriting of the incentive compatibility condition for savers (C1) in the
original model, but now for the two sectors. The last two constraints are
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the same kind of modification of (C2), that private shareholders should be
compensated for their reservation profit rate. Notice that I embedded an
assumption that the reservation profit rate is equivalent between banks
and nonbank financial institutions as �M(0). The underlying justification
for the assumption is that in a market equilibrium without government
control, profit rates should converge across two sectors. 

From the structure of the payoff function, the government would pre-
fer intermediation through the NBFI since it can maximize the use of
saved resources, if costs for insurance provision are not different between
for the bank and for the NBFI. So, the crucial question is whether insur-
ance costs do not change across the sectors. Now note that from (E2) and
(E3), at the solution insurance value functions will take the following
forms. 

The equations indicate that shapes of the insurance value functions
should depend on those of the profit rate functions before government
compensation. It is known in the literature that banks differ from NBFIs
not only in liquidity management but also in capacity for monitoring bor-
rowers. Therefore, banks take borrowers that need intense monitoring,
while NBFIs deal only with those that need relatively dispensed monitor-
ing. Relying on this argument, I assume that � NB

M(f) decreases faster 
than � B

M(f) for positive f. This assumption provides a countervailing force
so that as the solution the government is likely to choose some f consisting
of both positive fB and fNB. With the preparation, another implication of the
model can be summarized as follows.

Observation 2: Constrained by the set of borrowers that do not need
intense monitoring, the government will prefer mobilizing resources
through NBFIs or capital markets, other things being equal. Hence, mea-
sures to foster capital markets are likely to be taken, the effect of which
will depend on the size of the set of such borrowers.

History
Park Chung Hee declared in 1972 that “steel = national power,” a

pithy slogan foreshadowing the new industrial policy, and in 1973 the
Park government officially announced the launch of the heavy and chemi-
cal industry (HCI) drive.17 As a result, in the late 1970s development of a
new integrated steel mill, a shipbuilding industry, an auto industry, and
heavy chemical industries were promoted. It is notable that the HCI drive
was motivated not so much by economic calculations as by nationalistic
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responses to political incidents of the time—a trait of a developmental
state. According to Cummings (1987), American planners and economists
resisted the development; therefore, nationalists were dominant in con-
structing the plan by creating the Economic Planning Board, which was
transnationally penetrated by Western economists with theories opposed
to industrial deepening. In line with this, Lim (2000) explains that Park
Chung Hee upheld the HCI drive with such a compelling urgency because
he was concerned by the pullout of a division of U.S. troops from Korea in
1971 in the wake of the Vietnam War and set an agenda for national self-
defense. 

In promoting the HCI (except the steel mill, which was constructed
through a public enterprise), the Korean government chose, as Lim puts it,
a “government-business risk partnership” as the implementation mecha-
nism. Private entrepreneurs were selected to execute the task of building
an industry, while the government would provide necessary financial sup-
port. Owing to their close relationship with the government, the private
firms managed by the entrepreneurs were believed “too important to fail”
or considered to share business risks with the government. Due to the
nature of the HCI, these firms grew large rapidly. In addition, taking
advantage of their prestigious position in the economy, the entrepreneurs
were able to extend the number of firms under their management quickly.
As a result, in the late 1970s a group of chaebol—Korean conglomerates—
came into existence. 

The first issuance of corporate bonds in Korea occurred in 1963, when
Ssangyong Cement issued convertible bonds.18 However, presumably due
to the lack of high creditworthy companies, a tangible increase in corpo-
rate bond market activity did not follow until the late 1970s.19 Now, from
the perspective of financial markets, the advent of chaebol meant that a set
of borrowers that did not need intense monitoring of banking style was
formed. As the conditions and necessity for capital market development
were in place, subsequently the government began taking measures aimed
at fostering capital markets. This government policy had an immediate
impact and, since the late 1970s, growth of the corporate bond market has
accelerated, constituting a major part of corporate financing in recent
decades. 

In the rapid expansion of the corporate bond market, among various
regulatory measures, fostering of collective investment schemes in securi-
ties by the government played an important role. The basic legal frame-
work for collective investment schemes was already prepared in 1969
when the government passed the Investment Trust Act.xx Based on this act,
the first investment trust company (ITC) was set up under the auspices of
the government in 1974. Two additional investment trust companies were
established in 1977 and 1982, and three other ITCs were prominent institu-
tional investors in the corporate bond and equity market in the following
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decades. After the setup of the ITC industry, the government further
widened the scope of collective investment schemes by allowing banks to
engage in the trust business. The charter of trust business was first granted
to regional commercial banks in 1983 and was extended to national com-
mercial banks in 1984.21 Trust departments of banks offered essentially the
same type of collective investment products to savers and, thus, formed
another group of institutional investors. 

In view of the purpose of this paper, two features of the regulations of
the ITC and the trust business need to be highlighted. First, the govern-
ment exerted managerial control over the ITCs, not to mention the trust
departments of banks, and savers in were provided implicit insurance.
Though all the ITCs were privately owned by banks, regardless of the
ownership structure the government appointed board members of the
ITCs and directly controlled their management. As the government
assumed de facto managerial authority, naturally the ITCs enjoyed gov-
ernmental insurance for failure. In addition, the assets of ITCs and bank
trusts were not marked to market. Thus, when investors demanded
redemption, the ITCs and bank trusts paid cash on the spot according to
book value, then they transferred securities from funds to their own
accounts rather than selling in the market. In this way, investors were
shielded from market risk and potential losses were accumulated in ITCs’
and banks’ own accounts. In fact, fixed payment was promised to
investors explicitly until 1990, and even afterward the practice of guaran-
teeing certain payment implicitly continued until the crisis of 1997. This
feature suggests that the growth of the corporate bond market in Korea
was peculiar in that it was supported by government control and provi-
sion of implicit insurance. 

Second, because the growth of the ITC industry and the trust business
of banks were orchestrated by the government, the configuration of busi-
ness scope regulations took a unique form. When distinguishing the type
of business scope regulations between compartmental banking and uni-
versal banking, the Korean regulations of the 1980s should be classified as
the former, since banks could not perform brokering or dealing in securi-
ties. This was because Korea imported the legal framework for the bank-
ing and securities businesses from Japan at a time when Japan was under
the U.S. compartmental regulations imposed by the MacArthur regime fol-
lowing World War II. But the Korean regulatory treatment of banks’ enter-
ing asset management business was quite different from the United States,
the origin of the compartmental regulations. In the United States, whether
commercial banks could engage in the asset management business had
been an issue on the front line between commercial banking and invest-
ment banking. Until the late 1970s, asset management was regarded as a
part of the securities business, which the Glass-Steagall Act prohibited
commercial banks from practicing. As demands for asset management
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began increasing after the 1960s, banks repeatedly attempted to enter the
business through their trust departments. The attempts often led to legal
disputes initiated by the investment banking industry, and the court inter-
preted the Glass-Steagall Act in favor of the investment banking side.
Since the early 1980s, the trend has changed as bank regulators kept an
accommodating stance toward banks’ extending investment banking
activities. The struggle between commercial and investment banking was
finally ended by the legislation of the Gramm-Leach-Bliley Act in 1999,
which allowed banks to fully engage in the asset management business.22

In Korea, by comparison, banks engaging in asset management did
not give rise to any serious regulatory concern. From the beginning the
government chartered trust business to commercial banks for the purpose
of extending the base of collective investment schemes. In fact, since gov-
ernment control supported by governmental insurance provision was
underlying both asset management and commercial banking, the govern-
ment probably did not feel the necessity of separating one from the other.
This episode suggests that as the government controls the entire financial
sector, the compartmental type of business scope regulations can take a
twisted path in a developmental state; I will return to this point later. 

Growing Global Constraints and Insurance Leakage: The 1990s 

Implications of the Model
As the model describes the behavior of the controlling government, finan-
cial liberalization or lessening of government control rights should come
from outside of the model. Further, Observation 1 suggests that in a case
where liberalization—including privatization—is enforced by an external
shock, the government is likely to resist to the force. That is, under the
developmental state, financial liberalization will be launched by a global
force, and the liberalization process will be a gradual one, often tainted by
abortive measures. 

However, even partial liberalization may bring about a significant
impact on the maximization problem of the government because it raises
the possibility of “insurance leakage.” Financial liberalization opens up
new business opportunities for financial institutions of which the govern-
ment may not always be aware. To be specific, suppose that as a result of
liberalizing financial institutions, they can intermediate a new type of
financial resources, , without being subject to government control. Since it
is out of government control, it does not enter the government payoff
function. But, for the same reason that the government has no information
on the activity, moral hazard may arise now. Specifically, I assume that the
state does not have institutional technology to prevent moral hazard for
the activities out of its control. In other words, the state can avoid moral
hazard of financial institutions only when it has complete control rights.
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If the moral hazard problem is severe, then the expected profit rate
function can be lower than before. Then, as long as it is the financial insti-
tutions that receive government-provided insurance, f0 enters the insur-
ance cost function of the government. If the government takes the change
into account in solving the model, it is prepared to assume the cost,
though emergence of f0 may reduce the solution level of f. However, if the
government is not aware of new business opportunities and its implication
on insurance costs, it ends up solving an incorrect model without account-
ing for the presence of f0. As a result of underestimating the political costs
of insurance provision, the government may choose too high a level of 
f and as a result face unexpectedly high political costs in association with
the insurance provision. I call this situation “insurance leakage.” 

Observation 3: Externally driven financial liberalization may bring
about “insurance leakage” that can escalate into a political challenge of
developmental statism.

History
Financial liberalization in Korea began in the 1980s, directed by the global
trend. As externally imposed, the process was gradual. I will discuss inter-
est rate liberalization, capital account opening, and introduction of the
Bank for International Settlements (BIS) capital regulations to illustrate
this point. 

Until the late 1980s there was no systematic policy to deregulate inter-
est rates, although piecemeal approaches, which were abortive, could be
found.23 In December 1988, the government declared that most of the lend-
ing rates of banks and nonbank financial institutions were to be liberal-
ized. However, the government effectively resumed interest regulations in
1989, when the interest rate became unstable as a result of high inflation.
In August of 1991, the government announced a detailed plan for interest
liberalization called the Four-Stage Interest Rate Deregulation Plan. With
this plan, the government implemented deregulation of interest rates over
the following six years. The first stage in November 1991 set free short-
term capital market interest rates that were already close to the market
rates. In the second round of the liberalization in November 1993, all lend-
ing interest rates including bond rates and the deposit interest rate for
more than two years of maturity were deregulated. The third and fourth
rounds of the liberalization were enforced in July 1994 and July 1997,
respectively, and interest rates for the remaining financial products were
deregulated. Therefore, deregulation of major interest rates came about
only in the late 1990s. In addition, despite de jure deregulation, the gov-
ernment continued intervening in market operations when it was deemed
necessary to stabilize market conditions.24 As a result, until the crisis of
1997, it is believed that interest rates were still de facto under government
control. 
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The same gradual approach prevailed with respect to capital account
liberalization. In January 1992, the Korean stock market was opened to for-
eign investment, but a number of restrictions were imposed, including a
10 percent aggregate ceiling on the foreign ownership of listed firms. This
ceiling continued to exist until the crisis of 1997, although it was relaxed to
12 percent in December 1994 and further to 15 percent in July 1995. For
capital flows involving debt instruments, quantity restrictions were more
severe. Commercial loans by domestic firms, which had been prohibited
since 1986, were allowed in 1995 but with restrictions on the uses of funds.
In addition, government approval was required. Likewise, the overseas
issuance by domestic firms of foreign currency–denominated bonds was
deregulated in 1991, yet the government managed the total inflows
through discretionary quantity control. The government exerted the same
discretionary control over long-term capital inflows channeled through
banks.

Therefore, Kim and Shin (2002), in their review of Korea’s financial lib-
eralization, conclude as follows: “Until the late 1980s the financial market
in Korea was heavily regulated. And when efforts for financial liberaliza-
tion were made beginning in the 1990s, the pace of liberalization remained
cautiously slow until the crisis of 1997. In the dimensions of domestic
financial liberalization, government intervention persisted despite liberal-
ization. As to financial market opening, the Korean government main-
tained a lukewarm stance.” 

While maintaining a gradual approach toward liberalization, the Kore-
an government responded in a similar way to the externally advanced BIS
regulation: nominal introduction, de facto ineffective. The BIS capital ade-
quacy requirement was introduced for all commercial banks in 1992. And
as far as official data is concerned, banks had no difficulty in satisfying the
requirement. The BIS ratios of nationwide commercial banks on average
ranged around 9 percent afterward. Even at the end of 1997, immediately
after the crisis, that figure remained at 8.67 percent. However, it turned out
that the reported BIS ratios did not accurately reflect the true state of
banks’ financial health for various reasons. Korea’s standards with respect
to risk management fell short of global standards. Inadequate loan loss
provisions, partial recognition of stock revaluation losses, and loose loan
classification standards and accounting rules led to a discrepancy between
official numbers and the actual state (Shin and Hahm 1998). 

Partial as it was, however, financial liberalization created a channel of
insurance leakage. As part of the liberalization measures, banks were
allowed to open and expand operations of overseas branches. Banks
exploited this opportunity of increasing foreign currency–denominated
business as aggressively as through domestic branches, leading to large
foreign currency liabilities of their overseas branches comparable to the
external debts of domestic branches.25 In fact, when the crisis broke out in
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November of 1997, it came as a foreign creditors’ run on overseas branches
of Korean banks. Dooley and Shin (2000) argue that the Korean govern-
ment was blind to the risks accumulating through overseas branches sim-
ply because the traditional modus operandi of financial policy was not
designed to monitor it. They claim that the insurance leakage indeed pro-
vided a necessary condition for the breakup of the crisis of 1997. 

Eruption of the crisis of 1997 surprised the Korean public as well as
many spectators of the Korean economy, given that the economy had reg-
istered such a miraculous growth for the preceding decades. The surprise
quickly turned into a full-blown attack on the government. The develop-
mental state was confronted by a serious political challenge. 

Crisis and Dismantling of the Developmental State: After 1997

Implications of the Model 
If effective financial liberalization continues, the model indicates that the
developmental state is bound to transform. Effective financial liberaliza-
tion limits a feasible set of f, for the state can choose. Besides, it tends to
increase f0. Two forces work together to keep decreasing the optimal level
of f for the government. In the end, the state will face a situation under
which B(f )–I( f,f0) is always negative for feasible values of f. Now the gov-
ernment can be better off by abandoning the developmental state model. 

Observation 4: If financial liberalization continues, in the end it is opti-
mal for the government to abandon the developmental state model. 

History 
The economic crisis of 1997 began as a currency and a banking crisis in
November 1997. It quickly developed into an economic crisis that resulted
in the worst macroeconomic depression in Korean history in 1998. In the
wake of the crisis, facing the shortage of foreign liquidity threatening the
survival of the economy, the Korean government could not help but resort
to the rescue that entailed direct policy intervention by the IMF. In collabo-
ration with the IMF, the Kim Dae Joong administration, launched on Feb-
ruary 1998 in the aftermath of the economic crisis, undertook sweeping
financial liberalization that critically reduced the capacity of the govern-
ment in controlling financial institutions and markets. First of all, capital
markets—including stock markets, bond markets, and short-term money
markets—were fully opened to foreign investment.26 With the opening, the
de jure interest rate liberalization in the 1990s became effective, as informal
government interventions were ruled out. In addition to capital market
opening, important steps were taken in the spring of 1998 to allow foreign
penetration into Korean financial institutions. The opening of subsidiaries
of foreign banks and securities firms was liberalized in March. The ceiling
on foreign ownership of banks was lifted in April, and regulatory prohibi-
tion of foreign nationals’ becoming bank directors was removed in May.
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As a result, of seven major commercial banks, six are now either fully or
partially owned by foreign investors. In addition, application of the BIS
regulation was strengthened in line with the global standard, which,
together with the increase in foreign participation in financial institution
ownership and management, hardened market discipline that banks faced
and restricted the room remaining for government control. 

As financial liberalization made dramatic progress, accelerating the
transfer to private control rights, measures to reformulate the insurance
provision scheme were taken. The Depositor Protection Act, which was
originally legislated in 1996 only to become ineffective because of the
absence of credible financing schemes, was revised in 1998. With the revi-
sion, the “implicit” deposit insurance scheme of the past was substituted
by an “explicit” one, where the Korea Deposit Insurance Corporation
(KDIC) managed the scheme. As far as savers are concerned, the new act
has not made much difference. Since saving instruments in essentially all
nonbanking financial institutions as well as banks are eligible for insur-
ance coverage, its effective role is concerned less with reducing insurance
coverage than with explicit recognition of existing implicit insurance. But
the new act has been effective in limiting insurance coverage for private
shareholders of financial institutions. In cases where a financial institution
is supported by the KDIC, existing shareholders of the financial institution
are forced to lose all their investment and incumbent managers are dis-
missed. The change implied a dismantling of the developmental state
model, because provision of insurance to shareholders and managers was
crucial for exercising government control. Significant in restricting insur-
ance provision to savers was the introduction of the mark-to-market
accounting rule for funds managed by investment trust companies and
trust departments of banks in 1998. As a result of the accounting reform,
investors in funds have become exposed directly to credit and market risks
of funds and lost implicit loss protection. 

Conclusion: Challenges Ahead 

As a way of wrapping up the paper, instead of repeating what has been
argued, I will speculate on challenges in the future. The Korean develop-
mental state is dismantling. However, dismantling is one thing; creating a
new one is another. One may conjecture that once a developmental state
model is renounced, transformation to a “liberal regulatory state,” the
political economy of Anglo-American countries, is on the way.27 Since the
ultimate source of dismantling of the developmental state was changes in
the international economic order, which have been in turn directed by the
hegemony of the United States, it may be only natural to predict that
domestic financial order will converge with the world order. But one can
also contend that precisely because the recent dismantling of the develop-
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mental state was mainly spurred by external forces, such a drastic trans-
formation is unrealistic. The nationalism that gave a birth to industrial-
ism—the overarching goal and the cornerstone of the developmental
state—is arguably still the prevailing political discourse. In addition, the
legacy of civil law tradition alone would make the transition extremely
difficult. Given the conditions, it may be reasonable to expect rationaliza-
tion of the developmental state rather than transition to a liberal regulato-
ry state. 

This means that the formal traits of the developmental state are likely
to evolve rather than become extinct. This is so because the dominance of
the executive may have more to do with ideology and the legal system
than legal contracts. Central banks tend to be more independent in a feder-
al system, where ideological opposition toward central political power
exists.28 And supervisory agencies seem to more successfully avoid being
directed by political concerns when they compete with public prosecutors
and private lawyers.29 For the same reason, changing the supremacy of the
state and legal formalism is no less formidable. Since the two traits overlap
with essential characteristics of the civil law tradition, any attempt at
reform would make sense only if a consistent framework for the whole
legal system is conceived. Indeed, reforming the formal traits of the devel-
opmental state calls for fundamental political reform and legal reform that
goes well beyond the realm of financial regulatory reform, but that will
define the shape of the rationalized developmental state and will condi-
tion the basic direction of evolution of financial regulations. 

Focusing on financial regulatory reform, issues to be resolved pose
their own challenges to be reckoned with. What is agreed upon among the
public appears to be only the inevitability of financial liberalization and
globalization. Thus government control over the financial sector is
renounced in general, but appropriate reconfiguration for the traits of
extensive insurance provision and crisis management is yet to be
addressed. One issue easy to identify is how to set the scope of insurance
provisions. Under the current act, as mentioned earlier, most of the non-
bank financial institutions, including even securities companies, are cov-
ered by public deposit insurance on the grounds that some of their prod-
ucts are classified as saving instruments. The extensive insurance coverage
leaves the possibility of insurance leakage largely intact by distorting the
monitoring incentives of investors, not to mention the inconsistency with
the theoretical rationale of public deposit insurance. 

In relation to insurance leakage, another issue present is how to
streamline the business scope regulations. Before the crisis of 1997, as a
part of its liberalization policy, the Korean government permitted commer-
cial banks to engage in investment banking business through subsidiaries.
Since the government was controlling the financial sector as a whole, as
the asset management of bank trust departments did not make this an
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issue, the measure was implemented without invoking any concern. As a
result, the current regulations have already lost the compartmental philos-
ophy, while their implications on system risks and insurance leakage were
not fully appreciated. 

The central issue in reforming the trait of discretionary crisis manage-
ment will be how much discretion should be left. The principle for manag-
ing financial institutions covered by public insurance is rather straightfor-
ward: the U.S. style too-big-to-fail regime will prevail.30 In other words,
distress of those large financial institutions that pose system risks will be
dealt with in a way guaranteeing the continuity of the business entity. A
thorny issue arises: whether to acknowledge the function of an “honest
broker” vis-à-vis the regulator in relation to noninsured financial institu-
tions, an example of which can be found in the Federal Reserve Bank’s role
in the Long Term Credit Management Crisis. Should this remain the dis-
cretionary power of the regulator? What would this imply for the organi-
zational structure of the lender of last resort, the supervisor, and the gov-
ernment? The importance of these questions has been increasing as
financial liberalization, on the one hand, keeps creating new forms of
intermediation and, on the other hand, provides a way of mingling risks
between the new form of institutions and insured institutions.

Notes

1. And in this sense, the ‘Institution’ view squares with the Institution
school of economic history initiated by D. North. For example, North
and Thomas (1973) forcefully argue for the importance of institutions
in economic development and notes that K. Marx and A. Smith both
subscribed to this. Then he criticizes K. Marx and A. Smith on the
ground that the former failed to recognize that institution does not
automatically follow economic growth, and the latter did not tell how
to ensure an efficient set of institutions that assures sustained econom-
ic growth.

2. Literature credits the origin of the term “developmental state” to
Chalmers Johnson and his 1982 account of the Japanese political econ-
omy, MITI, and the Japanese Miracle. The favorable normative evalua-
tion toward it also begins with him. In the case of Korea, it would be
Amsden (1989) who has gone the farthest by asserting that govern-
ment distortion of the price mechanism led to high growth. 

3. Even among the authors participating in the book edited by Woo-
Cumings cited in the paper, Cumings (1999. Kohli (1999. and Loriaux
(1999) remain cautious and do not draw any final normative evalua-
tion for the developmental state. By the expression “I choose to keep a
distance,” I simply mean that I do not discuss normative aspects of the
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developmental state—in particular in the context of Korea—in this
paper.

4. Formerly it was the Ministry of Finance that was in charge of making
financial law and policy. In 1994, the Ministry of Finance and the Min-
istry of Economic Planning were merged into the Ministry of Finance
and Economy.

5. It is notable that the state supremacy in the legal system is common to
Japan, the country claimed as the prototype of the developmental state
by scholars. Johnson (1995:13) observes that in Japan “the bureaucracy
drafts virtually all laws, ordinances, orders, regulations, and licenses
that govern society. It also has extensive extra-legal powers of ‘admin-
istrative guidance’ and is comparatively unrestrained in any way, both
in theory and in practice, by the judicial system.”

6. It is worthwhile to mention that Japanese financial regulations are also
based on the positive regulation system. For example, securities com-
panies can engage in certain businesses recognized by the regulator. I
am indebted to Professor Jong-Ho Kwon of Keon Kuk University for
this knowledge.

7. This account of the August 3 measure is due to Lim (2000).
8. Full legal protection was given to all the saving products of banks and

nonbank financial institutions. Even claims held by the public on col-
lective investment schemes such as the investment trust were protect-
ed when the Daewoo crisis resulted in substantial losses (Shin and
Park 2000).

9. For a general discussion of the incomplete contract approach, see Hart
(1995). The idea of separating control rights from shareholder rights
and bestowing control rights on the government regardless of a formal
shareholding structure can be found in Shleifer (1994). As a result, my
model turns out to be similar to theirs both in spirit and in some of its
implications.

10. In fact, the developmental state literature does not say much about the
impact of political democratization on the developmental state.

11. Because shareholders exist, the total asset of the financial sector, (1+f),
consists of the public’s financial savings and shareholders’ capital. But
the model implicitly assumes that f can be changed only by additional
financial savings. For this reason, I use the term “financial savings”
also for the total asset of the financial sector.

12. Private shareholders may be seen as shareholder-managers. In the
model, I assume that there is no information asymmetry among the
state and private shareholders. Therefore, moral hazard that may arise
due to the profit guarantee is not an issue in the model.

13. As Kohil (1999) acknowledges, it is Cummings (1987) who has most
forcefully argued the importance of the Japanese colonial regime for
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the full understanding of the post–World War II political economy of
Korea and Taiwan.

14. Lim (2000) argues that the idea of establishing the EPB was originally
conceived by the Chang Myeon administration.

15. This account of the BOK Act amendment draws on Ro (1994) and Park
(1982).

16. The description of the nationalization of commercial banks is quoted
from Lim (2000). Lim, in his discussion of the origin of the Korean eco-
nomic system, correctly points out that, in view of the system building,
reformulation of the government, subjugation of the BOK, and nation-
alization of commercial banks were the most notable institutional
innovations taken by the military government.

17. Cumings (1987) and Lim (2000).
18. Shin and Park (2000).
19. In the year of 1972, facing a severe downturn of the economy and tur-

moil in financial markets, the government introduced guaranteed cor-
porate bonds to ease the financial constraints on companies. Specifical-
ly, the government authorized the Korean Investment Corporation (a
de facto government agency) to be a guarantor and extended the new
business to banks. The regulatory change marked a turning point in
the early years of the Korean corporate bond market development,
since relatively faster growth in new issuance followed and the out-
standing balance of corporate bonds increased. But the share of corpo-
rate bond in firm financing remained minor until the late 1970s (Shin
and Park 2000).

20. The Investment Trust Act was modeled after the Japanese act with the
same title and provided a legal base for the UK unit trust-type of col-
lective investment scheme (Shin 2002).

21. The legal framework of the trust business was built by the passage of
the Trust Business Act in 1961. After the enactment, no banks except
one specialized bank (the Korea Trust Bank) were permitted to engage
in the trust business until 1983 (Shin 2002).

22. For the history of legal conflicts between the commercial and the
investment banking industries, see Caldarelli (1995. Willis (1995. and
chapter 15 in Jackson and Symons (1999).

23. For example, in 1981 the government introduced commercial paper
(CP) without any restrictions on issuance rates. But shortly after, the
CP rates became subject to regulation, as the government deemed the
market rate excessive.

24. Dooley and Shin (2000) provide one example of direct government
intervention in the stock market in 1995. In the year the Korean stock
market became stagnant, in order to stabilize the stock market, the
government introduced an informal measure of rationing new stock
issues of major companies.
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25. As of the end of 1996, foreign currency liabilities of Korean banks
stood at U.S. $50.7 billion for domestic branches and 52.9 for overseas
branches.

26. Ceilings on foreign stock investment were completely lifted in May
1998. Corporate and government bond markets were completely
opened even earlier, at the end of 1997. Opening of the money market,
such as the markets for commercial paper and certificates of deposit,
proceeded in steps and was completed in May 1998.

27. By “liberal regulatory state,” I refer to the political economy of the
United States that came into existence after the New Deal reform. For
the regime before the 1930s, “liberal laissez-faire state” would be prop-
er.

28. Consider the cases of the U.S. Federal Reserve Board and of the Ger-
man Bundesbank.

29. Consider the recent competition between New York State prosecutors
and the Securities and Exchange Commission in chasing Wall Street in
the aftermath of the Internet bubble.

30. “Too-big-to-fail” had always existed as the implicit operational princi-
ple of the Federal Deposit Insurance Corporation (FDIC). It was made
official and its procedure was made transparent by the FDIC Improve-
ment Act of 1991.
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Comments
Hideki Kanda

Introduction

Korea’s attempt to introduce new consolidated legislation for its entire
financial sector is timely, challenging, and impressive. I particularly
believe this because the current Korean regulatory landscape is quite simi-
lar to that in Japan in many respects, and Japan may also be considering
such legislation. Professors Konsik Kim and Sunseop Jung describe the
current effort toward introducing such legislation, point out the problems
with the current regulatory structure in Korea, and provide a clear road
map for reform. While I agree with many points in their discussion, in this
brief comment I will attempt to make a few argumentative points. In the
following section I point out that what is important is not the form but the
substance and that the cost of enforcement of such legislation should be
paid more attention. From this perspective, the key question is what will
and should change in substance. In the next section, I submit that in
designing one consolidated financial regulation, it must be accompanied
by a flexible regulatory structure. In the final section, I address the ques-
tion of when drastic reform or transplantation of legislation from other
countries happens and is successful.

Substance versus Form

Having consolidated legislation for financial services seems like an attrac-
tive idea, and indeed such a system exists in the UK. What is important is
not the form but the substance, and thus when one envisages the move to
consolidated legislation, the key question is what will change in substance.
To answer this question, one must have a vision or policy about the future
state of the financial sector. The authors envisage the development of
financial conglomerates in Korea and are well aware of the question of
form versus substance. Indeed, the authors note that having the proposed
consolidated statute will not change substance much, with an exception
concerning the statutory definition and coverage of financial services and
financial products. To me, however, a functional approach seems helpful
and desirable in considering what substantive changes should occur. For
instance, the cost of enforcing laws and regulations is an important ele-
ment between the bank-centered system and the capital markets–centered
system. I think it is vital to determine what Korea’s policy is for choosing
between these two systems. It may be to recognize the coexistence of the
two systems.
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If some form of regulation in the financial sector is justified, no regula-
tory system functions well unless accompanied by proper regulation and
enforcement. What is proper is thus the primary concern for policy mak-
ers. The starting premise should be to acknowledge the simple fact that the
cost of regulation and the cost of enforcement will not be zero. In other
words, the value of regulation must be determined by both its benefits and
its costs. The key issue for any jurisdiction is how to design and maintain
an effective regulation and enforcement system through considering these
benefits and costs.

Imagine a world with only one simple rule: “Do not do bad things.”
This rule may be appealing; what it says is quite right and covers all possi-
ble situations. However, when a problem arises, who decides what are
“bad things” and based on what specific criteria? Applying this abstract
rule (appropriately) to each specific situation or problem would be an
extremely difficult task. Thus, in this world, the cost of enforcing the rule
would be prohibitively high, so the rule would not work in practice.

The reason why every jurisdiction has complex rules is simple: The
enforcement of rules is costly. In other words, to reduce the cost of enforce-
ment, there must be specific rules. The problem is that if one attempts to
write too many specific rules, writing such rules is costly as well, because
it is not easy to write specific rules to cover all possible situations or prob-
lems that may arise. In short, the optimal level of specificity in writing
rules is difficult to determine, even from the enforcement perspective
alone. In reality, a variety of factors other than enforcement affect rule
making in any jurisdiction, so rule making is more complex and contin-
gent on many things. While one can list major factors that should be con-
sidered in rule making in the financial sector, specific regulatory rules
inevitably vary from jurisdiction to jurisdiction. Each jurisdiction should
adopt specific regulatory rules that fit the jurisdiction best by carefully
examining the enforcement environment and other factors in that jurisdic-
tion.

The Structure of Consolidated Legislation

When we envisage consolidated legislation for the entire financial sector, I
think it must accompany a flexible structure. The authors seem to be well
aware of this point and address, for example, the difficult question of
designing the layers of rule making—namely, from the Diet-made “law”
level to subsidiary regulations and even self-regulatory rules and guide-
lines. In designing layers of rule making, again, I think the cost of enforce-
ment is a key factor.

Flexibility is required in substance as well, which the authors also
seem to be well aware of. For example, where all investments are covered
by one regulation in the investment business, it seems that line-drawing
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between wholesale and retail transactions must differ. For highly tradable
securities, such as listed shares, as noted above, we face a policy question
of whether a public market and a private market (a market within institu-
tional investors) are permitted to coexist and if so under what conditions.
For securities that are not as tradable, such as typical investment contracts,
this concern does not arise, and therefore an exemption from the disclo-
sure requirement for institutions can be more widely recognized than for
tradable securities.

Similarly, when considering the scope of activities of financial invest-
ment service providers, if the investment at issue is not highly tradable in
the market, providers can be permitted to widely engage in other busi-
nesses. For example, a regulatory concern may not be created if auto man-
ufacturers are permitted to sell certain investment contracts as far as they
are subject to proper disclosure and antifraud rules. On the other hand, if
they actively engage in transactions involving tradable shares and finan-
cial derivatives, it may be appropriate to subject them to capital adequacy
regulation, so that their investment service activities may be required to be
undertaken through a separate corporate body from the entity engaging in
the auto manufacturing business.

Success of a Drastic Change

As I wrote in my principal paper for this conference, Curtis Milhaupt and I
examined the political environment within which legal rules are trans-
planted and when these transplants are successful. We applied the follow-
ing general analysis. First, “fit” between the imported rule and the host
environment is crucial to the success of a transplant. “Fit” might be
thought of as having two components: micro and macro. Micro-fit is how
well the imported rule complements the preexisting legal infrastructure in
the host country. Macro-fit is how well the imported rule complements the
preexisting institutions of the political economy in the host country. Cen-
tral to the analysis of both micro-fit and macro-fit is the availability of sub-
stitutes. The fewer the available substitutes for the transplanted rule,
either within the legal system (in the form of other laws and legal proce-
dures) or outside the legal system (in the form of norms, informal state
interventions, or market constraints), the more likely it is that the trans-
planted legal rule or institution will be adapted to local conditions and
thus used by relevant actors in the host country. Second, we thought that
motivation is also highly relevant to the analysis. Motivation must be ana-
lyzed both from the perspective of the law reformers initially responsible
for the transplant and the legal actors (courts, attorneys, and government
officials) with the potential to make use of it.

With this in mind, we see that there are many puzzles in legal and reg-
ulatory change around the world. For example, why should Korea or
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Japan not just copy the UK Financial Services and Markets Act? Also, if the
definition of securities under the relevant regulation is too narrow, why
not simply extend the definition and make it comprehensive?

There are many reasons why these things do not happen, although as
a general matter the exact mechanism for legal change is not entirely clear.
First, political reasons may prevent the expansion of the definition of secu-
rities. It is interesting if one proposes to adopt one comprehensive piece of
legislation and this idea faces less or weak opposition in Korea. When a
proposal is made to drastically change or overhaul the entire regulatory
system, it may be that such a proposal includes too many matters for vest-
ed interests to focus on. Also, the motivation of advocates may be stronger
with respect to a drastic proposal than for a proposal for a minor change.

On the other hand, the reason why a jurisdiction does not, for exam-
ple, simply copy the UK Financial Services and Markets Act may be less
political. Blindly copying such legislation may not fit other parts of laws
and regulations in the host country very well, both at the macro and micro
levels. One might then ask the question: Why not copy the entire legal sys-
tem? The legal system, even as a whole, is still part of a larger system, and
a change that could be less drastic will have macro- and micro-fit with
other (nonlegal) parts of the system.

Conclusion

Both domestic and global financial markets change and develop rapidly.
Laws and regulations inevitably lag behind. The proposal for new consoli-
dated legislation for Korea’s entire financial sector is timely, challenging,
and impressive. While I think the substance of such a proposal must be
examined carefully, and a flexible structure is necessary with such a com-
prehensive regulatory regime, it will be very interesting to see the future
development of such a proposal in Korea.
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Comments
Berna Collier

Mr. Shin examines the developmental state model as a framework for
understanding the evolution of Korea’s financial regulations. He con-
cludes by stating: “The Korean developmental state is dismantling. How-
ever, dismantling is one thing; creating a new one is another.” Mr. Shin’s
conclusion intersects with an important aim of this conference—namely to
consider the reconstruction of Korea’s regulatory framework to cope with
global financial trends such as financial consolidation. The developmental
state model presented by Mr. Shin revealed a number of similarities and
differences between Australia and Korea that may be used to discuss the
reconstruction of Korea’s regulatory framework. They are set out below,
bearing in mind that—as Mr. Shin observes—legal, political, cultural, and
religious factors will influence a country’s financial regulations and regu-
latory structures. 

External forces (e.g., globalization and liberalization), which Mr. Shin
describes as the ultimate source of dismantling the developmental state,
have also been a catalyst for regulatory reform in Australia. There are both
similarities and contrasts when considering characteristics of the develop-
mental state model in their application to Korea and Australia:

• State supremacy in the Korean legal system. In Australia the separation
of powers makes executive and legislative decisions, judicially
reviewable. For example, Australia’s current corporations legisla-
tion, the Corporations Act 2001, is the result of private challenges to
the constitutional validity of the government’s power to exercise
jurisdiction over corporations and financial services. The Australian
Securities and Investment Commission’s (ASIC) decisions are also
reviewable by the Australian Administrative Appeals Tribunal. 

• Dominance of the executive over the Korean regulator. In Australia, the
corporate and financial services regulator, ASIC, is independent of
the executive. ASIC has the power to develop policy, recommend
law reform, and engage in public consultation through policy pro-
posal papers. 

Positive regulation in Korea (i.e., strict legal formalism) has also been
instituted in Australia through the recent introduction of a streamlined
licensing regime. 

Crisis management, which may be reconfigured in Korea, is managed
by the Council of Financial Regulators in Australia. The council consists of
the Reserve Bank of Australia, the Australian Prudential Regulatory
Authority, and ASIC. It is responsible for coordinating regulatory respons-
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es to actual or potential instances of financial instability when the need
arises and advises the government on the adequacy of Australia’s financial
system regulatory structure in light of ongoing developments. 

As Mr. Shin suggests, “One may conjecture that once a developmental
state model is renounced, transformation to a liberal regulatory state, the
political economy of Anglo-American countries, is on the way.” This does
not, however, necessarily mean less stringent regulation, nor the govern-
ment renouncing complete control. Liberal regulatory states, such as Aus-
tralia, also require strong governments and a certain degree of control to
achieve regulatory objectives. Finding the right historical context and reg-
ulatory culture, such as Mr. Shin’s “rationalized developmental state,”
which takes account of Korea’s legal and political landscape, will help
Korea achieve effective structural and regulatory reform. 

Notes

Author’s note: Thank you to Sophie McMurray and Rupert Smoker,
lawyers from the Office of International Relations at the Australian Securi-
ties and Investments Commission, for their assistance writing and
researching this commentary.
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7. Risks and Supervisory Challenges of Financial
Conglomerates in Korea
Joon-Ho Hahm and Joon-Kyung Kim

Introduction

The structure of the Korean financial services industry has been rapidly
transformed since the 1997 financial crisis. Initially driven by the govern-
ment restructuring program, the combined trends of financial consolida-
tion, conglomeration, and internationalization not only caused a dramatic
change in the competition structure but also significantly eroded the effec-
tiveness of the existing regulatory regime in maintaining financial stability.
Integration among traditionally separated financial services and the emer-
gence of a few large financial conglomerates have brought about a funda-
mental shift in the nature of financial risks embedded in the financial sys-
tem. 

While it is necessary to understand the evolving nature and structure
of risks implied in the new financial regime, a clear-cut relationship
between financial consolidation and financial stability does not exist.
Indeed, financial consolidation may increase or decrease risks of individ-
ual financial conglomerates. With scale and scope economies and the bene-
fits from increased market power, financial conglomerates may be able to
enhance profitability, thereby containing financial risks. However, com-
plexity in operation and incentives to take on more risks based upon “too-
big-to-fail” may actually increase the financial risks of large conglomer-
ates. 

Financial consolidation and conglomeration may also increase sys-
temic risk potential. The incentives of financial markets as well as regula-
tory authorities in monitoring and supervising large conglomerates can be
significantly undermined. Even if individual conglomerates are able to
benefit from diversification, interdependency and mutual exposure among
large financial conglomerates may substantially increase as they share
homogeneous business portfolios and asset structure.

In the face of the increasingly limited ability of supervisory and mone-
tary authorities to cope with financial risks, it has become an urgent task to
devise a new regulatory regime capable of preventing excessive risk-tak-
ing of financial conglomerates and regulatory forbearance of financial
supervisors. It is also necessary to create an environment where market
participants have a strong incentive to monitor risks and penalize financial
institutions if they take on too much risk. 
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Given the imperatives of the supervisory and regulatory reform in the
face of ongoing consolidation and conglomeration, we address the follow-
ing inquiries in the present paper: How can we characterize the financial
consolidation process that has accelerated during the postcrisis period in
Korea? What is the evolving nature of risks associated with financial con-
solidation and conglomeration? Do large financial conglomerates com-
posed of various financial businesses differ significantly from the institu-
tions running a single business in terms of risk characteristics? If so, in
what manner should the risks of financial conglomerates be contained and
managed? How should the systemwide risk that may be amplified to
ignite systemic crises be classified, observed, and responded to? What is
the nature of the financial safety net in which the perverse incentives of
market participants as well as financial regulators can be curbed to rein-
force both financial stability and efficiency? 

The present paper is organized as follows. The following section sum-
marizes the postcrisis financial restructuring program and characterizes
the development in financial consolidation and conglomeration in Korean
financial industries. This section also analyzes the shift in financial indus-
try structure by examining the degree of concentration. The next section
presents a conceptual framework in order to understand the risk implica-
tions of financial conglomeration in Korea. This section also explores
potential risk impacts by focusing on the channels through which financial
consolidation may influence the financial risks of individual conglomer-
ates and systemic risk potential. The next section outlines the current regu-
latory framework of financial supervision for financial conglomerates
in Korea. The final section discusses policy implications and presents
suggestions.

Figure 7.1. Ownership structure of Samsung Group
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The Rise of Financial Conglomerates in Korea

Since the onset of the 1997 financial crisis, the Korean financial industry
has seen the rise of financial conglomerates as well as massive consolida-
tion and concentration. Prior to the crisis in Korea, there existed two types
of financial groups. One is the “financial conglomerates,”1 whose business
lines were exclusively in financial activities in which the organizational
structure took the form of a parent’s participation in financial subsidiaries
(parent-subsidiary model); this was partly allowed in the mid-1980s.2

However, financial institutions in Korea were prohibited from establishing
financial holding companies (FHCs),3 in that financial activity among
financial institutions was strictly separated for fear that financial concen-
tration through holding companies would lead to side effects including
the potential for anticompetitive behavior. Later on, as will be noted later,
financial holding companies were introduced in Korea following the crisis

Table 7.1. Financial institutions closed or merged (as of June 2003; unit:
number of institutions)

Banks 33 5 10 — 15 45.5 1 19

Merchant bank
corporations 30 22 6 — 28 93.3 1 3

Securities
companies 36 5 3 2 10 27.8 18 44

Insurance
companies 50 8 6 2 16 32.0 13 47

Investment trust 
companies 31 6 1 — 7 23.3 9 32

Mutual savings
and finance
companies 231 100 27 1 128 55.4 12 115

Credit unions 1,666 2 106 463 571 34.3 9 1,104

Leasing
companies 25 9 1 1 12 48.0 4 17

Total 2,101 157 161 469 787 37.5 67 1,381

Note: Includes dissolution and asset transfers to bridge institutions.

Source: Public Fund Management Committee, Ministry of Finance and
Economy, White Paper on Public Fund.

Total No. 
of 

institutions
(end-1997)

(A)

Type of resolution
New
entryLicense

revoked Merger Others1) Subtotal
(B)

Ratio
(%)

(B/A)
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as a part of the government’s restructuring efforts. The other form of
financial group prevalent in Korea has been the “mixed conglomerates,”
which are predominantly commercially oriented but contain at least one
regulated nonbanking financial institution (NBFI).4

During the restructuring process following the crisis, a number of
insolvent financial institutions failed or merged with other institutions.
Indeed, as can be seen in Table 7.1, the number of financial institutions in
Korea fell from 2,101 in 1997 to 1,381 by the end of June 2003, a drop of
34.3 percent. For the total number of financial institutions undergoing
restructuring, 161 institutions out of 787 merged during the same period.
In particular, the number of banks sharply decreased—from 33 in 1997 to
19 by the end of June 2003—through closures and mergers. Korea had
never experienced such a dramatic turn of events leading to the resolution
of major financial institutions. In the case of NBFIs, 28 merchant banking
corporations (MBCs), 10 securities companies, 7 investment trust compa-
nies (ITCs), and 16 insurance companies had closed down through exits or
mergers by the end of June 2003.

Resolution of Distressed Institutions and Financial Consolidation 
At the time of the crisis, many Korean financial institutions were signifi-
cantly undercapitalized, and several of them were effectively wiped out of
their capital base. Because of large nonperforming loans (NPLs) and a
weak capital base, troubled Korean banks struggled to improve their BIS
ratios by curtailing lending, as raising new capital was virtually impossi-
ble. Such financial implosion further intensified an already severe credit
crunch and resulted in massive corporate bankruptcies. Under these cir-
cumstances, the top priority in financial restructuring was the disposal of
NPLs and the recapitalization of banks. 

The first policy response by the Korean government was to identify
insolvent financial institutions and resolve them. In January 1998, the gov-
ernment nationalized two major banksæKorea First Bank and Seoul
Bankæthat had become insolvent. Moreover, the Financial Supervisory
Commission (FSC) ordered twelve other banks that had capital adequacy
ratios of less than 8 percent at the end of 1997 to prepare rehabilitation
plans by April 1998. In June 1998, five banks were identified as being insol-
vent, and their rehabilitation plans were rejected by the FSC following a
comprehensive review of their financial conditions. Each of these banks
was acquired through purchase and assumptions (P&A) agreement by rel-
atively healthy banks (Figure 7.2).5

The plans of the other seven banks with capital adequacy ratios below
8 percent at the end of 1997 were given tentative approval to continue
operations under the condition that those banks would pursue cost reduc-
tions through branch closures and staff downsizing. In addition, the gov-
ernment offered support by recapitalizing the seven banks and purchasing
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their impaired assets. As little progress was being made in the restructur-
ing, the government stepped in by encouraging mergers of the troubled
banks. As a result, in January 1999, two major banks—Korea Commercial
Bank and Hanil Bank—merged to form Hanvit Bank, and again in July

Figure 7.2. Consolidation of Korean banking industry following the crisis
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1999, another major bank—Chohung Bank—acquired two regional banks,
including Kangwon Bank and Chungbuk Bank.6

At the same time, mergers among healthy banks were also undertak-
en. With support from the government, in January 1999, Kookmin Bank
merged with Korea Long-Term Credit Bank, which enabled them to
achieve synergy between Kookmin’s wide retail network and Korea Long-
Term Credit’s corporate finance. In addition, amid the wave of consolida-
tion, two other healthy banks—Hana Bank and Boram Bank—merged. 

The bank consolidation trend was marked by the merger of two of
Korea’s major banks—Kookmin Bank, the largest by asset size, and Korea
Housing & Commercial Bank, the third largest—in April 2001, to become
the largest bank in Korea, despite significant labor opposition. In fact, as of
the end of 2003, the Kookmin Bank’s assets totaled 214.8 trillion won,
accounting for nearly 27 percent of the total assets in the banking sector.
Furthermore, in December 2002, Seoul Bank, which had been nationalized
following the crisis and unable to find any strategic investors, ultimately
merged with Hana Bank. 

In the meantime, to deal with the other weak banks, the government
passed the Financial Holding Company Act in October 2000 and created a
financial holding company in April 2001. Under a holding company struc-
ture, numerous synergy effects can be achieved, such as enabling the

Table 7.2. Affiliates of financial groups in Korea (as of September 2003;
unit: number of institutions)

Bank Insurance Securities ITC Card Others Total

Woori 3 0 1 1 0 0 5

Shinhan 3 1 1 2 1 1 9

Dongwon 0 0 1 1 0 2 4

Subtotal 6 1 3 4 1 3 18

Banking 8 2 2 4 1 8 25

Insurance 0 3 1 2 0 1 7

Securities 0 1 9 7 0 3 20

Subtotal 8 6 12 13 1 12 52

Samsung 0 2 1 1 1 2 7

LG 0 0 1 1 1 2 5

SK 0 1 1 1 0 1 4

Others 0 7 7 6 2 13 35

Subtotal 0 10 10 9 4 18 51

Total 14 17 25 26 6 33 121

Source: Choi (2004).

Financial
conglomerate

Mixed conglomerate

Financial
holding
company

Parent-
subsidiary
model
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cross-selling of financial products, lowering funding costs, and streamlin-
ing IT investment. At the same time, the government hoped that affiliated
companies would be able to retain their client base while being able to
avoid employee downsizing, further helping to lessen employee resis-
tance, in contrast to the P&A approach used in 1998. 

At first, two nationwide banks (Hanvit and Peace) and two regional
banks (Kwangju and Kyungnam) were placed under a government-run
holding company, Woori Financial Holdings. Before doing so, the NPLs of
candidate banks were disposed of, and in addition, public funds were
injected to raise their capital adequacy ratios above 10 percent. Aside from
the banks, a securities company, an ITC, and a credit card company were
placed under the Woori holding company structure.7 Then, in September
2001, a second financial holding company was established, Shinhan Finan-
cial Holdings, under which Shinhan and Cheju Banks—along with a life
insurance company, a securities company, an ITC, and a credit card com-
pany—were placed under the same umbrella. In September 2003,
Chohung Bank, the fourth-largest bank at the end of 2002, was also placed

Table 7.3. Fiscal support for financial restructuring (11/1997–6/2003)
(Unit: trillion won)

KDIC and others KAMCO

Recapi- Capital Deposit Purchase Purchase Total
talization contribution repayment of assets of NPLs 

Banks 34.0 13.7 0 14.0 24.6 86.2

NBFIs 26.3 3.3 29.8 0.3 14.5 74.2

Merchant
banking
corporations 2.7 0.2 17.2 0.0 1.6 21.7

Insurance
companies 15.9 2.9 0.0 0.3 1.8 21.0

Securities
and ITCs 7.7 0.0 0.01 0.0 8.5 16.2

Mutual
savings banks 0.0 0.2 7.9 0.0 0.2 8.2

Credit
cooperatives 0.0 0.0 4.7 0.0 0.0 4.7

Others 0.0 0.0 0.0 0.0 2.4 2.4

Total 60.3 17.0 29.8 14.3 39.1 160.4

Source: Public Fund Management Committee, Ministry of Finance and
Economy, White Paper on Public Fund.
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under the Shinhan Financial Holdings, making it the second-largest finan-
cial group in Korea.8

In tandem with these measures for the resolution of weak or insolvent
institutions, the government injected a total of 160.4 trillion won (26 per-
cent of GDP) in fiscal resources to rehabilitate the financial system from
late 1997 until the end of June 2003 (Table 7.3). The operating arms of the
government in this regard were the Korea Asset Management Corporation
(KAMCO) and the Korea Deposit Insurance Corporation (KDIC). Out of
the total amount of fiscal support, 60.3 trillion won was used for recapital-
ization, 39.1 trillion won for the purchase of NPLs, and 29.8 trillion won
for the deposit repayments of closed institutions. The recapitalization of
financial institutions using public money left a substantial share of the
banking sector in the hands of the government.9

Concentration of the Financial Industry in Korea
As a result of the government-led financial restructuring after the financial
crisis, which brought about massive consolidation, market concentration
increased significantly in Korea’s banking industry. To determine the
degree of market concentration in Korea’s banking industry, we use two
types of measurements. The first is the so-called k-bank concentration ratio
(CRk) which takes the market shares of the k largest banks in the market.
The second index we use is the Herfindhal-Hirshman Index (HHI), which
is calculated by summing the squares of the individual percent market
shares of all the participants in a market.10 Total assets are taken as the
measure of bank size. 

As a result of the consolidation trend in the banking industry, market
concentration increased significantly, in a large part due to the merger of

Figure 7.3. Concentration ratio of the Korean banking industry (based on
assets)
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Korea’s two large banks, Kookmin Bank and Korea Housing & Commer-
cial Bank. In terms of CR3, the ratio rose substantially—from 28.4 percent
in 1997 to 53.2 percent in 2003—as can be seen in Figure 7.3. Similarly, the
HHI index showed a sharp increase from 664 in 1997 to 1,497 by the end of
2003, which is considered “moderately concentrated.”

Figures 7.4 and 7.5 show the changes in the concentration ratios of the
life insurance and securities industries, respectively. According to the HHI
index, Korea’s life insurance industry is considered “highly concentrated,”
with HHI exceeding 2,500. Even with Daehan Life Insurance Company
losing market share after the crisis, Samsung and Kyobo Life Insurance
Companies were able to maintain an oligopolistic market structure, as the
industry saw a reduction in the number of smaller-sized companies. As for
the securities industry, though a number of firms were closed, there were
also a sizable number of new entries, which allowed the industry to main-
tain a competitive market environment. 

Finally, in considering the entire financial industry, Figure 7.6 shows
the changes in the concentration ratio of the financial groups instead of
individual financial entities. According to the HHI index, although there
was a steady increase in the index from 405 in 1997 to 800 in 2003, reflect-
ing the emergence of financial conglomerates following the financial crisis,
the level of market concentration is still considered competitive. 

Financial Consolidation and Changing Risks

Conceptual Framework
As described above, the financial consolidation in Korea encompasses both
consolidation of large financial institutions through mergers and acquisi-

Figure 7.4. Concentration ratio of the Korean life insurance industry
(based on assets)
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tions (M&As) within the same financial industry and cross-border con-
glomerations among bank and nonbank financial institutions, either in the
form of the parent-subsidiary model or of the financial holding company
structure. Note that these two types of consolidations often occur simulta-
neously, and banks are in general at the center of the consolidation
process. As a result, a few large bank-centered financial groups have

Figure 7.6. Concentration ratio of the Korean financial group (based on
assets)

Figure 7.5. Concentration ratio of the Korean securities industry (based on
assets)

Source: Bank of Korea (2004).
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emerged, within which various nonbank financial institutions are
clustered around a large bank. Hence, in this section we explore risk
implications of the typical bank-centered financial conglomeration with-
out explicitly distinguishing bank consolidation from cross-industry
conglomeration.

Before we examine the implications of financial consolidation on
financial risk, it would be informative to explore the relationship between
financial efficiency and stability. Traditional literature often suggests that
there exists a potential tradeoff between financial efficiency and stability.
That is, while large banks with increased market power may potentially
undermine competition and the efficiency of resource allocation, they can
be more profitable and financially robust, which promotes financial stabili-
ty. For instance, Keeley (1990) found that the erosion of market power due
to increased competition led to higher default risk premium and lower
capital ratios for U.S. banks in the 1980s. He argued that, with asymmetric
information and provision of bank deposit insurance, lower charter values
led to higher risk and failure rates of banks due to moral hazard and
agency problems.11 In retrospect, the bank restructuring policy in Korea
during the postcrisis period seems to have been based upon this charter
value hypothesis; that is, the implied trade-off between competition and
stability. In an effort to promote bank profitability and financial stability,
mergers between insolvent banks and creation of large leading banks were
often the explicit policy objectives of the government authorities.

Recent research, however, indicates that one cannot ascertain a clear-
cut relationship between consolidation and financial stability, challenging
the traditional view. First, according to a body of research, financial con-
centration may not always create market power for large institutions.12

Indeed, even with few participants, financial markets can be sufficiently
contestable.13

Second, even though we admit that large financial conglomerates can
reduce financial risks, benefiting from increased market power and diver-
sification of their geographic and business portfolios, various features of
conglomeration may actually increase the scope for instability, in particu-
lar when they lead to a small number of large “national champions,”
which are too big and few to fail, to discipline, and to liquidate.

It may be a challenging task to systematically characterize and classify
potential channels through which financial consolidation and conglomera-
tion has impact on the risk and stability of a financial system. Following
the spirit of the Group of 10 (Ferguson) Report (2001) and De Nicolo et al.
(2003), we distinguish financial risks of individual financial conglomerates
on a stand-alone basis from systemic risk potential for the financial system
as a whole. In this regard, the conceptual framework we employ in investi-
gating risk implications of financial consolidation and conglomeration is
summarized in Table 7.4.14
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Risk of Individual Financial Conglomerates
Financial risks of individual conglomerates can be impacted through four
conceptually distinctive channels: expected earnings, variability of earn-
ings, operational risk, and risk preference of individual conglomerates.
First, profitability and earnings potential would be enhanced for large
financial conglomerates if they can exploit and realize scale and scope
economies. For instance, financial conglomerates can achieve cost savings

Table 7.4. Financial consolidation and financial risks

Types of risk Channels Factors
Profitability and ➣ Scale and scope efficiencies
cost efficiency ➣ Marke

Earnings variability ➣ Geographic diversifica
➣P

➣ C
➣ Organ

➣D
Operational risk monit

➣ H
➣ Diffi

ri

Risk preference ➣ Moral hazard based
upon TBTF

Effectiveness of ➣ Regulatory forbearance
supervision, ➣ Concentration and difficulty
Monitoring, of orderly workouts
and market ➣ Opacity and information
discipline asymmetry

Direct ➣ Short-term interbank lending
interdependencies ➣ Medium and long-term loans

➣ OTC derivative transactions

➣ Homogeneous balance
sheet structure

Indirect ➣ Homogeneous business/
interdependencies profit structure

➣ Common exposure to
market risks

Contagion from ➣ Risks from nonbank
integration, alliance, subsidiaries
and reputation, ➣ Risks from strategic alliance
de facto extension with nonfinancial companies
of public safety net ➣ Exposure to foreign and

capital market shocks

Financial risk 
of individual
conglomerate

Systemic risk
potential
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by spreading out large fixed costs required in IT investment over a larger
asset base. Subsidiaries in a financial group can also share marketing and
distribution channels as well as database and IT systems. Financial consol-
idation and conglomeration can lead to revenue enhancement if increased
size raises market power and if product diversity and cross-selling
increase profit opportunities. With enhanced profitability and cost efficien-
cy, the insolvency risk of individual conglomerates would be reduced,
ceteris paribus. Note also that increased profitability and higher charter
value would lessen the moral hazard incentive of large conglomerates.15

Second, financial consolidation and conglomeration may lower the
risk of individual financial conglomerates with greater opportunities for
risk diversification. Geographic consolidation would yield a potential for
risk diversification if merged financial firms operate in heterogeneous
markets and are expected to show relatively low or negative return corre-
lations. In a similar vein, cross-industry financial consolidation may also
contribute to reductions in earnings variability by facilitating product
diversification if expected returns are sufficiently heterogeneous across
different financial services. On the other hand, as noted by Cumming and
Hirtle (2001), the risk faced by a financial conglomerate could be larger
than the sum of risks of each subsidiary if the volatility of a subsidiary is
affected by the actions of other subsidiaries.16

Third, while large conglomerates may be able to benefit from scale and
scope economies and risk diversification, operational risk may substantial-
ly increase with growing organizational complexity, inefficiencies in man-
agement and internal control, heterogeneous culture among subsidiaries,
and difficulties of harmonizing risk management. Indeed, large and com-
plex financial conglomerates may no longer be able to understand the
exact nature of their risks.

Finally, financial consolidation and the resulting dominance of a few
large financial conglomerates can bring about moral hazard for financial
conglomerates, especially if they believe they are too big to fail (TBTF).
The emergence of a small number of large financial conglomerates creates
an incentive for regulatory forbearance because the failure of a large con-
glomerate will threaten the stability of the entire financial system. In turn,
this creates a perverse incentive for financial market participants in moni-
toring financial conglomerates and penalizing them for taking on exces-
sive risks. Possibilities of regulatory forbearance and weakening market
discipline cause moral hazard of large conglomerates, which makes them
take risks more aggressively. Note also that, based upon TBTF, risks will be
underpriced for large conglomerates, and this implicit subsidy provides
further incentives toward additional consolidation and conglomeration.
All in all, financial conglomerates may have incentives to pursue riskier
investments, and more aggressive risk-taking may offset the risk reduction
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effects potentially achievable through revenue enhancement and diversifi-
cation.17

Systemic Risk Potential
As summarized in Table 7.4, financial consolidation and conglomeration
has potentially significant implications not only for the risk of individual
conglomerates but also for systemic risk potential. As discussed above, the
dominance of a small number of large financial conglomerates that are too
big and few to fail and increased concentration of the financial industry
around these large conglomerates could significantly increase systemic
risk potential. Note also that the emergence of TBTF institutions would
undermine the effectiveness of financial supervision and market monitor-
ing. As a result, excessive risk-taking and moral hazard of large financial
institutions may lead to higher systemic risk potential. 

Even in the absence of incentive problems, increasing complexity of
financial conglomerates would make it more difficult for regulators and
market participants to comprehend risks and take early corrective action.
Belated recognition of the problems due to information opacity in turn
increases incentives for regulatory forbearance, and sudden disclosure of
the problems and possible disorders in the resolution of large ailing con-
glomerates may cause a serious systemwide disruption.

An increasing degree of interdependence among large and complex
financial conglomerates also implies a higher potential for systemic risk.
The Group of 10 (Ferguson) Report (2001) indicates that areas of direct
interdependency that are most associated with consolidation include
mutual credit risk exposures through interbank loans, on- and off-balance
sheet activities such as financial derivatives, and from payment and settle-
ment relationships. The systemic risk potential may also increase if large
conglomerates are simultaneously and similarly exposed to adverse
shocks. While financial conglomerates are able to diversify within each
group, they are getting more homogeneous as business areas as well as
asset and profit structures become increasingly similar. Resulting indirect
interdependencies among large conglomerates raise systemic risk poten-
tial as well.18 Finally, financial conglomeration may aggravate the problem
of systemic risk as banks expand their involvement in high-risk activities
that are closely tied to nonbank financial firms and capital markets. As a
result, banking institutions would be more vulnerable to contagion risks
from nonbank and nonfinancial sectors as well as capital markets. The use
of identical brand names for affiliated nonbank subsidiaries may also
erode the firewall within a conglomerate and increase pressure on both
managers and financial regulators to protect the affiliated subsidiaries. The
shift of financial savings from bank deposits to affiliated nonbank financial
subsidiaries also implies de facto extension of the public safety net. 
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Diagnostic Analysis of Risk Implications

Risk of Individual Financial Conglomerates
As discussed above, financial consolidation and conglomeration may
increase or decrease the financial risks of individual financial conglomer-
ates. With scale and scope economies, financial conglomerates may be able
to enhance profitability, thereby reducing financial risks. However,
increasing complexity in operation and incentives to take on more risks
based upon moral hazard may actually increase the financial risk of large
conglomerates on a net basis. As there exists no readily observable, com-
prehensive measure of financial risks, rather than directly quantifying the
risks of financial conglomerates, this section focuses on the respective
channels outlined in Table 7.4 to explore the potential implications of
financial consolidation and conglomeration. 

Scope of geographic diversification. To promote financial stability through
geographic diversification, sufficient heterogeneity is required across
regional markets so that idiosyncratic risks may be diversified away. To
diagnose the scope of geographic diversification over a business cycle, we
investigated the degree of correlation among regional industrial produc-
tion.

Figure 7.7 shows the trend in the average cross-correlation among
major cities and provinces in Korea from January 1992 to September 2002.19

The average correlation coefficient turned out to be positive and less than
0.5, except in the period of 1999.6–2001.6, indicating that the potential
scope of geographic diversification would be in general limited. However,
it is noteworthy that the correlation shows a cyclical pattern with relative-
ly low correlation in business cycle recessions. This implies that geograph-
ically well diversified financial conglomerates would suffer less from the
adverse impact of recessions on the asset quality and profitability.

Figure 7.7. Average cross-correlation in regional industrial production



228 Joon-Ho Hahm and Joon-Kyung Kim

For more direct evidence on the scope of geographic diversification,
we investigated the historical profitability of Korean regional banks. As
shown in Table 7.5, earnings of regional banks measured in return on equi-
ties (ROEs) for Jeonbuk-Kwangju, Jeonbuk-Kyongnam, Kwangju-Pusan,
and Kwangju-Daegu pairs showed a  relatively low degree of correlation.
This again implies that, while the diversification effect may not be sub-
stantial, there could be a potential benefit from the cross-regional consoli-
dation among those regional bank pairs.

Scope of product diversification. Next we focus on the scope of diversifi-
cation across different financial services industries to explore potential
benefits from conglomeration. Table 7.6 shows the cross-correlation in his-
torical earnings measured from the yearly return on assets (ROAs) among

Table 7.5. Cross-correlations in the profitability of regional banks
(ROAs/ROEs, 1991–2002)

Cheju Jeonbuk Kwangju Kyongnam Pusan

Jeonbuk 0.93 / 0.82

Kwangju 0.89 / 0.67 0.78 / 0.23

Kyongnam 0.82 / 0.86 0.69 / 0.48 0.90 / 0.93

Pusan 0.90 / 0.91 0.87 / 0.86 0.86 / 0.44 0.80 / 0.70

Daegu 0.93 / 0.93 0.90 / 0.90 0.87 / 0.46 0.81 / 0.71 0.99 / 0.99

Figure 7.8. Cross-correlations in stock price indices of financial industries

Table 7.6. Cross-correlations in ROAs of financial industries (1991–2001)
Commercial banks Securities companies

Securities companies 0.1014

Life insurance companies 0.8755 0.0882
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three major financial industries in Korea. Note that the earnings correla-
tion was relatively high between commercial banks and life insurance
industries, while other industry pairs—commercial banks and securities
and securities and life insurance—showed relatively low correlations. This
implies that the alliance between banks and life insurance may be able to
produce a positive synergy in profitability. However, it may potentially
amplify earnings variability as well. 

Figure 7.8 shows the cross-correlation coefficients among monthly
stock price indices of banks, securities, and life insurance industries.20 It is
noteworthy that the cross-correlation increased substantially after the
financial crisis in 1997–98, implying a limited potential for diversification
across different financial industries in the postcrisis period.

Market power and increased profitability. As discussed above, there has
been a view that consolidation increases franchise value and profitability
of large banks and thus lowers the financial risks of consolidated banks.
This view in large part hinges upon the assumption that consolidation
undermines competition. However, as discussed above, recent studies
report evidence that consolidation has only minor effects on competition
and market power.

Figure 7.9 shows the trends in the deposit and lending interest rate
spread of major commercial banks in Korea for new deposits and new
loans extended in a month. Note that the significantly higher spread for
relatively large leading banks such as Kookmin and Woori Banks has actu-
ally disappeared recently as competition among banks became more
intense. This implies that the market power effect of consolidation may not
be significant in Korea, and hence, consolidation would not undermine
competition due to increased contestability.

Risk-taking and moral hazard. Finally, individual financial conglomer-
ates may have incentives to take on risks more aggressively based upon

Figure 7.9. Deposit-lending interest rate spreads of major banks
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the expectation that they are too big and few to fail. Deteriorations in the
monitoring capacity of supervisory authorities and financial markets
being faced with ever-increasing complexity and information opacity of
financial conglomerates also encourage risk-taking incentives of TBTF
institutions.

It is too early to evaluate the change in the risk-taking behavior of
Korean financial conglomerates in this regard. As noted above, bank con-
solidation at an early stage in postcrisis Korea has been driven by the gov-
ernment’s restructuring initiative, and the banks in which the government
intervened had little freedom of taking risks at their own will, as they were
tightly monitored by the Korean Deposit Insurance Corporation and the
Financial Supervisory Service. 

A recent study on the risk of Korean commercial banks by Kim (2003)
found that bank asset risk indicators such as the noncurrent loan ratio and
loan loss provision ratio were not significantly associated with bank size
variables. However, Kim reported a weakly positive association between
bank size and the unsystematic component of stock return volatility, which
is a more forward-looking measure of risk relative to the accounting mea-
sure. Kim interpreted the evidence as possibly indicating a more aggres-
sive risk-taking behavior of large banks.

Systemic Risk Potential
As emphasized above, financial consolidation and conglomeration may
increase systemic risk potential as incentives of both large financial con-
glomerates and financial markets and regulatory authorities in monitoring
and supervising them may also change. Even without distortions in incen-
tives toward risk-taking, the degree of systemic risk potential may increase
with financial consolidation because, although the extent of diversification
can increase at individual institutions, financial conglomerates tend to
share increasingly similar characteristics in their business portfolios and
asset structures. Following the conceptual framework outlined above and
in the spirit of the Group of 10 (Ferguson) Report (2001), this section focus-
es on these risk channels and explores their potential impact on systemic
risk in Korea.

Direct interdependencies among conglomerates. One such channel of direct
interdependencies is mutual exposure of large banks through short-term
lending. Figure 7.10 shows the size of call loans relative to bank equity
capital for the top three and top five banking institutions in Korea since
1990. As can be seen, the ratio increased systematically during the postcri-
sis period. The rising credit risk exposure to short-term interbank lending
indicates a higher potential for contagion of liquidity risk and hence sys-
temic risk potential. Note also that not only the level but also the variabili-
ty of the call loan to bank equity capital ratio increased substantially after
the crisis. 
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While the risk exposure of large banking institutions in the short-term
lending market has increased substantially, the counterparty risk exposure
through financial derivative transactions shows a mixed picture. Figure
7.11 shows the trend in the net position of derivative transactions for the
top three and top five commercial banks relative to bank equity capital,
which does not reveal a structural increase after the financial crisis. 

Indirect interdependencies among conglomerates. While diversified within
respective financial conglomerates, the structure of the balance sheet and
profit strategy may become increasingly similar across financial conglom-
erates. Figure 7.12 shows the time series of standard deviation in the cor-
porate loan to bank asset ratios for the top five and top ten commercial
banks in Korea since 1990. Note that the standard deviation fell gradually
for the top ten banks. For the top five banks, the standard deviation had
increased during the 1998–2001 period, but then it fell sharply from 2002.

Figure 7.10. Call loan to bank equity capital ratios

Figure 7.11. Net positions in financial derivative transactions
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This reflects that the competition among large banking institutions has
become more intense in consumer and retail banking as banks that tradi-
tionally focused on large corporate lending gradually shifted their portfo-
lios toward more household and small and medium-sized enterprise
loans. 

The stock market also seems to perceive these increasing interdepen-
dencies among large banking institutions. Aside from direct and indirect
interdependencies reflected in the bank balance sheet, a more forward-
looking stock market might better capture the degree of mutual exposure
and linkage among conglomerates. Indeed, the herd behavior of deposi-
tors and financial market investors could provide an additional source for
systemic risk. Figure 7.13 shows the trend in the cross-correlation in daily
stock prices of the top three banks: Kookmin Bank, Woori Financial Hold-

Figure 7.13. Cross-correlations in daily stock price returns of the top three
banks

Figure 7.12. Standard deviations in corporate loan to bank asset ratios
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ings, and Shinhan Bank.21 Note that the cross-correlations became struc-
turally higher from the second half of 2002, which implies that large banks
are increasingly simultaneously exposed to market risk and contagion,
indicating heightened systemic risk potential.

Supervision of Financial Conglomerates in Korea

As emphasized above, financial groups present the risk of contagion—the
spread of financial problems among different entities within the group. In
contagion, one entity suffering from financial unsoundness such as an
impairment of capital or liquidity or an excessive buildup of risk expo-
sures can place the soundness of the rest of the group at risk, whereas oth-
erwise the group might be sound. Considering this, the supervision of
financial conglomerates needs to take a groupwide perspective as well as a
solo perspective. Hence, although solo supervision of individual entities
continues to be of primary importance, the complementary role of consoli-
dated financial supervision, which assesses the impact on the safety and
soundness of operations of all the entities within a group, needs to be
emphasized. Indeed, the Basel Committee on Banking Supervision
addressed this issue in its 1997 report, “Core Principles for Effective Bank-
ing Supervision,” which stated that “An essential element of banking supervi-
sion is the ability of supervisors to supervise the banking group on a consolidated
basis.” 

In Korea, among the three types of financial groups—financial holding
companies, parent-subsidiary models, and mixed conglomerates—a primi-
tive form of consolidated supervision has been applied only to financial
holding companies. Although entities of the parent-subsidiary model and
the mixed conglomerate are subject to supervision on a solo basis, there
are no groupwide regulations on capital adequacy and restrictions on
intragroup transactions such as limits on credit exposure. Moreover, regu-
lators in Korea do not have access to relevant data on nonfinancial sub-
sidiaries, which may be necessary for adequate supervision of the entire
group.

As part of the Korean government’s initiative to meet international
regulatory standards, the Financial Holding Company Act was introduced
in October 2000, which is largely based upon the U.S. Bank Holding Com-
pany Act. While sharing most of the key features, the two acts do have
some minor differences.22 Key features of the Korean Financial Holding
Company Act can be summarized as follows (Table 7.7).

First, approval of the Financial Supervisory Commission (FSC) is
required for establishing a financial holding company based on the follow-
ing criteria: (1) a sound business plan, (2) qualification for major share-
holders, (3) sound financial and management performance, and (4) an ade-
quate equity swap ratio. 
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Second, the financial holding company must own 50 percent or more
of the affiliates’ voting securities, whereas for a listed company a control-
ling ownership requirement is 30 percent. In case an affiliate of a financial
holding company seeks ownership control of another affiliate, the same
requirements apply. Financial holding companies are prohibited from
owning a nonfinancial firm.

Third, a financial holding company can engage in all financial activi-
ties, including banking, insurance, and securities. 

Fourth, the Financial Supervisory Commission has adopted a risk-
based deduction approach proposed by the Joint Forum for Financial Con-
glomerate to assess the capital adequacy of financial holding companies.23

Accordingly, the sum of the individual net equity capital for individual
group members must exceed the sum of the solo capital requirements for
individual group members. 

Fifth, the financial holding companies are ordered to engage in
prompt corrective actions (PCAs) when the Financial Supervisory Com-
mission deems it necessary on the basis of the ratio of net equity capital to
the regulatory required capital below stipulated levels and the composite
grade of LOPECM (Lead subsidiary, Other subsidiary, Parent company,
consolidated Earnings, Capital adequacy, and Management). PCA consists
of three sets of progressively more stringent corrective procedures (Table
7.8). 

Sixth, the Financial Holding Company Act imposes quantitative and
qualitative limits on certain kinds of intragroup transactions. An affiliate
of a financial holding company cannot make an investment in other affili-
ates within the same group. Furthermore, an extension of credit to a hold-
ing company by affiliates is prohibited. The Financial Holding Company
Act imposes limits on credit extension among affiliates. An affiliate’s total
credit extensions to any one affiliate cannot exceed 10 percent of the affili-
ate’s capital. The affiliate’s total credit extensions to all affiliates combined
cannot exceed 20 percent of the affiliate’s capital. Extensions of credits
among affiliates must be fully secured with qualifying collateral. The col-
lateral must be worth 100 to 130 percent of the amount of the extended
credit, with the percentage depending upon the type of collateral (100 per-
cent for Korean government securities; 110 percent for municipal securi-
ties; and 130 percent for others). A financial holding company or any affili-
ate cannot purchase a low-quality asset from other affiliates.

Seventh, in order to enhance synergy effects such as cross-selling of
products and services among affiliates in a financial holding company,
affiliates within the same group are allowed to share information on cus-
tomers without customers’ consent. 
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Policy Implications and Suggestions

The foregoing diagnostic analysis indicates that one cannot ascertain a
clear-cut relationship between financial consolidation and the risk of indi-
vidual conglomerates or systemic risk potential. However, recent experi-
ences and developments in both advanced countries and emerging market
countries seem to indicate that a more consolidated financial system domi-
nated with a few large financial conglomerates may bring about potential-
ly significant financial instability, especially if the concentration and con-
glomeration create too-big-to-fail problems.

As we have emphasized above, the effectiveness of the existing finan-
cial regulatory system has been significantly undermined in the face of
ongoing financial consolidation and conglomeration. With the increasingly
limited ability of supervisory and monetary authorities to control financial
risks and cope with financial disruption, it has become an urgent task to
devise a new regulatory regime capable of preventing excessive risk-tak-
ing of financial conglomerates and regulatory forbearance of financial
supervisors. Given that the regulatory system can become effective only if
it is accompanied by strong market discipline, it has also become critical to
create an environment where market participants have a strong incentive
to monitor risks and penalize financial institutions if they take on too
much risk.

In the era of financial consolidation and conglomeration, the regulato-
ry system must be reformed toward a more market and risk-based system,
and existing capital-based static financial supervision must also be shifted
toward a more dynamic supervision focused on the soundness and effec-
tiveness of management and internal control processes. Furthermore, in
safeguarding the financial system, regulations on the governance and dis-
closure requirements for financial conglomerates need to be further
strengthened in order to effectively complement official supervision with
internal and market monitoring. With a view to establishing the new regu-
latory regime, this section addresses policy issues and puts forward a set
of policy recommendations for Korea.

Strengthening Governance and Risk Management
The first step to cope with the risk-taking incentives of large financial con-
glomerates is to establish a transparent and accountable governance sys-
tem at the financial conglomerates. In the absence of a proper governance
mechanism, managers of financial conglomerates may maximize their own
benefits at the expense of outside stakeholders such as shareholders and
depositors. The costs to investors of monitoring managers are known as
agency costs, and the establishment of an effective governance system
greatly reduces this agency cost. 

Indeed, since the 1997 financial crisis, Korean banks have revamped
their internal governance systems. Nonexecutive outside directors, audit
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committees, and compliance officer systems were introduced in January
2000 to strengthen the governance and internal control procedures within
banks. Furthermore, various reform measures have also been implement-
ed to upgrade bank accounting and disclosure systems in order to facili-
tate bank monitoring by depositors and investors. 

While the governance system and internal control mechanisms were
relatively well established for individual commercial banks, the group
governance and internal control systems for financial conglomerates have
not yet been fully established. Financial holding companies have not fully
come to grips with the complex organizational control and risk structures
within groups. For instance, as we have seen in the case of the credit card
industry in Korea, the failure of risk management at nonbank financial
subsidiaries is easily transmitted as a financial loss to affiliated bank sub-
sidiaries regardless of the risk-management effort on the part of bank sub-
sidiaries. Noncompliance of regulations and illegal activities at nonbank
subsidiaries also cause significant damage to the reputation of bank sub-
sidiaries as well as the entire financial group that shares an identical brand
name.

While the governance systems at respective subsidiaries must be
strengthened, parent holding companies need to establish a strong internal
mechanism to identify, monitor, aggregate, and effectively control overall
group risk, as the individual risks of subsidiaries easily propagate in a
nonlinear way. In particular, the governance system at bank subsidiaries
needs to be further strengthened in order to prevent possible transfer of
risks circumventing internal firewalls among subsidiaries within a finan-
cial group. Even if bank subsidiaries are wholly owned by the parent hold-
ing company, there must be independent outside directors on the board of
bank subsidiaries in order to monitor bank managers on behalf of deposi-
tors and outside investors. This is especially so when the deposit insurance
backed by taxpayer money is extended to bank liabilities.

Strengthening the risk management capacity at financial conglomer-
ates has become a key task in maintaining financial stability in the face of
increased uncertainty and innovative financial flows. With the contagion
and nonlinear propagation of risks within a financial group, it is especially
important for financial conglomerates to implement a consolidated risk
management at the group level. Financial holding companies must be able
to identify risk exposures of the entire group and implement a system that
avoids excessive concentration of risks by allocating risk limits over the
subsidiaries. At the same time, a transparent group risk-management poli-
cy framework must be established and consistently applied in which vari-
ous risk measures and targets are coordinated across the holding company
and its subsidiaries within a financial group.

With financial consolidation, the management of operational risks has
become a particularly challenging task for large financial conglomerates.
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However, regardless of their increasingly complex scope of business, the
management of operational risks at Korean financial conglomerates still
remains at a rudimentary level. As recently suggested by the Basel Com-
mittee (2003), an effective operational risk-management framework
requires, as crucial elements, clear strategies and oversight by the board of
directors and senior management, a strong operational risk and internal
control culture including clear lines of responsibility and segregation of
duties, effective internal reporting, and contingency planning. Financial
conglomerates must establish clear policies and processes to identify, mea-
sure, and control operational risks, and the framework must be consistent-
ly implemented at both group and subsidiary levels.

Risk-Based Consolidated Supervision of Financial Conglomerates 
Given the increased potential for systemic risk in the presence of large and
complex financial conglomerates, more intense and sophisticated supervi-
sion is necessary for those potentially too big and few to fail institutions.
Effective devices must be introduced to avoid inadvertent extension of the
public safety net to cross-sectoral activities such as investment banking
and other nonbank financial services. Large financial conglomerates are
often important players in capital markets and hence, failures of financial
conglomerates present potentially systemic vulnerabilities in direct financ-
ing as well as in indirect financing. Thus, ensuring financial conglomerates
to maintain a sound asset quality and robust capital base is crucial to the
stability of the entire financial system.

For timely and effective monitoring of risks at large financial conglom-
erates, the supervisory framework must be improved to risk-based consol-
idated supervision. With traditional static capital-based approaches, it is
almost impossible to evaluate accurately the development and propaga-
tion of risks implied in the cross-border provision of financial services and
market activities of complex financial conglomerates. Risk-based consoli-
dated supervision is an essential element of effective prudential regulation
in the era of financial consolidation. Consolidated supervision is based
upon consolidated information about the entire financial conglomerate
and enables systematic monitoring of risks implied in banking and non-
banking activities of subsidiaries from a joint perspective. Consolidated
accounting and prudential regulatory measures are integral parts of con-
solidated supervision.

As described above, consolidated financial supervision has not yet
been fully introduced in Korea. Only a rudimentary framework is current-
ly applied to financial holding companies, and no consolidated framework
has been introduced for other types of financial groups. For instance, a key
prudential supervisory measure is capital adequacy regulation. The capital
adequacy regulation for financial holding company groups in Korea is cur-
rently based upon required capital. That is, the net sum of equity capital of
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the holding company and its subsidiaries must be greater than the simple
sum of regulatory capital requirements for respective group member sub-
sidiaries. 

Following the spirit of Pillar 1 of the new BIS Basel Accord, the capital
adequacy standard for financial conglomerates must be more tightly
linked with risk capital aggregated for the entire financial conglomerate.
The amount of risk for a financial group could be substantially different
from the simple sum of risks at its subsidiaries, as we have shown in the
foregoing diagnostic analysis. The capital adequacy standard for financial
conglomerates must be able to reflect potential contagion and propagation
of risks within a group, and the first step required in this regard is to adopt
a framework based upon the group BIS capital ratio computed from fully
consolidated financial statements of financial conglomerates.

For the effective consolidated supervision of financial conglomerates,
financial supervisors must be equipped with relevant capabilities and
organizational structure, as emphasized by Pillar 2 of the new Basel
Accord. Special supervisory units for ongoing off-site surveillance of
financial conglomerates need to be established, and monitoring and early
warning systems must be strengthened. In addition, the supervisors must
be able to assess the effectiveness of internal risk management and capital
allocation approaches of financial conglomerates.

Minimizing Too-Big-to-Fail and Regulatory Forbearance
As discussed above, large financial conglomerates may engage in moral
hazard and aggressive risk-taking given the possibility of regulatory for-
bearance and expectations of too-big-to-fail. An important way to ensure
that financial supervisors do not engage in regulatory forbearance is
through strict implementation of prompt corrective action provisions that
require supervisors to intervene as early as possible. Prompt corrective
action is crucial to preventing failures of financial conglomerates because
it creates incentives for the conglomerates not to take on too much risk in
the first place, recognizing that if they do so, they are more likely to be
subject to regulatory actions. 

In Korea, prompt corrective action provisions were first introduced in
April 1998.24 With the passage of the Financial Holding Company Act, a
similar prompt corrective action provision was formally introduced for
financial holding companies in October 2000. The prompt corrective action
for financial holding company groups is currently based upon the group
net equity capital to required capital ratio and the LOPECM-based evalua-
tion results.25 According to the provision, the governor of the Financial
Supervisory Service must recommend, require, and order financial hold-
ing companies to take necessary management improvement measures if
the ratio of net equity capital to the required capital falls below 100 per-
cent, 75 percent, and 25 percent, respectively. As noted above, the criteria
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may not fully reflect the risks of financial conglomerates, and hence the
criteria for prompt corrective action for conglomerates must be changed
into the one based upon the group BIS capital ratio. 

Note also that a key element in making prompt corrective action work
is the mandatory nature of the scheme, which makes it a credible threat for
financial institutions. Hence, discretionary applications of the provision
must be minimized. In the case of large financial conglomerates, systemic
risk could be a concern when strictly applying the prompt corrective
action. However, this systemic risk concern itself brings about moral haz-
ard for large financial conglomerates. Moreover, the expectation of future
bailouts causes additional distortions in fund flows and increases the mar-
ket power of large financial groups, which in turn results in de facto gov-
ernment subsidies to large conglomerates, with taxpayer money as collat-
eral. As argued by Hahm and Mishkin (2000), it is important to recognize
that, although large financial conglomerates may be too big to liquidate,
they can be closed with their losses imposed on uninsured creditors.
Except under very unusual circumstances, the least-cost resolution proce-
dure must be strictly applied, imposing losses on uninsured depositors
and creditors.26

In a related context, there must be strict limitations on financial group
transactions to prevent financial conglomerates from transferring deposit
insurance subsidies extended to bank subsidiaries to other affiliated non-
bank subsidiaries. As argued by Mishkin (1999), financial consolidation
opens up opportunities to reduce the scope of deposit insurance and limit
it to narrow bank accounts, substantially reducing moral hazard. The
deposit insurance fund backed by taxpayer money must be used only to
protect insured depositors of bank subsidiaries and must be effectively
insulated from bailing out other subsidiaries.

Strengthening Disclosure Requirements and Market Discipline
Note that the increasing complexity of the asset portfolio and business
structures of large financial conglomerates substantially attenuates both
the financial authority’s supervisory capacity and the monitoring ability of
outside stakeholders. An answer to these problems is to have the financial
market discipline financial conglomerates by providing more transparent
information on the management of large financial groups and by establish-
ing a more market-based supervisory framework. In other words, it is nec-
essary to establish a strong market discipline as a complement to official
supervision.

Disclosure requirements are essential for market participants to have
relevant information, which allows them to monitor financial institutions
and keep them from taking on too much risk. A recent study by the U.S.
Federal Reserve Board indicates that disclosure requirements for large
complex banking organizations need to be strengthened in areas such as
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securitization and loan sales, internal asset risk-rating and loan loss
reserve calculations, credit concentrations by counterparty, industry, or
geography, market risks, and risks by legal entities and business lines
(Board of Governors of the Federal Reserve System 2000). In a similar vein,
public disclosure requirements need to be further strengthened for large
financial conglomerates in Korea.

With the effort to promote information transparency, supervisory
authorities need to introduce more market-based regulatory measures,
such as requiring financial conglomerates to issue subordinated debt. Sub-
ordinated debt with a ceiling on the spread between its interest rate and
the interest rate on government bonds could become an effective discipli-
nary tool. If a financial group is taking on too much risk, it is unlikely to be
able to issue subordinated debt within the designated spread cap. Hence,
compliance with the subordinated debt requirement would be a direct
way for the market to force financial conglomerates to limit their risk-tak-
ing. Alternatively, a differential deposit insurance premium could be
charged according to the interest rate on the subordinated debt. Informa-
tion about whether financial conglomerates can issue subordinated debts
and the interest rate on the subordinated debt itself can help the public
evaluate supervisors’ action, which in turn reduces the scope of regulatory
forbearance.

Early Recognition and Effective Management of Systemic Risk
As emphasized above, in the era of financial consolidation and conglomer-
ation, early detection and prevention of systemic crisis are crucially impor-
tant. To establish an effective preventive mechanism, it is critical to have
an institutional channel for communication, cooperation, and checks and
balances among related regulatory authorities—especially among the
financial supervisory authority, central bank, and the Ministry of Finance
and Economy.27

While it is the financial supervisor’s responsibility to maintain the
soundness of financial institutions, it is rather a controversial issue who
must bear the responsibility for the development and realization of sys-
temic risk. It is especially true when imprudent macroeconomic policies
cause unusual fund flows in the financial system and bring about deterio-
ration in the asset qualities of financial institutions. For instance, the mone-
tary policy of the central bank and the foreign exchange policy of the
finance ministry are more or less directly linked with credit boom-bust
cycles in emerging market countries. Also, the prudential regulation policy
of the supervisory authority is often influenced by the stabilization policy
of the finance ministry, which seems to be more politically concerned.
Another area that calls for a tight coordination among the related regula-
tors is the payment and settlement system. Disruptions in the payment
and settlement system could be a potentially significant source of systemic
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risk. The central bank, which is the overseer of the payment and settle-
ment system, must be closely coordinated with the supervisory authority,
as the failure of large conglomerates may cause a significant disruption of
the system. 

In Korea, the Ministry of Finance and Economy (MOFE) is ultimately
responsible for the stability of the entire financial system. However, there
must be operational institutional mechanisms in which the financial poli-
cies of MOFE can be coordinated with the prudential regulation and
supervisory policies of the Financial Supervisory Commission (FSC) and
the monetary policies of the Bank of Korea (BOK). The institutional
scheme must be able to systematically identify and monitor potential
sources and propagation channels of systemic risk developments and pro-
vide early warning signals for policy makers and financial institutions. 

In order for this mechanism to work effectively, an official committee
on macrofinancial supervision needs to be established, where the minister
of MOFE, the chairman of the FSC, and the governor of the BOK meet on a
regular basis and share timely information among the regulatory authori-
ties. For instance, the supervisory authority’s institutional microsupervi-
sion information must be shared with the central bank’s macroeconomic
financial market information. 

Notes 

1. According to the Tripartite Group of bank, securities, and insurance
regulators, the Basel Committee on Banking Supervision (BCBS), the
International Organization of Securities Commissions (IOSCO), and
the International Association of Insurance Supervision (IAIS)), the
term “financial conglomerate” is used to refer to “any group of com-
panies under common control whose exclusive or predominant activi-
ties consist of providing significant services in at least two different
financial sectors (banking, securities, insurance)” (Joint Forum on
Financial Conglomerates 1999).

2. Korean banks have been permitted to own securities companies as
subsidiaries since 1984.

3. Financial holding companies are defined as entities that control regu-
lated financial intermediaries—typically, depository institutions,
insurance companies, or securities firms (Howell Jackson 1997).

4. In Korea, many NBFIs are owned by the chaebol (large family-owned
conglomerates). According to the Financial Supervisory Commission,
the amount of assets for the mixed conglomerates totaled about 180
trillion won as of the end of June 2002, of which Samsung’s share of
assets totaled about 107 trillion won, or 57 percent (see Figure 7.1 for
the ownership structure of the Samsung Group). 
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5. The suspended banks and their respective acquirers are as follows:
Daedong Bank by Kookmin Bank, Dongnam Bank by Korea Housing
& Commercial Bank, Dongwha Bank by Shinhan Bank, Chungchung
Bank by Hana Bank, and Kyungki Bank by KorAm Bank.

6. Among the seven troubled banks, only Korea Exchange Bank did not
merge but received a capital injection from Commerzbank. 

7. In 2003, Woori Credit Card Company, experiencing financial distress
under a pile of NPLs, was acquired by Woori Bank. According to the
OECD report (1993), under a financial holding company, a bank’s rela-
tion to nonbank affiliates is indirect as there exists a cushion⎯a hold-
ing company⎯between them. Because the legal separation is more
extensive than in the case of the parent-subsidiary model, the cost of
producing a given mix of products tends to be more expensive. How-
ever, it is often argued that because of the indirect relationship, the
safety and soundness of the bank can be more isolated from the non-
bank affiliates and the bank may have less incentive to bail out a fal-
tering nonbank affiliate. In practice, the opposite can be said to be
true, as nonbank affiliates in distress tend to be rescued, mainly for the
purpose of protecting the group’s reputation. This is the case for the
Woori Credit Card Company, and as a result the Woori Bank’s access
to the official safety net has been indirectly extended to the nonbank
subsidiary.

8. In 2003, another financial holding company, Dongwon Financial Hold-
ings, was established. However, unlike Woori and Shinhan Financial
Holdings, only NBFIs were placed under this holding company. 

9. Indeed, KDIC currently owns Woori Financial Holdings Company,
with 86.8 percent ownership, which includes Woori, Kwangju, and
Kyongnam Banks; all three are 100 percent owned by the Woori Finan-
cial Holding Company. 

10. Regulators assessing the effect of mergers on concentration in local
financial markets typically rely on HHI. The U.S. Department of Jus-
tice divides the spectrum of market concentration into three cate-
gories: not concentrated (HHI below 1,000), moderately concentrated
(HHI between 1,000 and 1,800), and highly concentrated (HHI above
1,800).

11. For instance, the view that the erosion of bank market power is associ-
ated with financial instability can also be found in Marcus (1984).

12. The Group of 10 (Ferguson) Report (2001) suggests that consolidation
of U.S. banking organizations had only a minor effect on market
power because most M&As did not increase local concentration in a
significant way and because antitrust authorities, potential market
entrants, deregulation, and advances in technology increased the
degree of competition.
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13. Allen and Gale (2000) showed that, under search cost, a branch bank-
ing system with only two nationwide banks can lead to a perfectly
competitive pricing, while the system with multiple unitary banks
may lead to monopoly pricing. Also, contrary to the result of Bikker
and Haaf (2000), which reported a negative relationship between con-
centration and degree of competition, Claessens and Laeven (2003)
found that bank concentration is only weakly correlated with the
degree of competition as measured by H-statistics. Rather, they argued
that it is foreign bank participation and low entry barriers that foster
competitive pricing.

14. Hahm and Hong (2003) provide a diagnostic analysis on the risk
implications of bank consolidation for Korean banking industry. This
section is mainly based upon their analytical framework. 

15. Empirical evidence is mixed for the argument that large banks are
more efficient and more profitable. For instance, Berger et al. (1999)
and Hughes and Mester (1998) reported the existence of a significant
scale economy in the U.S. banking industry. Numerous authors, such
as Hannan (1991) and Calem and Carlino (1991), also supported the
positive association between bank size and market power measured,
for instance, by higher lending rate, lower deposit rate, and higher
profitability. Craig and Santos (1997) found that profitability increased
and risk decreased after the mergers of U.S. bank holding companies.
However, there also exists counterevidence. Boyd and Runkle (1993)
reported that there was no significant positive relationship between
Tobin’s q and the size of U.S. bank holding companies. Also, Akhavein
et al. (1997) and Chamberlain (1998) reported that profitability had not
significantly improved for banks that had undergone M&As.

16. In general, empirical evidence seems to be relatively favorable for the
existence of the geographic diversification effect. For instance, Benston
et al. (1995) found that the motivation for mergers in the United States
in the 1980s was mainly a risk diversification effect rather than the
exploitation of the deposit insurance put option value. Hughes et al.
(1996) found that well-diversified interstate banks could reduce insol-
vency risks. Craig and Santos (1997) found lower default risks as mea-
sured by the Z-score and lower stock return volatilities for merged
bank holding companies. Demsetz and Strahan (1997) also argued that
large banks had lower stock return volatility if their portfolios were
held constant. As for product diversification, empirical evidence is
more limited. For instance, the studies of Kwast (1989), Boyd et al.
(1993), and Kwan (1997), among others, imply that there exists a rela-
tively limited potential for product diversification benefits. 

17. A body of research investigated the potential effects of financial con-
solidation on the risk profile of large financial institutions. While Boyd
and Runkle (1993) and Craig and Santos (1997) reported a risk reduc-
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tion effect of bank mergers, Chong (1991) found that interstate consoli-
dation actually increased stock return volatility based upon an event
study of U.S. bank mergers. Boyd and Gertler (1993) also reported a
similar incentive effect for more risk-taking of large banks using U.S.
data. In a similar vein, Demsetz and Strahan (1997) argued that finan-
cial risks of large banks were not necessarily low as they expanded
risky loan portfolios exploiting the diversification effect. De Nicolo
(2000) found that default risks of large banks measured by Z-score
index actually increased with bank size, not only for U.S. banks but
also for European and Japanese banks, which implies more aggressive
risk-taking of large institutions. De Nicolo et al. (2003) also reported
evidence that the Z-score index was systematically lower and thus
default risk was higher for both financial conglomerates and large
financial firms based upon the data for world’s 500 largest financial
firms.

18. The Group of 10 (Ferguson) Report (2001) suggests that interdepen-
dencies among large and complex banking organizations have
increased over the last decade in the United States and Japan and have
begun to increase in Europe. De Nicolo and Kwast (2002) investigated
the systemic risk potential presented in the U.S. banking industry over
the period of 1988–99 based upon correlation measures of stock
returns of large and complex banking organizations and found a posi-
tive consolidation elasticity of stock return correlations. They inter-
preted the evidence as suggesting that the systemic risk potential
increased with consolidation in the banking industry. As for the cross-
country studies, empirical evidence is mixed. Beck et al. (2003), using
a logit model, found that banking crises were less likely in countries
with a more concentrated banking system. On the other hand, De
Nicolo et al. (2003) reported that the aggregate Z-score index obtained
from the top five banks in each country was significantly negatively
associated with the degree of bank concentration. That is, bank consol-
idation is positively associated with the systemic risk potential. 

19. At each point in time, we first computed a cross-correlation matrix of
industrial production indices among fourteen major cities and
provinces using the prior twenty-four months’ industrial production
time series, and then the average cross-correlation was obtained based
on the matrix. Seasonally adjusted industrial production series were
used.

20. The cross-correlation coefficient at each point in time was computed
using the previous twenty-four month time series for monthly
changes in log stock price indices of three financial services industries.

21. At each point in time, we computed cross-correlation coefficient from
daily stock returns during the last one month period. The sample peri-
od began from November 2001, when Kookmin and Korea Housing
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Bank merged into Kookmin bank. Note also that stock prices of Woori
Financial Holdings were available only from June 2002 due to the
restructuring and merger process.

22. In the United States, the financial holding company—a bank holding
company that, having met certain capital, managerial, and community
reinvestment criteria, can engage in any financial activity pursuant to
the Gramm-Leach-Bliley Act of 1999.

23. The Joint Forum, which was established in 1996 under the auspices of
the BCBS, IOSCO, and IAIS, has proposed techniques that facilitate
the assessment of capital adequacy on a groupwide basis for financial
conglomerates and identification of double or multiple gearing, in
which the same capital is used simultaneously as a buffer against risk
in two or more legal entities (Joint Forum 1999). The Joint Forum pre-
scribes three methods for the measurement of the group capital of
financial conglomerates: the building-block prudential approach, the
risk-based aggregation approach, and the risk-based deduction
approach. The risk-based deduction method emphasizes the amount
and transferability of capital available to the parent or other members
of the group. Essentially, this approach takes the balance sheet of each
company within the group and looks through to the net assets of each
related company, making use of unconsolidated regulatory data.
Under this method, the book value of each participant in a dependent
company is replaced in the participating company’s balance sheet by
the difference between the relevant share of the dependent’s capital
surplus or deficit. Any holdings of the dependent company in the
other group companies are also treated in a similar manner. However,
any reciprocal interest, whether direct or indirect, of a dependent com-
pany in a participating company is assumed to have zero value and is
therefore to be eliminated from the calculation. 

24. Prompt corrective action provisions were first introduced in April 1998
for commercial banks and merchant banking corporations and then
subsequently extended to securities and insurance companies in June
1998 and to investment trust management companies and credit spe-
cialized financial companies in 2001. According to the provision, for
instance, banks are classified into five groups by the BIS capital ratio
and the CAMELS–based evaluation results of bank management.
CAMELS is the evaluation criteria for bank performance and denotes
capital adequacy, asset quality, management, earnings, liquidity, and
sensitivity to market risk, respectively. The supervisory authority
could impose various corrective measures whenever banks’ BIS ratios
and management evaluation grades fall below predetermined criteria.

25. LOPECM denotes lead subsidiaries, other subsidiaries, parent, earn-
ings consolidated, capital adequacy consolidated, and managerial
composite.
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26. In December 2000, the Korean government passed the Special Act on
Public Fund Management, according to which the Public Fund Over-
sight Committee was established under the Ministry of Finance and
Economy. While the principle of least-cost resolution was formally
introduced in the act, it is still possible that the principle can be
applied in a discretionary way by the judgment of the committee over
systemic risk concerns. To prevent regulatory forbearance in large
financial conglomerates, the conditionality for systemic risk exception
must be explicitly set out and strengthened further.

27. Kim (2004) provides a comprehensive and detailed case study of the
recent failure of credit card industries in Korea and emphasizes the
importance of a cooperative and mutually accountable system among
public regulatory bodies such as the Ministry of Finance and Econo-
my, Bank of Korea, the Financial Supervisory Service, and the Korea
Deposit Insurance Corporation. 
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8. Risk and Capital Regulations on SME Loans
in Korea
Hyeon-Wook Kim and Chang-Gyun Park

Introduction

In a global financial market, many emerging market financial systems face
serious challenges stemming from two separate but closely related issues.
The first challenge is the growing trend toward the conglomeration and
convergence of financial services across the global financial markets. In
coping with these trends, not only financial institutions but also financial
regulators are working diligently to measure the risks brought about by
consolidation and concentration, as well as seeking optimal directions to
manage those risks. Second, a new capital adequacy framework is being
prepared to replace the original Basel Accord by year-end 2006, and it is
expected to change the financial regulation system to be more risk sensi-
tive. In fact, the Basel Committee on Banking Supervision is responsible
for proposing capital requirements for banks operating internationally; but
countries that are not members of the thirteen nations represented in the
committee are not required to adopt the guidelines established by the com-
mittee. Still, pressures from evaluations of international financial markets
have been strong enough to get the attention of financial regulators and
begin preparation plans. 

Korea, especially from the perspective of financial system develop-
ment as an emerging market country, has not proven to be an exception to
these challenges. To address the growing trends of financial globalization
and consolidation, there is recognition that replacing traditional institu-
tion-based regulations on capital with a system that is function based is
necessary. In this respect, Korean financial regulators launched a project to
integrate financial laws into a consolidated legal system based on financial
activities. However, the directions of the newly proposed amendments to
the financial laws indicate that, though the removal of regulatory asymme-
tries is necessary, the Korean financial system will maintain the regulatory
principal of separating the three major financial activities—banking, insur-
ance, and securities—for the foreseeable future. Thus, Korean financial
regulators seem to have more time to address the challenge of financial
consolidation.

In contrast, the challenge of strengthening regulation on capital ade-
quacy, in preparation of adopting the New Basel Accord, appears to have
more imminence in the eyes of Korean financial regulators as well as
financial institutions. In Korea, any changes in capital requirement with
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respect to the credit risks of small and medium-sized enterprise (SME)
exposures are a matter of particular interest, reflecting the decline in the
proportion of credit among large corporations from 15.6 percent at year-
end 1997 to 5.3 percent at year-end 2003. In contrast, household and SME
credit increased from 51 trillion won to 249 trillion won and from 92 tril-
lion won to 217 trillion won in the same period, respectively. In light of
this, comprehensive regulatory measures have been implemented to curb
household lending, as well as to alleviate the rising threat of default on
household loans. Moreover, increasing delinquency rates of SME loans
recently have grabbed the attention of Korean regulators in preparation of
the proposals established by the Basel Committee.

Loans to small and medium-size enterprises are generally considered
to differ from loans to large businesses. Since lenders face fixed lending
costs, lending to small firms is by definition more expensive in terms of
per dollar lent. In addition, the relationship between the owner/manager
of an SME and a bank is often very close. Also, SMEs are more informa-
tionally opaque. Because of these structural features, many comments
have been made concerning the first draft of the New Accord; in particu-
lar, the problem associated with calibrating credit risk for SMEs. Many of
the comments argue that the risk-weight curve was too steep and too high,
which induced too high risk-weights for SMEs, since many of these firms
are generally characterized by relatively high probabilities of default rela-
tive to large businesses. Indeed, there are concerns that capital charges that
are too large could lead to credit rationing among small firms, thereby
possibly reducing economic growth, given the importance of SMEs in the
Korean economy.1 In response to these comments and concerns, the Basel
Committee (BIS 2003) introduced major changes in formulating the risk-
weight in order to reduce that associated with SME exposures, assuming
there is a positive relationship between the obligor’s size and correlation,
as well as a negative relationship between probability of default (PD) and
correlation.2 However, it may not be rational for bank regulators of emerg-
ing market countries to loosen their grip by giving special treatment favor-
able to SME exposures, since adopting the New Accord without any con-
sideration of a country’s specific risk correlation in terms of SME
portfolios could be problematic in the sense that the mandatory capital
requirement may not be sufficient to cover the economic capital for SME
portfolios. 

Despite the overall importance of credit correlations in credit risk
modeling, but more importantly, in calibrating the risk weight formula
under the New Accord, there is little literature that attempts to compute
credit correlations. Lopez (2004) used a KMV–type structural model taking
an asymptotic single-risk-factor approach and using data from equity mar-
kets to provide estimates for large firms. To our knowledge, only Dietsch
and Petey (2004) estimate correlation especially for SMEs. Using a one-fac-
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tor credit risk model, the authors found that a negative relationship
between credit correlation and probability of defaults assumed in formulas
in the New Accord cannot be supported by data on French and German
SMEs. 

In this paper, we examine the current issues regarding capital regula-
tion in Korea, while placing emphasis on the importance of identifying the
risk profile of lending portfolios of banks, so that financial regulators can
design a sound capital requirement scheme. Using large samples of Kore-
an SMEs with a multifactor risk model that extends the framework of Mer-
ton (1974), this paper investigates the relationship between the size and
credit correlation of obligor SMEs.

Our paper is organized as follows. The following section gives a brief
background on the portfolio structure of the Korean banking industry,
along with concerns related to financial regulators, focusing on SME expo-
sures. The next section presents the multifactor credit risk model used to
compute credit correlations and data, in addition to an analysis on the
relationship between the credit correlation and size of SMEs in the bank’s
portfolio. The final section concludes the paper.

Features of the Korean Banking Industry

Changes in the Portfolio Structure of the Korean Banking Industry
Before the crisis of 1997, Korean banks concentrated on lending to indus-
trial conglomerates (chaebol), making it difficult for consumers and SMEs
to secure credit. Afterwards, Korean banks strengthened their commercial
orientation, allowing them to refocus their activities on their most prof-
itable lending opportunities. Indeed, Korean consumer credit has risen
rapidly during the postcrisis years, in which outstanding household loans
increased from 51 trillion won at the end of 1997 to 249 trillion won at the
end of 2003 (Table 8.1).

Table 8.1. Changes in outstanding loans of Korean banks (billion KRW)

1998 1999 2000 2001 2002 2003

Total loans –61 48,981 59,361 47,158 100,336 63,174

Corporate loans –1,971 23,328 22,588 5,794 38,693 33,155

To large businesses 1,111 3,008 4,484 –9,814 1,681 –3,633

To SMEs –3,081 20,320 18,104 15,608 37,012 36,788

Household loans 1,910 25,653 36,772 41,736 61,797 29,599

Note: Numbers are of the deposit money banks in Korea. All figures
indicate end of year. 

Source: Bank of Korea, financial supervisory services.
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A large part of this increase was due to structural changes in the bank-
ing sector. Following the crisis, banks became increasingly aware of the
risks associated with lending to chaebol-affiliated firms, at which time the
banks were focused on reducing their debt. Consequently, this led to
intense competition among banks to increase lending in the high-profit
and low-risk household sector.3 The rising share of household loans was
accompanied by an expansion in total lending, as the financial health of
banks was restored as a result of the successful restructuring program.
Moreover, rising real estate prices raised the collateral value of house-
holds, allowing them to borrow more money.

In addition, loans to SMEs expanded quite substantially in the postcri-
sis period. Although bank loans to large businesses decreased slightly due
to the reduced demand for funding among large companies, there was
heightened demand for short-term funding among SMEs in order to
increase production activities, as the domestic economy recovered from
the crisis. In particular, following the government’s measures to rein in
household lending, banks that had difficulty in identifying suitable targets
for the operation of their funds extended loans to service-oriented busi-
nesses and small business proprietors, which was a contributing factor in
expanding loans to SMEs. During the five years following the crisis, from
the end of 1998 to 2004, SME loans in Korea more than doubled, increasing
from 89 trillion won to 217 trillion won. Indeed, the figures show that as
total corporate loans increased from 121 trillion won to 245 trillion won in
the same period, the share of SME loans increased from 73.7 percent to
88.7 percent, while loans to large companies decreased from 32 trillion
won to 28 trillion won (Figure 8.1).4

Figure 8.1. Outstanding loans of Korean domestic banks by sectors

Note: Numbers are of the deposit money banks in Korea. 
Source: Bank of Korea, Financial Supervisory Services.
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Risk Management of Banks and Regulatory Response
These changes in the portfolio structure of the Korean banking industry
suggest that the appropriate credit risk management of household and
SME loans is key in maintaining the soundness of banks. With respect to
household credit, various measures have been taken by the Korean finan-
cial supervisory authority to lessen the negative impact of a possible mas-
sive default among existing household loans. As household credit rapidly
increased as described in the previous section, concerns surfaced that the
soundness of banks was at risk due to the looming threat of default among
household loans. In the second half of 2002, delinquency rates for house-
hold loans started to rise, and since then the Korean government has
worked to curb household lending among banks.5 The financial superviso-
ry commission raised mandatory provisions for household loans (April 23
and October 11, 2002) and made adjustments by lowering the loan-to-
value ratio for loans secured with housing as collateral (September 9 and
October 11, 2002). Those measures by and large succeeded in curbing the
upward trend of household loans or accelerating its downward trend
afterward. Considering that these measures taken by the regulatory
authority were expected to help Korean banks in alleviating the cost bur-
den related to managing household credit risk, the somewhat generous
treatment of household or individual consumer exposures under the mod-
ified risk weights formula recently proposed by the Basel Committee (BIS
2003) seems suitable for Korean banks in this respect.6

With respect to SME exposures in the Korean banking industry, there
seems not to have been a regulatory reaction against its risk so far. The
delinquency rates on SME loans have been increasing recently, partly due
to continuing stagnant domestic demand since the second half of 2003. In
fact, delinquency rates as a whole for SME loans increased from 2.69 per-
cent in September 2003 to 2.98 percent in April 2004. For individual enter-
prises, such as small business proprietors, loans increased from 2.89 per-
cent to 3.10 percent during the same period. In comparing the delinquency
rates for loans to large companies that decreased from 0.84 percent to 0.42
percent, these numbers suggest that the credit risk associated with SME

Table 8.2. Delinquency rates on the corporate loans of Korean banks (%)

2001 2002 9/2003 2003 4/ 2004

Total corporate loans 1.9 1.8 2.4 1.9 2.6

To large businesses 1.8 1.1 0.8 0.6 0.4

To SMEs 1.9 2.0 2.7 2.1 3.0

Individual enterprises 2.0 2.1 2.9 2.2 3.1

Source: Financial supervisory services.
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loans is quite substantial, especially considering the large proportion of
SME loans to total corporate loans. In response to the rising risk of SME
loans, Korean banks appear to be taking a more prudent approach in their
credit assessment of SMEs (Table 8.2 and Figure 8.2).

On the government side, however, it seems that preventing a possible
credit crunch in the SME sector is the only matter of concern for the Kore-
an financial supervisory authority. When banks tighten credit controls
over the SME sector, it may lead to credit rationing among SMEs and
could reduce economic growth. But financial regulators play a role in
supervising the activities of financial institutions, as well as maintaining
stability in the financial system to support economic growth. In regulating
the banks, financial authorities are burdened with a fine balancing act
between curtailing the activities of domestic banks as part of its regulatory
mission and providing enough support so as to ensure the role of banks in
the allocation of sufficient capital resources to the production industries.
While the motives of regulators seem to be at odds, economic growth
potential could be threatened if regulators are consumed by the role of
supporting economic growth. For example, regulators overly concerned
with ensuring an adequate supply of loans to SMEs to secure financial sta-
bility may loosen regulation on bank capital.

Even in the discussions and comments surrounding the New Basel
Capital Accord, also known as Basel II, we could find similar concerns.
After the first version of the New Accord was drafted, many economists
and policy makers from various countries pointed out the problem associ-
ated with calibrating credit risk for SMEs.7 They argued that the risk-
weight curve was too steep and too high, which induced too high risk-
weights for most of the SMEs. These criticisms shared a common belief
that loans to SMEs differ from loans to large businesses since the relation-

Figure 8.2. Delinquency rates on the loans of Korean banks by sectors

Source: Financial Supervisory Services.
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ship between the owner/manager of an SME and a bank is often very
close and SMEs are more informationally opaque. That is, because lenders
face fixed lending costs, lending to small firms is by definition more
expensive in terms of per dollar lent. In fact, the concern is that capital
charges that are too large could lead to credit rationing among SMEs,
thereby possibly reducing economic growth.

As a response to these comments and concerns, the Basel Committee
(BIS 2003) introduced changes in the formula used to calibrate in order to
reduce the risk-weight on SME exposures.8 The committee introduced an
adjustment in the risk-weight formula under the IRB (internal
ratings–based) approach for corporate credit to firms with turnover 
between C= 5 and C= 50 million by, more precisely, changing the correlation 
formula with a term that reduces the value of the correlation proportion-
ately to the size of the firm. Furthermore, banks that treat their SME expo-
sures as a homogeneous portfolio (in the same way as they treat their retail
exposures) are permitted to apply the retail IRB capital requirements to the
portfolio with a more favorable retail risk-weight formula as long as the
bank’s exposure of any individual SME (with turnover between C= 1 
and  C= 5 million) is less than  C= 1 million.9

These recent adjustments in the risk-weight formula for SME loans
also allow Korean bank regulators to have some more leeway, since the
proportion of SME loans to total corporate exposure in the Korean banking
industry is slightly less than 90 percent and about 60 percent of SME loans
can be treated as “retail exposures” by banks. Thus, Korean regulators
may be persuaded not be concerned about the occurrence of a serious SME
credit tightening when adopting the New Accord as a financial superviso-
ry standard.

Basel II and Agenda for Korean Bank Supervisors
The treatment of SME exposures is viewed as especially important in
countries like Korea, where SMEs comprise a significant component of the
industrial sector and the banking industry’s loan portfolio. Under the New
Accord proposed by the Basel Committee, lower capital requirements are
allowed at up to 20 percent for SME exposures compared to exposures to
larger firms. Given the importance of SMEs in the Korean economy, treat-
ing credit risk differently on loans for SMEs and large businesses by apply-
ing different correlation terms proportional to the size of a firm as pro-
posed by the New Accord seems to be acceptable. 

Credit correlation, which is also referred as the default correlation, is
an important factor in determining the distribution of losses in a bank loan
portfolio. In order to assess risk at the portfolio level, capturing the corre-
lations between individual exposures is crucial. In most of the credit risk
models, the correlation measures the degree of sensitivity of the probabili-
ty of default to the systematic risk factors that represent the “state of the
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economy.”10 The more individual bank loans tend to react simultaneously
to systematic risk factors the greater will be the risk for a portfolio.

Under the proposed New Accord, banks will be permitted to separate-
ly distinguish exposures to SMEs from large firms. For banks opting to use
the standardized approach for SME exposures, a risk-weight for general
corporate exposures would be applied, while continuing to apply the 8
percent capital requirement (under the original Basel Capital Accord).
However, for exposures to very small firms, banks would be able to apply
the fixed retail credit risk-weight of 75 percent to calculate the minimum
capital requirement: K=EAD�0.75�0.08, where K is the capital require-
ment for SME exposures and EAD is the exposure at default of the SME
credit.

If a bank chooses the advanced internal ratings based (A-IRB)
approach for SME exposures, the bank must estimate PD and LGD as well
as EAD and consider the maturity factor.11 With these risk components, the
minimum capital levels required against SME credit are calculated using
the same formula as for general corporate exposures:

where �(�) is the cumulative distribution function for the standard
normal, C is the confidence level, � is the credit correlation, M is the matu-
rity of exposure, and B(PD) is the maturity adjustment term that is a func-
tion of PD. 

Therefore, one can find that the required capital as a function of the
probability of default can vary substantially depending on the correlation
coefficient assumed. In particular, since the foundation approach sets the
maturity at 2.5 years and assumes no maturity adjustment, the formula for
minimum required capital could be simplified as 

and it is also easy to find that if the correlation is 0, as in an extreme
case, the capital requirement is just K=EAD�LGD�PD, and if the correla-
tion is 1, the extreme opposite, the capital requirement is K=EAD�LGD.

The New Accord proposed various formulas to calculate the correla-
tion for corporate exposures and made a firm size adjustment (i.e.,
0.04�(1–(S–5)/45)) for exposures to SME obligors:12
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Correlation for exposures to large firms

Correlation for SME exposures

The small business exposures also can be treated as retail exposures
when taking the IRB approach. For retail exposures other than residential
mortgage exposures and qualifying revolving retail exposures, lower
ranges in credit correlation are allowed under the New Accord compared
to corporate exposures:13

Correlation for retail exposures

Therefore, considering that the required capital calculated using for-
mulas under the IRB approach increases with the correlation, banks can
reduce the capital requirement for SME exposures by treating them as
retail exposures.

Since the Basel Committee’s new proposal allows banks to apply a
more favorable retail risk-weight formula to very small businesses, as
shown above, and Korean financial regulators may adopt the New Accord
with quite minor modifications subject to national discretion, Korean
banks that provide corporate credit mainly to SMEs will be able to benefit
substantially by adopting the New Capital Adequacy Accord.

However, it is not proven to be rational for bank regulators of emerg-
ing market countries to loosen their grip and allow banks to treat more
than half of their corporate credit portfolio as retail exposures. Since small
firms are considered to be more sensitive to downturns in macroeconomic
conditions than larger firms, the probability of default among risky small
businesses tends to increase in a recessionary period. Therefore, handling
small firms as retail exposures using a more favorable risk-weight formula
has two implications for regulators. First, regulators should assume that
the degree of increase in the credit correlation of a bank’s SME portfolio in
respect to the size of the borrowing firm is greater than what is assumed
under the firm-size adjustment term. Second, regulators should also
assume that the degree of decrease in the correlation of SME portfolio in
respect to the PDs is greater than what is assumed by the correlation for-
mula for the corporate exposures.14 However, if these assumed positive
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relationships between obligor’s size and correlation as well as the negative
relationship between PDs and correlation are not verified, adopting the
New Accord without any consideration of a country’s specific risk profile
in the SME sector could be problematic in the sense that the mandatory
capital requirement may not be sufficient to cover the economic capital for
SME portfolios.

In addition, the problem of the systemic risk adds a new dimension
that needs to be resolved by financial regulators in adopting the special
treatment of SME exposures. Under the new regulation on capital, banks
would be allowed to establish their own credit risk management system to
find levels of risk characteristics, which is calculated by the system as the
most reasonable for their own portfolio, such as the probability of default
(PD), the loss given default (LGD), exposure at default (EAD), and default
correlation. However, even though each bank maintains capital above the
level that is equivalent to the economic capital of its portfolio, it may not
be enough when considering that the increasing credit risk of a bank’s
portfolio can easily spread to other banks. Therefore, in setting out the
credit correlation formula for SME exposures, the financial regulatory
authority has to examine not only the correlation of the individual bank’s
SME portfolio but also the default correlation for SME portfolios in aggre-
gate for the whole banking industry.

In the following section, we analyze the credit correlations of Korean
SMEs to provide direction for modifying the risk-weight formula that the
Financial Supervisory Services may need to determine the level of national
discretion when it adopts the New Accord as the major regulatory frame-
work for bank capital.

Empirical Analysis

The Multifactor Credit Risk Model
Most of the credit risk models assume that the variance of PDs and corre-
lations are driven by one or several risk factors. Here, the “risk factors”
represent various sources that change in the obligor’s financial situation,
which then influences the credit worthiness of obligors and, as a conse-
quence, the portfolio’s asset value (business cycle, for example). Though
we used the multifactor model to compute the asset correlation in this
paper, a brief introduction of the one-factor model may be better suited for
illustrative purposes (Gordy 2000; Dietsch and Petey 2004). In the one-fac-
tor model, each obligor i’s state (that is, the credit indicator for the obligor
i) is driven by an unobserved latent random variable Ui , which is defined
as a linear function of a single systematic factor Z and a specific idiosyn-
cratic factor �i :
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where Z and � are i.i.d. random variables following the standard nor-
mal distribution and E[Z�i]=0. The systematic factor represents the state of
the economy and measures the effect of the business cycle on the default
rate. Hence, the weight �i assigned to the systematic risk factor measures
the sensitivity of obligor i to evolving general economic conditions. Since
these sensitivities are identical for all obligors in the same portfolio
(�i=��i,), the correlation between latent variables for the two obligors  and
in the same portfolio can be written as:

As � increases, all obligors tend to be more correlated, while as �
decreases, idiosyncratic risk prevails. Therefore, the degree of correlation
between loan values is determined by the sensitivity of the latent variables
to the systematic factor and the squared sensitivity �2 is the asset correla-
tion �.

In the multifactor model, it is assumed that the variances and correla-
tions of obligors’ credit indicators are determined by two or more risk fac-
tors. Analogous to the definitions of the one-factor model, one can decom-
pose the unobserved latent random variable Ui deriving obligor i’s credit
indicator into K systematic risk factors and the idiosyncratic risk factor as
in (1):

where , Zk is the k the systematic risk factor (k=1, ......,
K) and �ik measures the obligor i’s sensitivity to the systemic factor . Here
we also assume that Zk and �i are i.i.d. standard normal random variables
and E[Zk�i]=0. In the multifactor model, it is generally assumed that the
sensitivity of one obligor to a certain systematic factor is identical to that of
another obligor in the same portfolio or group (�ik=�k ,�i,k). Under these
assumptions, it can be easily shown that the correlation between credit
indicators of the two obligors  and  in the same portfolio is calculated as
the squared sum of sensitivity parameters �k :

where � is now the degree of correlation between credit indicators of
two obligors in the same portfolio.
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We further divide the systemic factors into KM macroeconomic factors
and KP portfolio-specific factors. Since a portfolio-specific factor by defini-
tion affects only a single portfolio, the credit indicator for an obligor  in
Portfolio  can be written as:

where

Computation of Correlation
The multifactor model presented above shares its structure with the basic
one-factor model framework of Merton (1974). Following Merton’s model,
the obligor’s state or financial position at the end of the planning horizon
also depends on the location of the latent variable relative to a “threshold”
value, which defines default in the multifactor model. That is, an obligor
defaults if the credit indicator falls below the default threshold. Since the
latent variable is assumed to be a standard normal random variable, we
can set the default threshold level for Portfolio l such that the probability
of default for an obligor i in the Portfolio l, pi is equivalent to the probabili-
ty of the latent variable being smaller than the threshold value:

, where �� is the cumulative distribution function
for standard normal. Thus, the cut-off value �l is simply calculated as

.
From the discussions above, we can construct the conditional proba-

bility of default with the realization of the factors in the latent variable:

where .
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Applying an inverse transformation and making the change in the
variable gives:

where 
By regressing the inverse normal of the conditional probabilities 

to the macroeconomic factors, we can estimate the parameter vector

from the regression:

On the other hand, the residual volatility gives the sensitivity of the
inverse normal to the portfolio-specific factor:

where and .

Note that 

and 

Finally, we can obtain a set of parameter estimates by substituting
back to get:

We can calculate an estimate of the correlation using the relationship
in (2).

Estimation

Data and Construction of Portfolios
The data consists of information taken from the balance sheets and income
statements of Korean SMEs compiled by D&B Korea. This database pro-
vides financial and nonfinancial information on companies in three cate-
gories: (1) companies listed on the Korean Stock Exchange (KSE) and KOS-
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DAQ, (2) externally audited companies,15 and (3) other companies. The
database includes all listed and externally audited companies and some
other companies for which periodic acquisition of required information is
possible.

For the purpose of this study, an SME is defined as a company that
either does not exceed a total capital of 8 billion won or 300 employees. We
construct the SME portfolio according to the Standard Industrial Classifi-
cation (SIC) or asset size. In doing so, a delicate balancing effort between
two criteria was required. First, the portfolios were designed with compa-
nies that had similar industrial characteristics or asset size of economic
interest. The second criterion was insuring that these portfolios had a suffi-
cient size of obligors and credit to reduce small sample concerns.

The SMEs in the database were rearranged in seven groups according
to industrial categories. There are three portfolios for the manufacturing
sector (Portfolios A, B, C), one for construction (Portfolio D), one for
wholesale and retail sales (Portfolio E), one for real estate–related services
(Portfolio F), and one for other services (Portfolio G).16 With respect to asset
size, an economically meaningful criterion for constructing the portfolios
was less obvious. Hence, we chose size categories to ensure that we cap-
tured important aspects in terms of size differential; however, careful
attention was given to make the portfolios large enough to provide mean-
ingful empirical results. We allocated all companies into seven groups
according to asset size so that each of the Portfolios 1, 2, and 3 include 25
percent of the sample, while each of the Portfolios 4 and 5 include 12.5 per-
cent of SMEs in the sample.17 Tables 8.3 and 8.4 summarize the financial
characteristics of the SME portfolios classified by industrial category and
asset size, respectively.

Table 8.3. Portfolios of SMEs by industrial categories (million KRW)
Portfolio Number of Current Total Current Total Capital

companies assets assets debt debt stock

A 2,034 11,841 25,284 10,204 14,002 3,670

B 2,834 10,556 20,123 9,227 13,414 3,171

C 1,831 10,637 22,546 9,504 13,343 2,664

D 982 23,163 33,943 17,026 29,511 4,290

E 1,784 9,933 17,495 10,458 22,169 2,879

F 305 36,038 98,927 23,882 66,305 21,978

G 1,287 8,329 23,834 8,141 15,462 4,311

Note: All numbers are averages for companies in each portfolio based on
balance sheet of year 2003.

Data: D&B Korea.



Risk and Capital Regulations on SME Loans in Korea 267

Macroeconomic Factors
To extract macroeconomic factors assumed to dictate the latent variable in
(3) and, consequently, to systemically drive the default probabilities of
each portfolio, eight macroeconomic variables are considered: KOPSI stock
index (KOPSI), industrial production (IP), wholesale and retail index
(SALE), unemployment rate (UNEMP), GDP, yield on three-month CD
(CD), yield on three-year corporate bond with A- grade (CBOND), and
terms of trade (TOT).

To do so, annual data for the variables from 1992 to 2003 was obtained
from the Bank of Korea’s statistical database and Korea National Statistical
Office. First, subtracting the sample mean and dividing by the sample
standard deviation, we obtain a time series of standardized factor returns
for the macroeconomic factors. Next, we obtain a set of independent fac-
tors such as the linear combination of the correlated macroeconomic fac-
tors using a principal component analysis. The use of principal compo-
nents reduces the number of factors used in estimating the model. Figure
8.3 shows the proportion of variance that each of the principal components
explains and the cumulative contributions. The first four principal compo-
nents explain for about 96 percent of the comovements of all eight macro-
economic factors. Hence, we keep the first four principal components for
the analysis to follow and treat the last four principal components as cap-
turing comovements among macroeconomic variables due to nonsystem-
atic noise.

Figure 8.4 plots the factor loadings for the remaining four principal
components. For example, the first principal component, which explains
for 43 percent of the comovements of the macro variables, has a positive
weight (loading) on CD, CBOND, UNEMP, GDP and TOT and a negative
weight on KOSPI, IP, and SALES.

Table 8.4. Portfolios of SMEs by asset size (million KRW)
Portfolio Upper Current Total Current Total Capital

bound assets assets debt debt stock

1 3,672 950 1,539 769 1,053 452

2 10,594 3,951 7,224 3,677 5,086 1,546

3 22,950 8,399 15,585 7,762 10,484 2,480

4 58,978 18,832 36,067 16,824 23,975 5,212

5 – 65,106 161,531 57,448 124,799 24,520

Note: All numbers are averages for companies in each category based on
balance sheet of year 2003. Upper bound indicates the largest total
assets for each portfolio.

Data: D&B Korea.
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Definition of Default Event
The D&B Korea database does not assign a credit rating to almost all of the
SMEs unless they are listed on the KSE or KOSDAQ markets. Therefore, it
is impossible to compile a time series based on credit ratings for each
obligor or credit measures based on historic records of default rates, which
is regarded as elemental in most credit risk models.

Instead, we define a default event when a firm cannot cover its interest
payments with operating profits three years in a row, that is:

where yl
it is the default indicator for obligor i in Portfolio l at time t

and IPCR l
it is the interest payment coverage ratio for obligor i in Portfolio l

at time t defined as the ratio of earnings before interest and tax (EBIT) to
interest payment. We can calculate the default rate for Portfolio l at time t,
plt as:

where It is the number of obligors belonging to Portfolio l.
There are at least two reasons, theoretical and practical, for choosing

IPCR as the default indicator rather than a traditional measure such as his-
torically observed default probabilities of each portfolio. First of all, IPRC
would be a reasonable substitute for observations on actual defaults in the
absence of an extensive and reliable set of records on the default history of
SMEs. Analyzing the default behavior of Korean firms with D&B Korea’s
database, Kang et al. (2000) show that an IPRC of less than 1 for three suc-

Figure 8.3. Proportion of variance explained by principle components
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cessive years is an excellent predictor for “actual” default in the near
future.

Second, since we are more interested in accessing the overall degree of
credit correlation for SME portfolios in the economy rather than the SME
portfolio exposures of individual financial institutions, it would be better
to take IPRC as a measure of creditworthiness. Due to the lack of an exten-
sive and reliable network of credit rating systems and accumulation of
credit history on individual borrowers, financial institutions in Korea have
almost always depended on the value of a collateral in making loan deci-
sions, especially for SMEs. Though the practice of risk management in
Korean financial institutions, particularly banks, has improved significant-
ly since the foreign exchange crisis in 1997, it is still too soon to say that the
Korean financial industry has equipped itself with a properly working risk
management system. The system does not seem to work appropriately
mainly due to the lack of sufficient data to input into already installed risk
management models. It now seems to be a well-established proposition
that it would take at least one more business cycle to accumulate an ade-
quate amount of information to evaluate the performance of the current
risk management system.

We obtain a time series of default probabilities for each portfolio using
(7) annually from 1992 to 2003. The statistical summary of default proba-
bilities for each portfolio is reported in Tables 8.5 and 8.6. 

Portfolio F (real estate) exhibits the highest average and volatility, fol-
lowed by Portfolio G (services). On the other hand, the manufacturing sec-
tor represented by Portfolios A, B, and C shows a low and stable default
pattern. In terms of asset size, the most conspicuous pattern is the positive
correlation between asset size and average default rate; that is, larger firms
measured by asset size tend to fail more frequently than smaller ones.
Considering the correlation structure among portfolios in Table 8.7, firms

Figure 8.4. Factor loadings for the first four principle components
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in the lower half-tail of size distribution (Portfolios 1, 2) show a different
default pattern from the ones in the upper half-tail (Portfolios 3, 4, 5).

Estimation of Parameters
Equipped with time series data based on default rates for each portfolio
and standardized factors obtained from a principal component analysis of
correlated macroeconomic factors (variables), we can estimate the regres-
sion model in (5). The results are reported in Tables 8.7 and 8.8.

Based on the estimates from the regression and the relationships given
in (6) and (7), we can calculate a set of parameter estimates for the final
interest reported in Tables 8.9 and 8.10.

It is now a pretty straightforward job to obtain the proportion of vari-
ances in the inverse normal values of default rates contributed by systemic
factors and portfolio specific factors. The larger the contribution of sys-
temic factors the greater the portion of correlation explained by systemic

Table 8.5. Correlation matrix for default probabilities: Industrial
categories

A B C D E F G

A 111 –0.5201 0.4589 –0.0216 0.0769 0.5871 –0.1431

B 1 0.1125 0.2408 0.6374 –0.6033 0.7656

C 1 0.5657 0.5865 0.4986 0.1805

D 1 0.2029 0.2912 –0.0393

E 1 0.0702 0.4516

F 1 –0.6494

G 1

Average 0.0307 0.0259 0.0429 0.0502 0.0317 0.1474 0.0634
S.d. 0.0033 0.0136 0.0113 0.0210 0.0083 0.0373 0.0201

Table 8.6. Correlation matrix for default probabilities: Asset size

1 2 3 4 5

1 1 0.8626 –0.0028 –0.2041 –0.7174

2 1 –0.0033 –0.1997 –0.6658

3 1 0.7854 0.1182

4 1 0.5135

5 1

Average 0.0157 0.0221 0.0520 0.0714 0.0908

S.d. 0.0120 0.0138 0.0091 0.0134 0.0126
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comovement of macroeconomic variables. Both systemic and portfolio-
specific factors constitute the correlation of default probabilities of obligors
belonging to the same portfolio. 

Interpretation and Policy Implications

Credit Risk Correlation
The first and second columns of Table 8.11 present the proportion of vari-
ance attributable to systemic and portfolio-specific factors for the seven
portfolios categorized by industrial characteristics of obligors and five
portfolios categorized by the obligor firms’ asset size. From the first seven
portfolios classified by industry, we could find that the portfolios of SME
exposures in the real estate–related service industry and other service
industries (Portfolios F and G) have credit risks that are not sensitive to
macroeconomic factors. In contrast, the credit risks of SME exposures in
the construction industry (Portfolio D) and wholesale and retail sales
industry (Portfolio E) are highly susceptible to systematic risk factors.

For portfolios classified by size of the obligor SMEs, our analysis
shows that the portfolios of larger SMEs tend to have risk characteristics
that are less dependent on systematic elements. This result seems inconsis-
tent with the general theory on portfolio diversification, since as a firm

Table 8.7. Regression for multifactor Merton model: Industrial categories

A B C D E F G

� –1.8725 –1.9740 –1.7298 –1.6816 –1.8676 –1.0617 –1.5461

Pc1 0.0089 0.0169 0.0397 0.0126 0.0318 0.0063 0.0376

Pc 2 0.0179 –0.0293 0.0022 –0.0158 0.0051 0.0104 –0.0208

Pc 3 0.0138 –0.0413 –0.0119 –0.1605 –0.0017 0.0055 0.0289

Pc 4 0.0081 0.0320 0.0009 0.0331 0.0565 0.0391 0.0001
–R2 0.9627 0.6333 0.2134 0.3385 0.1395 0.2464 0.5018

Table 8.8. Regression for multifactor Merton model: Asset size 

1 2 3 4 5

a –2.3486 –2.0708 –1.6312 –1.4722 –1.3401

Pc 1 0.0219 0.0352 0.0259 0.0276 0.0041

Pc 2 –0.0373 0.0036 –0.0044 0.0110 0.0005

Pc 3 –0.2058 –0.1385 0.0066 0.0327 0.0206

Pc 4 0.2883 0.0597 –0.0271 –0.0013 –0.0074
–R2 0.5954 0.5507 0.4021 0.4471 0.1057
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grows larger and takes on more assets, its risk and return characteristics
should more closely resemble the overall asset market and be less depen-
dent on idiosyncratic elements of individual business lines.18

The third column of Table 8.11 presents the credit correlation for the
same twelve portfolios of Korean SMEs constructed according to the oblig-
or firm’s industrial characteristics and asset size. The estimated correlation
values for the first seven portfolios indicate that the differences between
the portfolios based on industrial characteristics are very large. In particu-
lar, the SME portfolio in the construction industry (Portfolio D) has the
highest credit correlation value, 5.46 percent, while the real estate–related
service industry has the second highest value, 0.92 percent. Portfolio A,
representing the SMEs in the medium-tech manufacturing industry, has
the lowest correlation value; however, even the estimated correlation val-
ues for each portfolio in the manufacturing sector represented by Portfo-
lios A, B, and C are quite different from each other. These differing values
suggest that the financial supervisory authority needs to take into consid-
eration the industrial composition of the banks’ SME exposures when it

Table 8.10. Parameter estimates: Asset size

1 2 3 4 5

� –2.3486 –2.0708 –1.6312 –1.4722 –1.3401

�M
l 1

–0.0182 –0.0331 –0.0257 –0.0274 –0.0041

�M
l 2

0.0309 –0.0034 0.0044 –0.0109 –0.0005

�M
l 3

0.1704 0.1305 –0.0065 –0.0325 –0.0205

�M
l 4

–0.2387 –0.0563 0.0269 0.0013 0.0074

� P
l

–0.2348 –0.1812 –0.0761 –0.0880 –0.0771

�
l

0.8280 0.9425 0.9927 0.9903 0.9935

Table 8.9. Parameter estimates: Industrial categories

A B C D E F G

� –1.8725 –1.9740 –1.7298 –1.6816 –1.8676 –1.0617 –1.5461

�M
l 1

–0.0089 –0.0167 –0.0395 –0.0125 –0.0316 –0.0062 –0.0373

�M
l 2

–0.0179 0.0289 –0.0022 0.0157 –0.0051 –0.0104 0.0207

�M
l 3

–0.0138 0.0407 0.0119 0.1594 0.0017 –0.0055 –0.0287

�M
l 4

–0.0081 –0.0315 –0.0009 –0.0328 –0.0561 –0.0388 –0.0001

� P
l

–0.0401 –0.1580 –0.1111 –0.1665 –0.0931 –0.1660 –0.1568

�
l

0.9989 0.9855 0.9930 0.9734 0.9935 0.9855 0.9865
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adopts the New Accord and proposed special treatment of SME exposures
using the risk-weight formulas. In other words, regulation on a higher
level of capital may be required for banks whose SME portfolios are con-
centrated with firms from the construction or service industry.

For the following five portfolios based on asset size, we found a
greater difference between the estimated correlation values. The portfolio
with the smallest SMEs (Portfolio 1) has the highest credit correlation
value, 14.24 percent, and the portfolio with the largest SMEs (Portfolio 5)
has the lowest correlation value, 0.64 percent. In addition to the large dif-
ferences in correlation values between the portfolios based on firm size,
we found that the default correlation values for portfolio decreases as the
asset size of the obligor firms increase. As already mentioned above
regarding the proportion of variance contributed by systemic and portfolio
specific factors, this result also seems inconsistent with the general theory
on portfolio diversification. This also indicates that the positive relation-
ship between the obligor’s size and credit correlations assumed using the
risk-weight formula proposed by the Basel Committee cannot be support-
ed in Korea. However, considering that Table 8.7 shows a positive relation-
ship between SME size and average probability of default of the respective
portfolio, our results can be supporting evidence of a negative relationship
between probability of default and credit correlation. 

Results of the bivariate analysis using the constructed portfolios based
on both industrial characteristics and asset size also show evidence argu-

Table 8.11. Systemic and portfolio specific risks
Portfolio 

Portfolio Systemic factors specific factors Correlation

A 28.9229 71.0771 0.2264

B 13.0969 86.9031 2.8710

C 12.1366 87.8634 1.4037

D 49.2466 50.7534 5.4603

E 32.4715 67.5285 1.2848

F 5.7457 94.2543 2.9246

G 9.6943 90.3057 2.7236

1 98.8605 1.1395 14.2427

2 86.0280 13.9720 5.4152

3 98.2879 1.7121 0.7229

4 97.1565 2.8435 0.9679

5 94.5877 5.4123 0.6438
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ing against the existence of a positive relationship between the obligor’s
size and credit correlation. Even though the proportional relationship is
not clear in some industry categories, the estimated credit correlations for
the smaller SME portfolios are consistently greater than for the larger
SMEs in all respective industry categories.

Simulation of Loss Distribution
Based on the multifactor credit risk model estimated in the previous sec-
tion and detailed information on credit exposures of all SMEs included in
the study, we can simulate a loss distribution for SME loan portfolios in
Korea. We can also easily calculate the level of capital required to cope
with the maximum expected loss for a given level of confidence.19 The
results of the simulated level of required economic capital will then be
compared with the minimum capital charge for SME loans proposed by
the New Basel Accord to examine the reasonability of the new proposal in
Korean context. 

A firm’s exposure is calculated as the sum of short-term and long-term
debt, with some minor corrections.20 We compute the credit exposures of
11,057 firms from D&B Korea’s 2003 database. The descriptive statistics are
reported in Table 8.12. The distribution skews extremely to the left and has
a very thick left tail.

Each simulation consists of the following four steps: (1) drawing a ran-
dom sample from an independent quint-variate standard normal distribu-
tion and calculating the probability of default by using a multifactor credit
risk model and the estimated coefficients; (2) computing the expected total
number of defaults for each portfolio; (3) drawing a random sample with
the size computed in step 2 from the corresponding portfolio; and (4)
aggregating the exposures of all sampled firms and taking 50 percent of
the sum as loss realized for the simulation.21 We repeat the simulation
10,000 times for the portfolios constructed by asset size. The distribution
and descriptive statistics of the simulated losses are in Figure 8.5 and Table
8.13, respectively. Like the distribution of exposures, the simulated loss
shows an extremely skewed and thick left-tailed distribution. Simulated

Table 8.12. Descriptive statistics: SME credit exposure (million KRW)

Total exposure 93,624,653

Average 6,987

Standard deviation 22,282

Median 2,571

Skewness 23

Kurtosis 786
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losses range from 0.4 percent to 38.9 percent of total exposure, and average
loss is almost twice as large as the median loss.

We can compute the required economic capital defined as the differ-
ence between the maximum simulated loss for a given percentile and aver-
age simulated loss. The first column of Table 8.14 shows required econom-

Table 8.13. Descriptive statistics: Simulated loss (%)

Average 4.87

Standard deviation 4.54

Median 2.30

Minimum 0.46

Maximum 38.90

Skewness 2.87

Kurtosis 9.26

Figure 8.5. Simulated loss distribution: Portfolios by asset size

Table 8.14. Comparison of required capital ratio (%)

95.0 9.3 4.0 3.2 2.2

99.0 15.1 7.4 5.7 3.7

99.9 17.1 12.4 9.4 5.8

Models

Percentile

Multifactor
model

(simulation)
A–IRB with  no

adjustment
A–IRB with SME

adjustment
A–IRB with retail

adjustment

Model by the New Basel Accord
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ic capital computed from the simulated loss distribution for various confi-
dence levels. 

For comparison’s sake, we also compute the required capital ratio tak-
ing the A-IRB (Advanced Internal Ratings-Based) approach under various
scenarios proposed by the New Basel Accord.22 Required economic capital
from the multifactor model for a 99 percentile of loss distribution is 15.13
percent, which is far above the 8 percent required level of capital ratio
under the current accord. On the other hand, the A-IRB approach under
the New Accord results in a more favorable environment for SME loans in
the sense that the required capital charges are lower than the current level.
For example, if all exposures in the sample are treated as SME loans,
allowing for adjustments in credit correlation, only 5.7 percent of the total
exposures are designated as capital to cushion the unexpected loss at the
99 percent confidence level. The required ratio is even lower, at 3.7 percent,
when all exposures are treated as retail exposures, which is very unlikely if
we take into account the fact that companies in our sample are located in
the upper band of the size spectrum among small and medium enterpris-
es. 

One of the most notable features in Table 8.14 is the large discrepancy
in required capital ratios computed between the simulated loss distribu-
tion and the formula proposed by the New Accord. Simulated loss distrib-
ution using a multifactor model calls for a higher capital charge of 9.4 per-
cent than the New Accord, even after SME adjustment. As the findings
reveal, the message is clear for Korean financial supervisors. It could be
extremely dangerous to follow the recommendations set out by the New
Accord—that is, taking a lenient position toward SME loans without prop-
er consideration of the distinctive features of the Korean market.

In spite of the very useful information delivered by the analysis in this
section, the interpretations should be taken with great caution. The results
of this analysis should not be used to set an indiscriminate standard for all
SME loans since the default probability is most likely to be different from
that of an individual bank’s SME portfolio. Second, values of many key
parameters such as loss given default are arbitrarily assumed to obtain the
final result reported in Table 8.14. With an exact configuration of those key
parameters, we may end up with a different level of required economic
capital ratio, even though obtaining a smaller ratio required by the New
Accord is highly unlikely.

Conclusion

In this paper, we examined the current issues regarding capital regulation
in Korea, while placing emphasis on the importance of identifying the risk
profile of bank lending portfolios so that financial regulators can design a
sound capital requirement scheme. After considering the directions of the
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newly proposed amendments to the financial laws, we came to a tentative
conclusion that Korea will most likely continue to maintain separation
between banking, insurance, and securities for the foreseeable future.
Hence, rather than focusing on issues regarding capital requirement under
a consolidated financial structure, our analysis focused on other important
issues related to risk-based capital, as well as on the regulatory framework
for capital requirement that is about to change with the adoption of the
New Capital Adequacy Accord. 

In carrying out our study, we took into consideration the following
characteristics of the Korean banking industry. First, most of the assets of
bank portfolios consist of household and SME credit. Second, the recently
implemented regulatory measures to curb the expansion of household
credit have been by and large successful in maintaining the soundness of
the banks’ portfolios for that sector. Accordingly, this paper has placed pri-
ority on analyzing the risk characteristics of SME exposures along with the
capital requirement as a way to cope with the risks associated with SME
obligors. 

Taking large samples of Korean SMEs and running a multifactor risk
model that extends the framework of Merton (1974), this paper draws an
important policy implication on the relationships between the obligor
SME’s size and credit correlation. Note that the recently proposed formu-
las for the risk-weight by the Basel Committee allow for favorable lending
treatment toward small businesses under the assumptions of positive rela-
tionships between obligor’s size and correlation, as well as the negative
relationship between PDs and correlation. Accordingly, if the assumptions
turn out to be incompatible with the empirical evidence taken from
Korea’s experience, the regulatory capital requirement set by the New
Accord may not be sufficient to cover the economic capital for SME portfo-
lios.

The results of our analysis, first of all, show that the correlation of
SME exposures decreases as the asset size of the obligor firms increases.
This indicates that the positive relationship between obligor’s size and
credit correlations assumed in the risk-weight formula proposed by the
Basel Committee cannot be supported in Korea. In this light, Korean finan-
cial regulators should be careful in adopting the New Accord, especially
when treating small business exposures as retail exposures. However, in
contrast to our second concern, our analysis found a negative relationship
between the probability of default and credit correlation assumed under
the risk-weight formula proposed by the Basel Committee. This suggests
that treating credit risks differently for SME loans and large business loans
by applying different correlation terms proportional to the size of a firm
seems to be somewhat acceptable and, in turn, can be adopted by Korean
banks and regulators without major modifications.
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Our results also suggest that the financial supervisory authority needs
to place emphasis on the industrial composition of SME exposures when it
adopts the New Accord and proposed special treatment of SME exposures.
The differences between the estimated correlation values for portfolios
based on industrial characteristics were quite large. In particular, regula-
tors may require banks to have a higher level of capital for SME portfolios
that are concentrated in firms from the construction or service industry.

Finally, the simulation exercise based on the multifactor model reveals
that the level of capital charge against SME loans to cope with maximum
unexpected loss with a reasonable degree of confidence might be much
higher than recommended by the New Basel Accord. It would be ill
advised to follow the recommendations set out by the New Accord and
take a lenient position toward SME loans without proper considerations of
the distinctive features of the Korean market.

It may be premature to evaluate the capital requirement framework
for SME exposures in the New Accord and therefore suggest detailed
directions of its application to the Korean financial regulatory system,
since more revisions are likely before the final draft. To cover all the bases,
it is also worthwhile to mention the limitations of our analysis. First, the
observation period might be too short to cover at least an entire business
cycle. This could bring about a selection bias in the measurement of PDs,
giving way to the possibility of a misleadingly low volatility in the proba-
bility of defaults. The only solution that addresses this would be to accu-
mulate new data over time. Second, the estimated correlations were com-
puted based on a very large sample of Korean SMEs that maybe
quasi-exhaustive. This could lead to an underestimation of the credit cor-
relation, since the size of the individual bank’s SME portfolios can be far
smaller than the data we used, and consequently a bank may observe a
higher correlation in its book. Thus, the results of the empirical analysis in
this paper should be interpreted with some caveats in mind.

Notes

1. In Korea, for example, there were approximately 3.0 million SMEs
employing 10.4 million persons, or 86.7 percent of the workforce. As
for the manufacturing value-added, SMEs accounts for 52 percent (in
2002) of GDP.

2. The most important change was to propose different risk-weight func-
tions for SMEs and large businesses. Indeed, the committee intro-
duced an adjustment in the risk-weight formula for firms with
turnover between  C= 5 and  C= 50 million. More precisely, the correlation 
formula is adjusted by a term that reduces the value of the correlation
proportionately to the size of the firm. In addition, banks are allowed 
to apply the more favorable retail risk-weight formula to very small
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businesses (with turnover between  C= 1 and  C= 5 million), provided that 
the bank’s total exposure to any one firm remains below  C= 1 million.

3. Household loans carry higher interest rates than corporate loans and
are exempt from the burden of contributions to the Korea Credit Guar-
antee Fund (0.3 percent p.a.). Loans secured by housing collateral also
attract a lower risk weighting (50 percent, corporate loans 100 percent)
in the calculation of the BIS capital adequacy ratio.

4. During the same five years (1999–2003), the total loans of Korean
banks increased from 196 trillion won to 515 trillion won.

5. The delinquency ratio of Korean banks’ household loans decreased
from 2.4 percent at the end of 2000 to 1.2 percent in June 2002, but it
rose again in the second half of 2002 to 2.6 percent in the first half of
2003.

6. The New Basel Capital Accord allows banks using the standardized
approach to compute the minimum capital requirements against retail
credits, including consumer loans and very small business loans, with
a 75 percent risk-weight—substantially smaller than the 100 percent
risk-weights under the current rules. In fact, it is an empirical question
to be analyzed whether the proposed level of 75 percent risk-weight is
enough to cover the risk of retail credit in the emerging market coun-
tries that are generally considered to have different risk profiles for
consumer credits compared to advanced countries, such as member
countries of the Basel Committee.

7. SMEs are defined by the Basel Committee as those with less than  C= 50
million in annual turnover.

8. The committee first proposed the New Basel Capital Accord in Decem-
ber 2001, with revisions in July 2002 and April 2003. More revisions
are likely before the final adoption of the accord. By year-end 2006,
Basel II is expected to replace the original Basel Accord, which was
implemented in 1992.

9. The Bank for International Settlements (BIS 2001:55) defines retail
credit as “homogeneous portfolios comprising a large number of
small, low-value loans with either a consumer or business focus, and
where the incremental risk of any single exposure is small.” These
types of loans include loans to individuals such as credit cards and
residential mortgages, and SME loans could also be included as long
as the bank treats these facilities the same way it treats other retail
credits.

10. In the estimation of loan loss distribution, parameters such as the
probabilities of default and their variance determine credit correla-
tions. Therefore, a good calibration of these parameters is an impor-
tant element in portfolio risk management.

11. The Basel Committee has created two subcategory approaches to the
IRB approach: foundation and advanced. Under the foundation
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approach, as a general rule, banks provide their own estimates of PD
and rely on supervisory estimates for other risk components. Under
the advanced approach, banks provide more of their own estimates of
PD, LGD, EAD, and M, subject to meeting minimum standards. In
both cases, banks must use the risk-weight functions provided for the
purpose of deriving capital requirements.

12. S is expressed as total annual turnover in millions of euros, with 
values of S falling in the range of equal to or less than  C= 50 million or
greater than or equal to  C= 5 million. Reported turnovers of less than  
C= 5 million will be treated as if they were equivalent to  C= 5 million for 
the purpose of the firm-size adjustment for SME obligors. Subject to
national discretion, supervisors may allow banks, as a fail-safe, to sub-
stitute total assets of the consolidated group for total turnover in cal-
culating the SME threshold and the firm-size adjustment. However,
total assets should be used only when total sales are not a meaningful
indicator of firm size (BIS 2003).

13. The credit correlation formula for the retail exposures indicates that
the New Accord assumes the correlation for retail exposures cannot be
smaller than 0.02 or larger than 0.17; that is, it should be in the range
of 0.02–0.17. Note also that the correlation for the corporate exposures
is assumed to be in the range of 0.12–0.24, and for the SME exposures,
0.08–0.24. In January 2004, the Basel Committee on Banking Supervi-
sion modified the risk-weight functions and related formulas to move
to an “unexpected-loss-only” risk-weighting construct by decompos-
ing the original risk-weight functions in to “expected loss” and “unex-
pected loss.” As a result, the correlation coefficients for the retail expo-
sures were changed from 0.02 to 0.17 in the original formula to 0.03 to
0.16.

14. The assumption of an inverse relationship between PD and correlation
assumed in the correlation formula for the corporate exposure is
already quite controversial. Most academic studies find a direct rela-
tionship such that firms with higher quality and thus lower default
probability tend to have less systematic risk and therefore lower corre-
lations, whereas firms with lower quality and thus higher default
probability are more subject to market shocks and therefore have high-
er correlations. See Allen and Saunders (2003) for a discussion.

15. The law on the external auditing of incorporated companies in Korea
requires that an incorporated company with assets larger than 7 bil-
lion KRW should have various financial documents such as balance
sheets examined by external auditor(s). 

16. Further details on the constructing portfolios of SMEs can be found in
Table 8.15. 

17. The threshold values dividing portfolios are different across fiscal
years covered by the sample.
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18. The general theory of portfolio diversification suggests that, as the
number of different securities within a portfolio increases, the portfo-
lio becomes more diversified and the idiosyncratic element of the
portfolio’s return becomes less important (Lopez 2004). An analogous
view could be taken with respect to a firm’s asset size as above.

19. To be exact, required economic capital is defined as the difference
between the maximum level of loss for a given confidence level and
average loss.

20. Funds borrowed from affiliated companies, shareholders, and employ-
ees are deducted to capture the external indebtedness of a firm.

21. The procedure assumes that loss given default is 50 percent.
22. The computational details are explained above. The probability of

default is assumed to be 4.04 percent, taken from the average default
probability in the sample. We set the effective maturity at one and a
half years to reflect the average maturity for SME loans in Korea. Loss
given default is set to be 45 percent, which is a typical LGD applied to
senior claims without collateral.
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Comments
Howell E. Jackson

Having recently written on the problems of implementing a system of con-
solidated capital supervision for financial conglomerates, I find myself in
agreement with much of what Professor Hahm and Dr. Kim have to say
about the challenges of supervising financial conglomerates.1 In particular,
I agree with their claim that the impact of financial conglomeration on
institutional risk-taking and systemic risk is ambiguous. This is a point I
have explored in my own writing on the subject, albeit in a slightly differ-
ent mode of analysis than the one presented in their paper. My examina-
tion of the subject focused on theoretical indeterminacy as to whether capi-
tal requirements of financial conglomerates should be greater than or less
than the sum of the capital requirements of regulated entities within a con-
solidated group. To the extent that financial conglomerates are more diver-
sified geographically and across financial sectors, consolidation should
tend to produce more stable organizational structures, requiring less regu-
latory capital. On the other hand, financial conglomerates may also
impose certain additional risks on their operating units—such as the risk
that financial difficulties in one affiliate will cause additional losses or a
decline in market confidence in other entities within the same organiza-
tion—and effects of this sort could make the entities operating within a
consolidated structure more prone to failure than are independent entities
and thus deserving higher regulatory capital requirements. How these
effects balance out is impossible to determine a priori.

While making similar points about the indeterminacy of conglomerate
risk, Hahm and Kim are centrally concerned with whether the recent con-
solidation associated with Korean financial conglomerates might have
increased riskiness of financial conglomerates, as these organizations have
become so large that regulatory officials will be unwilling or unable to
impose adequate supervision. The relationship between size and regulato-
ry oversight is a nice and important point. As Hahm and Kim note, ana-
lysts often assume that monopoly rents will tend to reduce firm riskiness,
as this competitive advantage produces a unique asset—almost an addi-
tional layer of capital—that will disappear should the firm holding a dom-
inant market position fail. If, as Hahm and Kim’s analysis suggests, the
efficacy of financial regulation decreases as financial firms become consoli-
dated, then the cushion of monopoly rents may be more than offset by a
decrease in supervisory control, thereby increasing individual firm risk
and potentially systemic risk.
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Having raised the possibility that financial conglomeration may have
negative implications for regulatory control under certain circumstances,
one must then face the empirical question of whether this drawback (along
with other drawbacks of the conglomerate form) outweighs the benefits of
financial conglomerates, principally through geographic and product
diversification but also through operational efficiencies. On this score,
Hahm and Kim present some original research into various correlations
within industry sectors and across industry sectors in the Korean financial
services market. While correlations vary in different contexts, their inter-
pretation of the data is that correlations in performance are relatively high,
suggesting that the benefits of diversification are lower than one might
have expected.

While these correlations are suggestive, I believe more work on this
dimension of their analysis would be fruitful. Benefits from diversification
exist even when activities have positive correlations, even correlation coef-
ficients well above 0.5. There are, in addition, more comprehensive mea-
sures that can be used to compare the risk profiles of consolidated and
unconsolidated activities.2 It would be interesting to assess the impact of
consolidation of financial services firms in Korea with these broader mea-
sures. The Korean case is of particular interest because it appears that the
capitalization of Korean financial intermediaries has increased in the post-
crisis period, albeit with a substantial volume of government investment.
Inasmuch as the default risk of individual institutions depends on both
earnings variability and capital, measures of conglomerate riskiness that
reflect both differences in earnings variability and capital support would
be useful.3

An even larger question raised in the Hahm and Kim paper concerns
the policy implications of their analysis: What should Korean regulators
do to address the fact that Korean financial conglomerates may enjoy
smaller diversification benefits than assumed and may also be subject to
reduced supervisory scrutiny because of the difficulty that regulators will
encounter disciplining these firms once large financial conglomerates are
in place? Hahm and Kim offer a number of sensible suggestions here, but
each of their principal suggestions has its own limitations.

One approach they recommend is imposing a more stringent system
of prompt corrective action on financial conglomerates. While laudatory,
prompt corrective action depends on accurate capital measures, and at the
present time we lack a good system of capital adequacy regulation for con-
glomerates (partially because it is so difficult to determine the effect of
consolidation on group risk). The Basel II proposals include some rudi-
mentary rules governing financial conglomerates, but their approach is
crude, making adjustments for neither diversification benefits of financial
conglomerates nor the unique risks that financial conglomerates may pose
nor the too-big-to-fail considerations that Hahm and Kim identify.4 Plus
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there is the problem of determining how much capital financial conglom-
erates should hold for nonfinancial affiliates and minority interests in
other firms. To the extent that prompt corrective action depends on accu-
rate measures of groupwide capital adequacy, reliance on this regulatory
tool is hardly a perfect instrument for supervisory control.

As an alternative, Hahm and Kim also recommend increased supervi-
sory oversight of financial conglomerates. In making this recommenda-
tion, they follow Pillar 2 of the Basel II Accords, as well as the recently
adopted European Union Directive on Financial Conglomerates. And there
is much to commend this approach; where formal rules of regulatory over-
sight are infeasible, more open-ended supervisory standards are a logical
alternative. One should not, however, underestimate the difficult that
supervisors face in gaining enough knowledge of the business of a com-
plex financial conglomerate to understand with genuine sophistication the
risk profile of such a firm. Firms themselves are constantly revising their
own risk analyses and often make mistakes or revise practices. At best, I
think, supervisory oversight can try to understand how financial conglom-
erates monitor and manage firmwide risks. On occasion, it may be clear
that some firms are not following practices adopted elsewhere in the
industry, and supervisors may be well situated to require the adoption of
best practices in the field. To the extent that the activities of one affiliate
within the group generate risks for other affiliates, managers should be
attentive to this interdependence, and regulatory officials can benefit from
gaining a better understanding of how management assesses these risks
that are unique to financial conglomerates. One should, however, recog-
nize that there are certain kinds of risks—in particular systemic risks—that
firms themselves are unlikely to police. After all, the possibility that a con-
glomerate’s failure might have negative implications for other aspects of
the economy is not a matter of great interest to management. What man-
agement cares about is the possibility that a firm will fail—not systemic
risks that regulators may confront after the failure. 

On the issue of market concentration, Hahm and Kim’s paper makes
me wonder whether there is not a better way to deal with the possibility
that financial consolidation might reduce the intensity of supervisory
oversight. Their paper’s analysis proceeds on the assumption that once
firms get over a certain size, their market power starts to undermine regu-
latory efficiency.5 But if that is the case, another approach would be for
financial regulators to limit the ability of firms to enter into mergers or
acquisitions above the relevant threshold. U.S. banking regulators engage
in such an exercise when reviewing bank mergers and routinely order
divestitures of branches in certain markets if the acquisition would push
market concentrations above certain levels.6 Not only would this approach
reduce the ability of financial conglomerates to extract monopoly rents—
the primary motivation for divestitures in the United States—but it would
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also retain the efficacy of regulatory oversight of most concern to Hahm
and Kim. (One could imagine similar regulatory scrutiny and potential
divestiture orders if market concentration occurred as a result of internal
growth as opposed to acquisitions.)

Finally, as a foreign observer of Korean financial regulation, I cannot
help but be struck by the limited role of foreign competition in the Hahm
and Kim analysis. In both their discussion of geographic markets and their
assessment of the difficulties that Korean regulators would face in disci-
plining larger financial conglomerates, Hahm and Kim give little attention
to the role of foreign markets and foreign firms. One could, for example,
consider analyzing the benefits of geographic diversification by taking into
account the ability of financial conglomerates to expand outside of Korea
(or for that matter of foreign firms to expand into the country). In addition,
to the extent that Korean regulatory officials feel constrained in their abili-
ty to liquidate large domestic financial conglomerates, one solution would
be to sell those firms (or portions thereof) to foreign entities. While other
political considerations may complicate such transactions, the existence of
foreign purchasers would increase the ability of Korean regulators to resist
the temptation to prop up failing domestic firms with a substantial market
presence. At least this is an option that may warrant further study.

Notes

1. See Jackson (2005). 
2. For an analysis making use of broader measures in assessing the impact

on risk through financial conglomerates, see Kuritzkes et al. (2003).
3. For example, another approach to the subject is to use Z-scores, which

factor in both variations in profitability as well as capital levels, thereby
given a measure of the likelihood of failure. A number of studies cited
in the Hahm and Kim paper report Z-scores.

4. See Jackson (2005).
5. Note that the evidence that Hahm and Kim present on this issue is fair-

ly weak. Indeed, much of their evidence points more toward the Korean
financial services markets being relatively competitive. Even the HHI
indices they report are not especially troubling, aside from the insur-
ance industry.

6. See Jackson and Symons (1999).
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Comments
Hyun Song Shin

The Basel II proposals, recently agreed upon, have some peculiarities. One
of them is the treatment of small and medium-sized enterprises (SMEs),
the subject of the current paper. Under the advanced internal
ratings–based approach (A-IRB) that will be used by most major banks in
the G-10, the capital charge for loans to SMEs is lower than that for general
corporate borrowers for any given probability of default. Moreover, dur-
ing the negotiations on Basel II, it was agreed that for banks that treat their
SME exposures as a homogenous portfolio (in the same way as they treat
their retail portfolio) and where the exposures are small (less than 1 mil-
lion euros), the banks are permitted to apply the risk-weight formula for
retail exposures applied in calculating the capital charge. The consequence
for the total capital charge can be seen in the following chart (Figure C.1).

The retail capital charge curve is considerably flatter than for the gen-
eral corporate curve, as well as being lower. This flattening of the retail
curve (and hence the capital charge on loans to very small firms) was
achieved through an assumption on the correlation in the defaults in a
portfolio. The capital charge increases with the degree of correlation in
defaults. Thus, to achieve a flattening of the capital charge curve, the Basel
Committee agreed that the assumed retail correlation was to be lower and
declining in the probability of default. In particular, the assumed relation-
ships give rise to the following plots (Figure C.2) for the relationship
between probability of default (PD) and the correlation of defaults (rho).

290

Figure C.1. Capital charges under current proposals
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Two points are worth noting: (1) As default probability rises, the corre-
lation falls; and (2) for any given probability of default, the correlation is
smaller for very small firms.

These assumptions on default correlations are not obvious proposi-
tions. Nor has the Basel Committee given clear explanations of these
assumptions. Rather, these assumptions are better seen as classic cases of
reverse engineering. If the model does not deliver the result you want,
then manipulate the model to achieve the desired result.

During the early consultation stages of Basel II, there was considerable
disquiet among some of the members of the Basel Committee that the new
rules would have a negative impact on the credit to small firms and that
this credit would be highly procyclical. The assumption on correlations
was designed to achieve the desired flattening of the capital charge curve.
The fact that the threshold size of the firm was denominated in euros (5 to
50 million euros) gives a clue as to who was pushing for this provision. In
Germany, domestic support for Basel II would have been far more difficult
to achieve without a recognition of the importance of the continuity of
bank credit to small firms.

Many similar issues arise in Korea. The proportion of SME loans in the
total corporate exposure to Korean banks is now almost 90 percent, and
about 60 percent of SME loans can be treated as “retail exposures” by
banks. Thus, the special treatment of SME lending in Basel II gives consid-
erable breathing space to Korean banks and may be of some comfort to
Korean regulators in case Basel II is adopted in Korea.

However, in this very interesting and well-executed empirical paper,
the authors note that the actual empirical evidence is not kind to the
assumptions underlying Basel II’s treatment of SMEs. Through a multifac-
tor Merton model, they show, using Korea data from 1992 to 2003, that the

Figure C.1. Relationship between probability of default (PD) and the
correlation of defaults (rho)



292 Hyun Song Shin

correlation of SME exposures is smaller for larger firms—the opposite of the
assumed relationship. (The paper also raises a number of interesting tech-
nical questions. The authors use yearly data and define a default as the
inability of a firm to cover its interest payments with operating profits
three years in a row. One question is how much the results are due to the
financial crisis in 1997. Another more general issue is whether correlations
are the appropriate measure of interrelationships in default situations
rather than, say, extreme tail behavior or copulas.) This is evidence against
assumption 2 above. There is also some evidence from French and German
data that assumption 1 is not supported by the empirical evidence. Dietsch
and Petey (2004), cited by the authors, show that there is no such negative
relationship between credit correlation and the probability of default.

Is this a problem for Basel II?
In one respect, the fact that loans to SMEs are treated more favorably

than can be justified by the empirical evidence may be desirable. To the
extent that Basel II will amplify the economic cycle due to its procyclical
nature, any way of dampening the effect of the cycle will be welcome. The
argument, roughly, is that if there is a distortion in the framework anyway,
then the introduction of another distortion acting in the opposite direction
will be beneficial.

However, this argument applies to a given loan portfolio. It is an ex
post argument. The problem is that banks’ incentives will also be affected
by the rules on capital charges, and this will affect the actual composition
of the loan portfolio by affecting the incentives that banks face. If the capi-
tal requirements are more lenient toward retail and SME loans, the man-
agement strategy of the banks will increasingly be focused on these types
of loans, and the credit risk of the overall portfolio will be affected accord-
ingly. 

The issue is the endogeneity of credit risk arising from the portfolio
decisions of banks, which in turn arise from the rules on capital require-
ments that are in place. The recent problem of household credit card debt
in Korea is a good example of how credit risk depends on the past behav-
ior of lenders. The authors of the paper also report that in recent years, the
composition of the loan portfolio of Korean banks has shifted markedly to
household and SME exposure, away from exposure to large firms. The
proportion of credit to large firms has fallen from 15.6 percent at the end of
1997 to just 5.3 percent at year-end 2003. In contrast, household credit has
increased from 51 trillion won to 249 trillion won, and SME credit has
increased from 92 trillion won to 217 trillion won in the same period. Thus,
the adoption of Basel II will further shift the balance toward retail and
SME loans.

Very similar issues are raised for G-10 countries, as can be seen from
the results of the third quantitative impact study (QIS 3) for Basel II. The
QIS 3 study, published in May 2003, covered around 350 banks across forty
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countries and estimated the likely effect on required capital for the given
portfolios in place at the time. For the G-10 countries, the banks were
grouped into large (Group I) and small (Group II) banks. The changes in
the required capital reported by QIS 3 are reported below (Table C.1).

The table illustrates a number of important findings. The first is the
importance of retail activity. The QIS 3 report states that “banks with a
large proportion of retail exposures generally have significantly lower cap-
ital requirements in the new approaches relative to current levels, reflect-
ing the generally lower risk in this portfolio.” On average, Group 2 banks
have a higher proportion of retail activity. These results also suggest that
the current rules under Basel I apply high risk-weight to retail activity.
Thus, retail banking is likely to gain most from Basel II since overall risk
weightings for retail activity under the IRB approach—which many
important banks will adopt initially—will fall by around 50 percent. Retail
mortgages, unsecured loans, and credit card business will all see signifi-
cant reductions in required capital. Under the standardized approach,
qualifying retail loans (e.g., unsecured loans and certain SME loans) will
see a drop in weightings from 100 percent to 75 percent and a reduction in
mortgage weightings from 50 percent to 35 percent. Banks lending mainly

Table C.1. Changes in the required capital reported by QIS 3
IRB 

Standardized IRB Foundation Advanced

Group 1 Group 2 Group 1 Group 2 Group 1

Portfolio % change in capital requirement

Corporate 1 –10 –9 –27 –14

Sovereign 19 1 47 51 28

Bank 43 15 45 –5 16

Retail (total) –25 –23 –45 –44 –49

Residential mortgages –27 –20 –53 –44 –58

Non-mortgage retail –23 –20 –34 –26 –41

SME (total) –4 –6 –15 –17 –13

SME corporate 1 1 –11 –3 –3

SME retail –13 –12 –26 –24 –31

Securitized assets 86 51 104 62 130

Overall credit risk 0 –11 –7 –26 –13

Overall change 11 3 3 –19 –2

Source: QIS 3.



294 Hyun Song Shin

to the small and medium-sized enterprises will similarly benefit from
Basel II. 

Under Basel II, securitized asset portfolios will carry a higher capital
charge and will trigger increased capital requirements for the same pool of
assets. Among the G-10 countries, the impact will be felt most in the Unit-
ed States, which has led the way in securitization. The effects in Korea will
be even larger. The asset-backed securities market would be dealt a major
blow by Basel II with the punative rates of capital that are applied to asset-
backed securities (ABS). For Korea, ABS have played an important role in
the restructuring of the banking system since the financial crisis of 1997.
The impact on the ABS market will have far-reaching effects for the whole
banking sector.

The new operational risk charge also plays an important role in
explaining dispersions. The capital requirement for some specialized
banks (e.g., banks specializing in asset management) will see substantial
increases in capital required. As the new charge for operational risk is
mainly revenue based, large banks with significant capital market activity
are put at a disadvantage. This is the case under the IRB Foundation
Approach. Capital market banks will be further penalized by higher capi-
tal due to securitization exposures and the fact that they can only reap
modest benefits from relatively limited exposure to retail credits. In gener-
al, banks specializing in areas such as asset management and custodial ser-
vices will be among the main losers of Basel II, and these banks have been
especially vocal in their lobbying efforts to remove the operational risk
charge or to move it from Pillar 1 to Pillar 2 (to supervisory review), in
which case the operational risk charge would be at the discretion of the
national regulators.

Banks with large sovereign debt exposures are likely to see large
increases in required capital, especially for the riskier emerging market
borrowers. We will return to this issue later in connection with the cost of
Basel II for emerging market economies.

In general, we may expect some important shifts in the strategies pur-
sued by banks in response to Basel II. First, banks are likely to push more
capital into retail activities to take advantage of lower capital require-
ments. More broadly, Basel II will alter the relationships surrounding com-
mercial lending in fundamental ways. The increased risk sensitivity
brought about by Basel II will promote the use of risk-adjusted pricing and
will also put pressure on the practice of cross-subsidizing across different
debtor classes. Loans to borrowers with a higher credit rating will require
less capital, resulting in lower capital costs. This will result in strongly dif-
ferentiated conditions for corporate clients. Good credit ratings will trigger
lower interest rates, while borrowers with lower ratings will have to pay
higher interest rates. The strongly differentiated conditions for corporate
clients will improve the competitive situation for companies with high
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creditworthiness. Companies with lower ratings will increasingly come
under pressure to improve their creditworthiness through increased inno-
vation and higher-value products and processes. 

In addition, the fact that Basel II will bring regulatory capital more in
line with economic capital is likely to affect the strategic decision making
at banks relating to which business lines to pursue. One can expect banks
to streamline their business line portfolios and focus their activities on
where they have a competitive advantage. This is likely to have substantial
consequences for the industry and will offer financial institutions opportu-
nities to reposition themselves. Basel II will thus accelerate structural
change and the associated process of consolidation and concentration.
More merger and acquisition (M&A) activity can be expected. Unsophisti-
cated banks facing a potential increase in their capital charge could be
bought by more sophisticated banks. The New Accord will thus provide a
significant incentive to domestic consolidation. Enhanced disclosure on
risk and capital position through Pillar 3 requirements is another likely
driver of M&A activity since it helps potential buyers to screen targets. 

The interaction of the capital requirement and the shifts in bank lend-
ing incentives are likely to be important. I have already remarked on the
strategic incentive for banks both in EMEs and in the advanced countries
to shift more resources to the retail lending business of the bank in order to
take advantage of the lower capital requirements for retail lending. Such a
shift will be more accentuated for those banks that adopted more
advanced internal management and control systems such as the risk-
adjusted rate of return on capital, which attempts to align the activities of
the bank to its most profitable activities given a limited capital base. For an
individual bank, such a move would be entirely natural and rational.
However, when the behavior of the whole banking sector is shifted in this
direction, the calibrations of the probability of default and other measures
of riskiness may change. 

Take the example of mortgage lending. Under Basel II, mortgage retail
lending is given preferential treatment, with a risk-weight of 35 percent.
This low figure comes from calibrations of the probability of default based
on historical evidence of default and loss given default, mainly in the G-10
countries. 

However, the low loss rates cannot be seen as a constant of Nature.
They may undergo changes when the lending behavior of the banks
changes. For an economy that is experiencing a rapid boom in residential
property prices, mortgage lending will play a pivotal part in fueling the
property boom. The low capital requirement of residential mortgages will
attract additional entry by banks eager to take advantage of the low capital
requirement. Household indebtedness will rise, backed by claims on resi-
dential property. However, as property prices rise and household indebt-
edness continues to rise, the greater will be the danger that the property
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boom turns into a property price bubble. The true riskiness of household
lending then will be underestimated when only the historical evidence is
taken into account. Thus, just at the point where the risk of housing price
collapse is increasing, there will be the greatest incentive for banks to enter
the market for domestic mortgages, attracted by the low capital require-
ment. The costs borne by the household borrowers will be very large when
the price bubble bursts, and the impact on macroeconomic conditions will
also be very large. The economic stability of the country will be affected by
the property boom and bust.

The endogenous nature of risk is important when considering the
impact of capital requirements on overall economic stability. By calibrating
risks based on past data and encouraging banks to pursue activities that
attract a low capital requirement, there is the danger that economic cycles
may be amplified. This is a separate argument from the usual one based
on the risk sensitivity of risk-weights. Emerging market economies that
have financial systems not yet fully mature will be particularly vulnerable
to this type of event.



Part II-2

Supervisory Issues for
Crisis Management
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9. Regulation and Policy Response to
Systemic Crises 
Hyun Song Shin

Introduction

Although systemic crises are rare events, they have the potential to deal a
devastating blow to the financial system and to the wider economy as a
whole. For those who have witnessed a systemic crisis at first hand, the
symptoms are depressingly familiar: collapsing asset prices, widespread
corporate distress, and a severely weakened banking system, leading to
sharp contractions in output, employment, and economic activity. The out-
put costs in terms of foregone GDP hardly do justice to the toll in terms of
human misery, but they can be massive, with some estimates of the Asian
financial crisis reaching 20 percent of annual GDP. Given what is at stake,
it is important to understand the nature of systemic crises if policy makers
are to tackle the crisis when it happens and to put in place policies to pre-
vent them.

A systemic crisis is more than simply the failure of a large debtor (such
as the failure of Daewoo in 2000). A large debtor’s failure may inflict credit
losses on its creditors, but the “systemic” element in the crisis almost
always involves a wave of secondary effects that work through the finan-
cial system. The distinguishing feature of system crises is the spillover
effects across markets and financial institutions through interlocking bal-
ance sheets, collateral constraints, declines in market values of assets, cur-
rency mismatches on the balance sheet, and the endogenous amplification
of financial distress. The precise channels of propagation of the crisis
determine the appropriate policy response ex post, and also the appropri-
ate preventative regulatory measures ex ante. This paper will explore the
various channels and illustrate them with examples from historical crisis
episodes—both recent and old. In what follows, I will explore three
themes in particular.

1. Credit chains and other forms of interlocking balance sheets
2. Contagion through asset prices
3. The amplification of distress through feedback processes
A brief explanation of each will suffice. Credit chains refer to the inter-

locking claims and obligations in the balance sheets of financial entities
where the assets of one party consist of the claims on others, where these
others in turn have claims on yet further parties, and so on. When a
default happens in such a setting, the loss to a creditor lowers the value of
the claims on this creditor, which may have further repercussions on third
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parties. Credit chains may be built from standard interbank loans or other
forms of conventional credit, but increasingly with the emergence of credit
derivatives and over-the-counter financial contracts, the web of obligations
can extend far more pervasively than simply the banking sector and its
debtors. I will comment in more detail in a subsequent section on the
numerical simulations of systemic failures in the presence of credit chains
and other forms of interlocking balance sheets. However, it suffices to say
for now that credit chains by themselves are not sufficient to cause wide-
spread systemic failure. The “domino” effect of one failure leading to loss-
es that result in a further round of failures turns out to have little force
without other accompanying effects.

A key feature that combines with balance sheet interlinkages to cause
damage is the effect of falling asset prices. For a distressed debtor attempt-
ing to shore up his balance sheet, raising new capital can be extremely dif-
ficult, not least because the potential investors who could provide funds
are themselves often the victims of the same economic shock that has hit
the distressed debtor. In such a situation, the only way open for the debtor
is to dispose of assets. If the asset is marketable, then it will be sold on the
open market, depressing its price. When assets are claims on other parties
(such as bank loans), these claims are either called in or not rolled over.
Credit becomes restricted both through the direct channel of lenders
retrenching and through the fall in the price of assets that serve as collater-
al for the loans. As more assets are sold, the more the prices are pushed
lower, triggering collateral constraints for borrowers who were otherwise
healthy. The effect of a generalized fall in asset prices will therefore have a
feedback effect that will tend to amplify the downturn. I will explore this
theme in detail below.

Finally, systemic crises are characterized by feedback effects in which
market prices and other features of the economy are strongly affected by
the actions of the distressed parties themselves. The uncertainties govern-
ing the financial system are generated and amplified within the financial
system, rather than being generated purely from outside the system. In
other words, the risks are endogenous. I will elaborate on the nature of
endogenous risk below.

The policy response to systemic risk has an ex ante dimension in the
form of prudential regulatory policies that are designed to prevent or miti-
gate the severity of such crises and an ex post dimension in the form of cri-
sis management policies. In terms of prevention, one theme that emerges
from the analysis is the importance of liquidity regulation for financial
institutions as a complementary policy tool to the more standard capital
regulation. To the extent that financial regulation is designed to mitigate
the negative externalities across financial institutions in crises, policies that
are targeted toward minimizing the spillover effects of financial distress
will be effective in curtailing the transmission of shocks through the sys-
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tem. For emerging market economies, which are more vulnerable to sys-
temic crises than advanced countries, this role of financial regulation takes
on critical significance. Capital regulation attempts to set the “tax” on the
financial institutions as a function only of the assets held by that institu-
tion. However, just as in the theory of Pigouvian taxation for externalities,
the optimal tax for a financial institution is a function of the assets (and lia-
bilities) held by all institutions. Depending on the precise propagation
mechanism of the systemic crisis, it is possible that liquidity regulation
comes closer to the optimal Pigouvian tax than does capital regulation.

This analysis also has implications for the ex post, crisis management
dimension of policy. Policy in the face of a systemic crisis should be aimed
at minimizing the corrosive effect of distressed selling and the amplifica-
tion of distress through the asset price and collateral channels. For
instance, sharply raising interest rates in the face of a currency crisis can
have the perverse effect of exacerbating the crisis if the currency crisis is
accompanied by a banking crisis, as happened in many Asian countries in
1997. Also, the role of the central bank in financial regulation takes on
added significance, since the role of crisis manager cannot easily be sepa-
rated from the monetary policy function and the role of the central bank as
the lender of last resort. We will see below through several historical and
hypothetical examples that timely crisis management is critical in mitigat-
ing the costs of financial crises.

The outline of the paper is as follows. I begin with a brief discussion of
the endogenous nature of risk in financial markets and how shocks are
amplified by such endogenous responses. The argument is illustrated by
reference to several episodes from mature financial markets, although not
all of them can be regarded as being instances of “systemic” crises. How-
ever, many of the forces at work in such episodes also work on a larger
scale during systemic crises. I will discuss how the same ideas of endo-
geneity of financial risk can be used to think about major financial crises,
often involving both banking crises and currency crises at the same time—
so-called twin crises. The principles of the mutually reinforcing effect of
distressed actions in financial distress and the endogenous response of
financial markets to such distress are clearly in evidence during such
episodes. The timeless nature of the themes in this paper is illustrated by
reference to the financial crisis that swept northern Europe in 1763.
Despite the differences in the financial institutions between then and now
and the very different forms of economic activity, the main themes of con-
tagion through asset prices and the interlocking of balance sheets are time-
less. They were clearly at work in the 1763 crisis.

I conclude with a discussion of the policy response to systemic crises,
both the ex ante dimension of prevention by means of prudential regula-
tion and the ex post dimension of crisis management.
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Endogenous Nature of Financial Risk

One of the defining features of systemic risk is that the distress is ampli-
fied within the system. Such risks are known as “endogenous risk”
(Danielsson and Shin 2003). Endogenous risk refers to the risk from shocks
that are generated and amplified within the system. It stands in contrast to
exogenous risk, which refers to shocks that arrive from outside the system.
Financial markets are subject to both types of risk. However, the greatest
damage is done from risk of the endogenous kind.

Our main concern is with financial markets. However, it is instructive
to begin with an example drawn from engineering—that of the wobbly
Millennium Bridge over the river Thames in London. This was a classic
case where neglect of endogenous risk led to a serious and highly publi-
cized blunder in bridge design and construction.

Millennium Bridge
On June 10, 2000, Queen Elizabeth opened the Millennium Bridge—the
first new Thames crossing for over a hundred years, constructed at a cost
of £18 million. The 325-meter-long structure used an innovative “lateral
suspension” design, built without the tall supporting columns that are
more familiar with other suspension bridges. The vision was of a “blade of
light” across the River Thames, connecting St. Paul’s with the new Tate
Modern Gallery. Many thousands of people turned up on the opening
day—a sunny but slightly windy English summer’s day—and crowded
onto the bridge. The structure was designed to cope easily with this kind
of weight. However, within moments of the bridge’s opening, it began to
wobble violently. The wobble (or “lateral excitation” in the jargon) was so
violent that some pedestrians had to cling onto the handrails of the bridge,
and others suffered from nausea. News videos of the events that can be
obtained from several web sites show some of the drama of the day.1 The
wobble was so bad that the bridge had to be closed down, and it was to
remain closed for over eighteen months. What went wrong? How could
such a prestigious project suffer from such a highly publicized debacle?
The answer is revealing. It goes to the heart of the nature of endogenous
risk—and how we should neglect it at our peril.

When engineers used shaking machines to send vibrations through
the bridge, they found that horizontal vibrations at 1 hertz (one complete
cycle per second) set off the S-shaped wobble seen on the opening day.
This was an important clue. Normal walking pace is around two strides
per second, which produces a vertical force of around 250 Newtons (55
pounds) at 2 hertz. However, there is also a small sideways force caused
by the sway of our body mass as our legs are slightly apart.2 This force
(around 25 Newtons or 5.5 pounds) is directed to the left when we are on
our left foot and to the right when we are on our right foot. This force
occurs at half the frequency (or at 1 hertz). This was the frequency that
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was causing the problems. But should this matter? The sideways move-
ment when we walk need not matter if one person’s sway to the left is can-
celed out by another person’s sway to the right. It is only when many peo-
ple walked in step that the sideways force would be a problem. It is well
known that soldiers should break step before they cross a bridge. But for
thousands of individuals each walking at random, could this be a
problem?

Or to put it another way, what is the probability that a thousand peo-
ple walking at random will end up walking exactly in step? It is tempting
to say “close to zero” or “negligible.” After all, if each person’s step is an
independent event, then the probability of everyone walking in step
would be the product of many small numbers, giving us a probability
close to zero. Presumably, this is the reason why Arup—the bridge engi-
neers—did not take this into account. However, this is exactly where
endogenous risk comes in. What we must take into account is the way that
people react to their environment. Pedestrians on the bridge react to how
the bridge is moving. When the bridge moves under your feet, it is a nat-
ural reaction for people to adjust their stance to regain balance. But here is
the catch. When the bridge moves, everyone adjusts his or her stance at
the same time. This synchronized movement pushes the bridge that the
people are standing on and makes the bridge move even more. This in
turn makes the people adjust their stance more drastically, and so on. In
other words, the wobble of the bridge feeds on itself. When the bridge
wobbles, everyone adjusts their stance, which sets off an even worse wob-
ble, which makes the people adjust even more, and so on. So, the wobble
will continue and get stronger even though the initial shock (say, a gust of
wind) has long passed. It is an example of a force that is generated and
amplified within the system. It is an endogenous response. It is very differ-
ent from a shock that comes from a storm or an earthquake, which are
exogenous to the system.

So, let us reconsider the question. What is the probability that a thou-
sand people walking at random will end up walking exactly in step? Far
from the probability being close to zero, the probability is close to one!
Sooner or later, a small gust of wind will move the bridge, and when there
are enough people on the bridge, they will end up walking in step for
sure.3

Financial Market Risk
What lessons can we draw from the Millennium Bridge for the practice of
financial risk management? Financial markets are the supreme example of
an environment in which individuals react to what’s happening around
them but where individuals’ actions drive the realized outcomes them-
selves. The feedback loop of actions to outcomes back to actions has a fer-
tile environment in which to develop. Endogenous risk appears whenever
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there is the conjunction of (1) individuals reacting to their environment
and (2) where the individual actions affect their environment.

When asset prices fall and traders get closer to their loss limits, they
are forced to sell. But this selling pressure sets off further downward pres-
sure on asset prices, which induces a further round of selling, and so on.
Here, the downward spiral in asset prices is endogenous. It is a response
that is generated within the financial system. Just as a gust of wind can set
in motion the wobble in the Millennium Bridge, an outside shock has the
potential to send the market into a tailspin if the conditions are right.

Major disruptions to financial markets almost always arise from the
whiplash effect of endogenous risk. Let us flesh out the argument by refer-
ence to three episodes that must rank as the most dramatic episodes in
financial markets in recent memory: the 1987 crash, the LTCM crisis, and
the collapse of the dollar/yen in October 1998.

Stock Market Crash of 1987
The Brady Commission’s report (1988) following the collapse of the U.S.
stock market in October 1987 attributed the magnitude and swiftness of
the price decline to practices such as portfolio insurance and dynamic
hedging techniques. Such trading techniques have the property that they
dictate selling an asset when its price falls and buying it when the price
rises. In other words, it dictates a “sell cheap, buy dear” strategy. Appen-
dix A outlines the reasons why portfolio insurance dictates a “sell cheap,
buy dear strategy.” Best estimates then suggested that around $100 billion
in funds were following formal portfolio insurance programs, representing
around 3 percent of the precrash market value. However, this is almost
certainly an underestimate of total selling pressure arising from informal
hedging techniques such as stop-loss orders (see the survey evidence pre-
sented in Shiller 1987). 

When the trader is small relative to the market as a whole, or when the
active traders in the market hold diverse positions, one would expect little
or no feedback of the traders’ decisions on the market dynamics itself.
However, when a large segment of the market is engaged in such trading
strategies, the market dynamics may be affected by the trading strategy
itself and hence lead to potentially destabilizing price paths. The stock
market crash of 1987 is a classic example of endogenous risk and the
potentially destabilizing feedback effect on market dynamics of concerted
selling pressure arising from mechanical trading rules.

Whereas some portfolio insurers rebalanced several times during the
day, many others followed the strategy of rebalancing their portfolios once
a day—at the opening, based on the prior day’s close. The sparse trading
ensured that transaction costs would be low, but this was achieved at the
cost of the accuracy of the approximation, especially if the price moved in
one direction only over several days. More seriously, the implicit selling
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pressure arising from the mechanical trading rules of the traders had the
potential of influencing the price of the underlying asset itself, thereby
introducing further rounds of selling. During the days leading up to the
crash of October 19, the stock market had experienced sharp falls. In the
period from Wednesday October 14 to Friday October 16, the market
declined around 10 percent. The sales dictated by dynamic hedging mod-
els amounted to around $12 billion (either in cash or futures), but the actu-
al sales had only been around $4 billion. This meant that by the time of the
opening on Monday morning (October 19), there was a substantial amount
of pent-up selling pressure. The imbalance between purchases and sales
meant that much of the underlying market for stocks did not function.
Instead, traders attempted to use the index futures market to hedge their
exposures. The S&P Index futures sold at large discounts to the cash mar-
ket on Monday the 19th and Tuesday the 20th for this reason.

The important lesson to emerge from the 1987 stock market crash is
that the dynamic replication of put options by portfolio rebalancing may
not be possible in times of market distress. When a large segment of the
market attempts to follow identical trading strategies, the liquidity of the
market is impaired to such an extent that the market ceases to function in
the way necessary for dynamic trading strategy. In situations such as this,
the uncertainty governing stock returns is better described as being endoge-
nous rather than exogenous. The returns are generated partly by the
increased selling pressure from the traders.

LTCM Crisis of 1998
The summer of 1998 was possibly the most turbulent episode in mature
financial markets of the United States and Europe. The events are well
summarized in two official reports of the events by the BIS and the IMF.4

The origins and the personalities behind Long-Term Capital Management
(LTCM) have been well aired through books such as that by Lowenstein
(2000). The mainstay of LTCM’s trading strategy was convergence or rela-
tive value trades in which a long position in one asset would be hedged by
having a matching short position in another asset whose returns were
highly correlated with the first. The motivation was to reap the rewards of
higher returns of the long position while hedging away the risks by means
of the matching short position. Usually, the long position would be in a
relatively illiquid or riskier asset whose expected returns were higher than
the hedging asset. For instance, a trader would hold a long position in off-
the-run treasuries that traded at a higher yield but then hedge the interest
rate risk by holding a short position in on-the-run treasuries. Other exam-
ples include mortgage-backed securities, swaps, and corporate bonds, all
hedged with short positions in on-the-run treasuries. Another favorite
trade of LTCM was the European convergence trade of Italian government
bonds against German Bunds as the launch date of the euro approached.
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For several years, the convergence trades of LTCM produced rich
rewards and spawned many copycat funds. More importantly, LTCM’s
very success bred many imitators in the proprietary trading desks of the
major investment banks. As more and more players with similar trading
strategies crowded into the market, the spreads narrowed on the favored
convergence trades, eroding the profit margin for all the players. The rela-
tive tranquility of the markets also lulled the players into a false sense of
security and spurred them on to increase their leverage, which reduced the
spreads further. By the spring of 1998, the convergence funds were having
to venture into new and uncharted markets in order to find profitable
trades. The scene was set for a reversal of some kind.

The exact date of the reversal is difficult to pinpoint, but the disband-
ing of the Salomon Brothers bond arbitrage desk on July 6 was a mile-
stone. As the convergence trades were unwound, the long positions were
sold and the short positions were bought back. This entailed adverse price
shocks for all other traders that held similar positions. For some traders
whose leverage was high relative to capital, this would entail losses on
their positions sufficient to trigger margin calls on their losing positions.
They would unwind their trades, which tended to reinforce the price
moves. Given the huge levels of leverage and the widespread nature of the
trades, a vicious feedback loop was set in motion in which adverse price
moves led to liquidations, which further fed the adverse price moves.
Schematically, we would have the following feedback loop where market
distress would feed on itself:

Margin Class Unwind Leveraged Trades

Distress Adverse Price Move

This is a classic example of endogenous risk. The unprecedented price
movements were not simply a freak of nature, much like a “perfect storm”
that would hit only once in the lifetime of the universe. This would be
making the same mistake as the designer of the Millennium Bridge, who
asks what is the probability of a thousand people walking at random all
ending up walking in perfect step. The unprecedented price moves were
not simply the result of extremely bad luck. In fact, just like the Millenni-
um Bridge, the probability of breakdown was clearly very far from zero.
Once the system began to go into reverse, the internal dynamics of the
feedback loop would take hold with a vengeance and send it into a tail-
spin. Again, it is the endogenous risk that is doing all the harm.

Dollar/Yen in October 1998
The same perspective is useful in understanding the behavior of the dollar
against the yen over two memorable days—October 7–8, 1998—when the
dollar fell from 131 yen to 112 yen by lunchtime in London on Thursday
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the 8th, bouncing back sharply to end New York trading at 119 yen. Octo-
ber 7 and 8, 1998, were perhaps two of the most turbulent days of trading
in financial markets in recent memory, which also saw sharp falls in
longer-dated government bonds and the virtual seizing up of markets for
corporate debt and for less liquid government debt instruments.

The fall in the dollar was especially dramatic given its strength
throughout the spring and summer of 1998, reaching its high of 147.26 yen
on August 11. Many commentators were predicting that the dollar/yen
would reach 150 or perhaps 200 by the end of the year, especially in the
light of the apparent failure of the joint intervention by the United States
and Japan on June 17 to support the yen more than temporarily. The con-
ventional wisdom among academics, commentators, and traders alike was
that the yen was bound to fall, and that it was a matter of the speed and
the magnitude of its fall rather than the direction. Indeed, by the summer
of 1998, this conventional wisdom had almost acquired the status of an
immutable truth. Although such arrogance seems misplaced with the ben-
efit of hindsight, it is easy to see how such a confident view of the world
arose. Since the spring of 1995, the dollar had continued to appreciate
against the yen (with a brief respite in mid-1997), and the contrasting
macroeconomic fortunes of the United States and Japan, with strong
growth in the former and weakness in the latter, seemed to presage more
of the same in the months ahead.

The combination of an appreciating dollar and the large interest rate
differential between Japan and the United States gave rise to singularly
profitable trading opportunities for borrowing yen, buying dollar assets,
and gaining both on the appreciation of the dollar and the interest rate dif-
ferential. This “yen-carry” trade was widespread among hedge funds, the
proprietary trading desks of investment banks, and even some corpora-
tions. Funds were raised in the interbank market through term repo agree-
ments or by issuing money market paper. Then these funds would be
swapped for foreign currency or exchanged in the spot market to fund
purchases of higher-yielding assets, including U.S. corporate bonds, mort-
gage-backed securities, and also even riskier instruments such as Russian
GKOs. Japanese banks also resorted to the yen-carry trade by accumulat-
ing foreign assets. In the first three quarters of 1998, the net holdings of
assets denominated in foreign currencies increased by about $44 billion,
while the holdings of yen-denominated assets abroad declined by $103 bil-
lion (IMF 1998, p.127). Thus, the conventional wisdom concerning the
relentless rise in the dollar/yen was also apparently shared by the Japan-
ese institutions.

The initial weakening of the dollar was relatively orderly, falling by
less than 10 percent against both the yen and the deutschemark between
mid-August and early October. However, in the week beginning October
5, the decline of the dollar against the yen accelerated sharply, closing
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down roughly 15 percent over the week. Significantly, the fall in the dollar
against the deutschemark was much less pronounced, falling less than 2
percent during the week. It was also noteworthy how this fall in the dol-
lar/yen coincided with an unprecedented steepening of the yield curve for
mature markets outside Japan, as bond yields bounced back from their his-
torical lows. During the same week, the yield gap between three-month
rates and ten-year rates widened by 85 basis points in the United States, 60
basis points in the UK, and 50 basis points in Germany. The coincidence of
(1) the rapid fall in the dollar/yen, (2) less-precipitous fall in
dollar/deutschemark, and (3) rapid steepening of the yield curve in mar-
kets outside Japan was consistent with the rapid unwinding (or attempted
unwinding) of the yen-carry trades in place at the time.

One of the implications of a highly leveraged market going into rever-
sal is that a moderate fall in asset value is highly unlikely. Either the asset
does not fall in value at all, or the value falls by a large amount. The logic
of the mutually reinforcing effects of selling into a falling market dictates
this conclusion. The fall in the dollar/yen is also likely to have been exag-
gerated by stop-loss orders and by the cancellation of barrier options and
the unwinding of associated hedging positions by dealers. One estimate of
the volume of outstanding yen foreign currency contracts at the end of
June was in excess of $3.3 trillion (Bank of Japan 1998). Just as in the stock
market crash of 1987, the effect of such trading techniques is to exaggerate
price movements by selling into a falling market. The unwinding of yen-
carry trades proceeded at such a pace that press reports referred to market
rumors of the imminent collapse of one or more hedge funds. The Bank of
Japan reported large buying of yen by at least one large hedge fund (Finan-
cial Times, October 9, p.19).

The poignant irony could not have been lost on observers of the Asian
financial crisis. Just a year earlier, the hedge funds and assorted propri-
etary trading desks of investment banks had profited handsomely from
the stampede by Asian borrowers with unhedged dollar liabilities to cover
their positions in a desperate attempt to keep afloat. In October 1998, these
same “sharks” had become their own bait. It was now they who were
scrambling to cover their positions. The logic of mutually reinforcing sales
meant that the harder they tried to swim away, the more they provoked
the feeding frenzy. The sense of fear was palpable during the turbulent
trading of October 8. With sentiment already fragile after the forced rescue
of LTCM, rumors of the imminent collapse of a major hedge fund further
reinforced the disengagement from risk. Yet again, it was endogenous risk
that drove the most dramatic market movements.
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Emerging Market Currency Crises

Many instances of financial crises through history have exhibited the char-
acteristics of a “twin crisis,” in which an attack on the currency coincides
with a financial crisis in the banking system. The Asian financial crisis of
1997 is perhaps the most vivid illustration of such crises, but there have
been many similar episodes throughout history, across a wide geographi-
cal range, such as the financial crisis in Germany in 1931, the Mexican cri-
sis of 1994–95, and the Turkish crisis of 2000. In all these instances, the vul-
nerability of the financial system arose from two features: the currency
mismatch on the balance sheets of the domestic financial institutions and a
managed or fixed exchange rate. Domestic financial institutions would
borrow in foreign currency with a lower interest rate and lend out in the
domestic currency at a higher interest rate. With a fixed exchange rate,
such a transaction would be profitable for the domestic financial institu-
tion but make it vulnerable to a devaluation of the domestic currency.

A country may have a variety of economic and political motives for
pursuing a policy of pegged or fixed exchange rate. However, defending a
currency peg in adverse circumstances entails large costs. The costs bear
many depressingly familiar symptoms: high interest rates, collapsing asset
values, and rising bankruptcies, resulting in distressed liquidations and a
severe downturn in economic activity. Whatever the perceived benefits of
maintaining a currency peg and whatever their official pronouncements,
all monetary authorities have a pain threshold at which the cost of defend-
ing the peg outweighs the benefits of doing so.

Facing the monetary authority is an array of diverse private sector
actors, both domestic and foreign, whose interests are affected by the
actions of the other members of this group and by the actions of the mone-
tary authority. The main actors are domestic corporations, domestic banks
and their depositors, foreign creditor banks, and outright speculators—
whether in the form of hedge funds or the proprietary trading desks of the
international financial houses. Two features stand out that deserve empha-
sis:

1. Each actor faces a choice between actions that exacerbate the pain of
maintaining the peg and actions that are more benign.

2. The more prevalent are the actions that increase the pain of holding
the peg, the greater is the incentive for an individual actor to adopt
the action that increases the pain. In other words, the actions that
tend to undermine the currency peg and the domestic banking sys-
tem are mutually reinforcing.

For domestic corporations with unhedged foreign currency liabilities,
they can either attempt to hedge their positions or not. The action to hedge
their exposure—of selling the domestic currency (say, baht) to buy dollars
in forward contracts, for example—is identical in its mechanics (if not in
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its intention) to the action of a hedge fund that takes a net short position in
baht. For domestic banks and finance houses that have facilitated such
dollar loans to local firms, they can either attempt to hedge their dollar
exposure on their balance sheets or not. Again, the former action is identi-
cal in its consequence to a hedge fund short-selling baht. As a greater pro-
portion of these actors adopt the action of selling the domestic currency,
the greater is the pain to the monetary authorities, and hence the greater is
the likelihood of abandonment of the peg. This increases the attractiveness
of selling baht. In this sense, the actions that undermine the currency peg
are mutually reinforcing. They are “strategic complements,” in the sense
used in game theory.

Indeed, the strategic effects run deeper. As domestic firms with dollar
liabilities experience difficulties in servicing their debt, the banks that have
facilitated such dollar loans attempt to cover their foreign currency losses
and shore up their balance sheets by a contraction of credit. This is accom-
panied by distressed liquidations and a further increase in corporate dis-
tress. For foreign creditor banks with short-term exposure, this is normally
a cue to cut off credit lines or to refuse to roll over short-term debt. Even
for firms with no foreign currency exposure, the general contraction of
credit increases corporate distress. Such deterioration in the domestic eco-
nomic environment exacerbates the pain of maintaining the peg, thereby
serving to reinforce the actions that tend to undermine it. To make matters
worse still, the belated hedging activity by banks is usually accompanied
by a run on their deposits, as depositors scramble to withdraw their
money.

The following table contains a taxonomy of the various actors and
their actions that undermine the peg. The feature to be emphasized is the
increased pain of maintaining the peg in the face of widespread adoption
of such actions and hence the mutually reinforcing nature of the action that
undermines the peg. The greater the prevalence of such actions, the more
attractive such actions become to the individual actor.

Actor Action(s) undermining peg

Speculators Short-sell baht
Domestic firms Sell baht for hedging purposes

Domestic banks �Sell baht for hedging purposes
Reduce credit to domestic firms

Foreign banks Refuse to roll over debt
Depositors Withdraw deposits

To be sure, the actual motives behind these actions are as diverse as the
actors themselves. A currency speculator rubbing his hands and looking
on in glee as his target country descends into economic chaos has very dif-
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ferent motives from a desperate owner of a firm in that country trying
frantically to salvage what he can—or a depositor queuing to salvage her
meager life savings. However, whatever the motives underlying these
actions, they are similar in their consequences. They all lead to greater
pain in holding to the peg and hence hasten its demise.

1763 Crisis

The timeless nature of the forces underlying financial crises can be illus-
trated by the crisis in northern Europe in 1763. Although financial institu-
tions looked very different in 1763, the eighteenth-century crisis exhibited
many features that would be familiar to an observer today. In particular,
the two features identified in the introduction—interlocking of balance
sheets and the contagion through asset prices—were clearly evident in
1763. Schabel and Shin (2002) have studied the mechanisms and empirical
evidence surrounding the 1763 crisis, and the reader is referred to this
paper for a more complete account of the crisis.

The eighteenth century marked the slow but steady decline of the
Netherlands as Europe’s dominant trading nation. Nevertheless, Amster-
dam remained the major financial center of northern Europe, followed by
London and Hamburg. Following the example of towns such as Venice,
Seville, and Antwerp, Amsterdam had developed financial institutions
that were crucial to the city’s development as a financial center. The most
important of these was the Exchange Bank of Amsterdam, which was a
publicly guaranteed deposit and giro bank (i.e., a payments bank). Adam
Smith’s Wealth of Nations has a celebrated description of the Bank of Ams-
terdam, which remains a classic exposition of the functioning of a giro
bank in the eighteenth century. Accounts were kept in a notional currency,
called bank money, the largest part of which was backed with the holding
of gold or silver. By law, bills of exchange had to be settled in bank money
by a transfer from one account to another. Due to the impeccable reputa-
tion of Amsterdam bank money, it soon emerged as the key currency in
international finance.

Berlin was still a provincial backwater in the eighteenth century. Its
second-rung status as a financial center was also reflected in prevailing
interest rates, which were much higher than in Amsterdam and Hamburg.
A network of wealthy merchant bankers in Amsterdam and Hamburg
maintained correspondent relationships to other financial and trade cen-
ters. One important function of these bankers was the intermediation
between these different centers. A need for such intermediation arose from
the fact that loans were always based on personal relationships and there
were few bankers with sufficient contacts and international reputation.
The fact that a large part of Prussian trade ran through Hamburg also
meant that commodities and other assets of the Berlin merchant passing
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through Hamburg could be pledged as collateral. Similarly, trade between
Hamburg and Amsterdam had traditionally been strong. Hamburg
bankers were therefore ideally placed to act as intermediaries between
Amsterdam and Berlin.

The Seven Years War and the emergence of Prussia as a regional
power was accompanied by a shift in the center of gravity in the growth in
trade and manufacturing activity away from Amsterdam and Hamburg
toward the interior. An important impetus for financial innovation was the
challenge of finding ways to channel funds from established centers such
as Amsterdam to the capital-hungry regions further east—especially Prus-
sia. For the cautious Amsterdam investor, lending money to an emerging
market borrower in return for a promise of uncertain quality would be a
risky undertaking, even when the Berlin merchant was commonly recog-
nized to be sound. This is a dilemma familiar to investors in emerging
markets in the twenty-first century. A large part of the solution came from
the emergence of bills of exchange in the new role of acceptance loans.

As their name implies, bills of exchange first emerged as instruments
to facilitate trade in goods. However, by the eighteenth century, they had
evolved into a sophisticated instrument of credit—the “acceptance loan”—
that allowed capital to be raised on the established financial centers of
Amsterdam and Hamburg to finance trade and manufacturing in the
newly emerging markets further east, such as Prussia.

Legally, a bill of exchange is an “order to pay” (like a modern check)
rather than a “promise to pay” (like a modern corporate bond). Thus, in
contrast to the modern creditor-debtor relationship, which involves a bilat-
eral contract, there are typically at least four interested parties in a loan
contract involving a bill of exchange: the drawer of the bill, the drawee of
the bill, the beneficiary of the bill, and the holder of the bill.

Under the terms of a bill, the drawer requires the drawee to pay the
beneficiary a sum of money at a given point in time. The bill carries the
signatures of both the drawer and the drawee. By signing the bill, the
drawee “accepts” the bill, thereby entering into the obligation to the bene-
ficiary. Bills were negotiable instruments, freely transferable from one
party to another, and their transfer was governed by rules for transfer and
settlement that were rigorously enforced across all the major jurisdictions.

In the context of the events of 1763, the cast of characters in a typical
acceptance credit transaction would consist of the following parties: the
drawer—a Hamburg merchant banker; the drawee—an Amsterdam mer-
chant banker; the beneficiary/endorser—a Berlin merchant; and the pur-
chaser/holder—an Amsterdam investor. In practice, the bill would in most
cases pass through the Hamburg bill market but would eventually end up
in Amsterdam where most of the capital was. Bill traders could thus
exploit the interest differences that existed between Amsterdam, Ham-
burg, and Berlin.
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The Amsterdam merchant banker would accept the bill on the under-
standing that the Hamburg banker would redeem the bill before the
redemption date. Typically, the Hamburg banker would maintain a bal-
ance on his account at the Amsterdam banker, but this promise by the
Hamburg merchant banker could also be secured on collateral in the form
of trading goods. The Amsterdam merchant bank would receive a com-
mission for its service in accepting the bill. This commission typically was
very small (around 0.3 percent), indicating that the incurred risks were
judged to be negligible. For his part, the Berlin merchant promised to
repay the Hamburg merchant banker before the bill’s redemption date so
that the money could be passed on to the Amsterdam merchant banker in
time. This promise would also typically be secured on collateral, and the
Hamburg merchant bank would receive commission from the Berlin mer-
chant for its role in drawing up the bill. In addition, the Berlin merchant
would have to pay interest when discounting the bill in the market. Since
the bill was secured by the signatures of the Amsterdam and the Hamburg
bankers, discount rates would be relatively low compared with the rates
that the merchant would have to pay otherwise.

As a result of this sequence of transactions, credit flowed from the
investor in Amsterdam to the merchant in Berlin and the intermediaries
had balance sheets in which the liabilities were exactly matched by claims
on other parties. On the balance sheets of the intermediaries, there was an
increase on both the assets and the liabilities side, reflecting the increase in
leverage. The Amsterdam merchant banker owed money to the holder of
the bill, but this liability was matched by his claim on the Hamburg mer-
chant banker. The Hamburg merchant banker also had an extended bal-
ance sheet in which the liability toward the Amsterdam banker was
matched by a claim against the ultimate borrower—the Berlin merchant.
The intermediaries were remunerated for their increased leverage and
credit risk arising from this transaction by the commissions received for
drawing up the bill.

All the contracting parties’ interests were tied together through rigor-
ously enforced laws on the transferability and negotiability of bills, which
meant that contracting parties were better able to commit to repay. This
commitment power had the virtuous effect of expanding the universe of
possible contracts between interested parties separated by large distances.
However, there was also a dark side. The interlocking sets of claims and
liabilities bound many market participants together through their balance
sheets, even though there were no underlying transactions in terms of
trade in goods between them. The combination of highly leveraged bal-
ance sheets and interlocking claims and liabilities proved to be vulnerable
to the downturn in economic activity that came with the end of the Seven
Years War in 1763.
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Just as LTCM took center stage in the 1998 crisis, the events of 1763 are
inextricably bound up with the exploits of one institution—the banking
house of de Neufville Brothers. Like LTCM, de Neufville’s business prac-
tices were initially viewed with suspicion, but their apparent triumphs
ensured their meteoric rise and produced many imitators.

The analogy runs deeper than simply the role of a prominent market
player. Two features stand out. First, the increased size of balance sheets
and the attendant increase in leverage was not viewed with alarm in 1763
because of the offsetting nature of the claims and liabilities. In modern par-
lance, the balance sheets were “perfectly hedged” to the extent that each
liability was exactly offset by an equal and opposite claim on another
party. This is suggestive of the convergence or arbitrage trades much
favored by modern markets.

Second, the contagious effects of the 1763 crisis were exacerbated by
the forced sales of assets to meet liabilities. Merchants suffered direct loss-
es when their counterparties went bankrupt, but they were also affected
indirectly through the price declines resulting from the fire sales. The
actions of distressed parties attempting to reduce the size of their balance
sheets had an impact on the value of others’ assets. Weakened balance
sheets generated further forced sales, feeding the vicious circle. The liquid-
ity squeeze generated by such forced sales received particular attention in
the aftermath of the LTCM crisis.

This second point underscores an important distinction. The modern
treatment of bank runs emphasizes the negative externalities on the liabili-
ties side of the balance sheet: It is the run by depositors that precipitates
the crisis. In contrast, the crises of 1763 and 1998 are instances of contagion
on the asset side of the balance sheet.

There is, however, one important contrast between the events of 1763
and 1998. In 1998, the feared meltdown in the financial system prompted
the intervention of the authorities (the New York Fed), which coordinated
a buyout of LTCM by its main creditors. In 1763, there was no such inter-
vention by the public authorities in Amsterdam. Although there were
attempts to prevent the failure of de Neufville on the part of some of its
counterparties, they did not muster enough support. The importance of
timely intervention in crisis management (and the coordinating role of a
crisis manager) is an important lesson to be drawn from this contrast.

The Seven Years War brought an economic boom not only to the neu-
tral states, such as Holland and Hamburg, but also to states involved, such
as Prussia. This boom was accompanied by a strong expansion of credit
through bills of exchange. At the same time, inflation became a wide-
spread phenomenon in northern Europe, as many German states and
other countries, such as Sweden, financed the war by debasing their cur-
rencies. Rapid price changes and uncertainty formed the backdrop to spec-
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ulative activities, often carried out on the basis of bills of exchange by peo-
ple with little capital of their own.

Not everybody profited from the war boom to the same extent: Huge
gains could be made in the money trade, which became more and more
popular among merchant bankers, or in the trade of war goods and exotic
goods from the West Indies. However, these profitable activities also were
the most risky ones, as the price volatility of exotic and war goods was
particularly high. In addition, trade in exotic goods necessitated expensive
investment in shipping (much like the capital-intensive telecommmunica-
tions equipment industry today), so that traders in these goods were par-
ticularly vulnerable to a fall in prices.

The key advantage enjoyed by de Neufville and other Amsterdam
banks was their base in a mature financial market with an effective legal
infrastructure. Although Hamburg bankers may have been wealthy
enough to lend directly to the borrowers in Berlin and elsewhere, the
range of services that de Neufville was able to offer—such as access to the
Amsterdam bills market—was certainly valuable. Likewise, commentators
on modern markets in credit default swaps and other instruments observe
how the larger international banks that can offer credit as well as invest-
ment banking services (such as Deutsche Bank, Citicorp Salomon Smith
Barney, or J. P. Morgan Chase) have a competitive advantage over the spe-
cialized investment banks.

The banking house of de Neufville was founded in 1751 by Leendert
Pieter de Neufville, who was 21 at the time. It was no more than a medi-
um-sized firm at the beginning of the war in 1756. However, by taking full
advantage of the opportunities that the buoyant war economy provided, it
was catapulted into being one of the richest and most prestigious banking
houses of Amsterdam. De Neufville’s balance sheet reveals an extensive
range of projects—in manufacturing, goods trading, shipping, insurance,
and other financial activities. Thus, as well as being a banker acting as
guarantor of loans (i.e., being the drawee of bills), de Neufville was a debt-
financed entrepreneur in its own right.

The glamour and fascination associated with such success would be
familiar to contemporary observers of the excesses of the late 1990s bull
market. Leendert Pieter’s opulent lifestyle was the subject of much com-
ment and gossip. The furnishings of his house were said to be of the finest
quality, including chests of drawers made from walnut wood, a drawing
room of yellow silk, and a fine collection of paintings. He owned several
coaches, horses, a yacht, and a manor, but (reputedly) not a single book.

De Neufville’s commercial interests were wide, both in the range of
goods he traded in and in the wide geographical spread of his business
activities. After the conclusion of peace in February 1763 (the Peace of
Hubertusburg), de Neufville was party to a major speculative deal with
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the Berlin merchant banker, Gotzkowsky, who was the pivotal financier
and entrepreneur in the Berlin of the day.

The deal involved buying up a large quantity of grain from the depart-
ing Russian army in Poland. The purchase price was 1 million Dutch
guilders. It should be borne in mind that any bank with capital of 1 million
guilders was considered to be a large bank in Amsterdam at the time. The
largest Amsterdam bank, Hope & Co. (which survived the crisis largely
unscathed), had a total capital of 4.3 million guilders in 1762.

Grain prices then collapsed in Berlin, falling more than 75 percent
between May and August. Of course, the merchants had known that the
end of war would bring about a decrease, but a drop of such magnitude
could hardly have been expected. The distressed selling of speculative
traders almost certainly contributed to this collapse. Although de
Neufville’s equity stake in the project was small (only 6 percent), the fall-
out from the crash in grain prices may have been much larger. The details
of the financing of the deal is not well documented; but if, as is likely, de
Neufville had financed a substantial part of the deal for his partners by
extending acceptance loans himself or by drawing bills on other Amster-
dam bankers, the losses resulting from the Berlin grain price collapse
would have been substantial.

These events affected market participants in two ways. First, falling
prices depressed the values of their asset portfolios. Second, it became
harder and harder to obtain new loans needed to roll over existing debt.
The tightening of the credit market shows up clearly in the levels of dis-
count rates. Discount rates in Amsterdam in normal years had been in the
range of 2 to 3 percent. Now they rose above 4 percent and fluctuated
wildly. The Hamburg credit market showed similar signs of distress, with
discount rates of up to 12 percent instead of the normal 4 percent. The

Figure 9.1. Berlin grain prices, April 1763 = 100. 

“Cleaned” prices are adjusted for exchange rate.
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tight credit markets forced merchants and merchant bankers to sell their
assets, such as grain and sugar, to obtain the liquidity needed for the
repayment of maturing bills (Figure 9.1).

The crisis finally came to a head in Amsterdam on July 29. The first to
fail were the Amsterdam houses of Aron Joseph & Co. and, most spectacu-
larly, de Neufville. Some bankers attempted to organize support for de
Neufville, but this attempt met with strong opposition from traditional
banking houses. The two failures were immediately followed by others in
Amsterdam—not only speculators, but also some of the old established
banking houses that had been creditors of de Neufville.

Two weeks later, on August 11, there was a first wave of bank failures
in Hamburg. This was in spite of the frenetic activity on the part of Ham-
burg merchant bankers to organize an officially sanctioned bailout of the
failed bankers in Amsterdam. These failures in Hamburg were in turn fol-
lowed by a second wave of failures in Amsterdam, which were attribut-
able to those in Hamburg (Figure 9.2).

The propagation of the crisis followed the links established by the
tight web of bills of exchange. When de Neufville and other Amsterdam
houses declared themselves bankrupt, the bills drawn on them were
protested immediately and presented to the endorsers or drawers of the
bills. Due to the laws governing the bills, the Hamburg bankers could not
refuse payment, even if they had already sent remittances to the Amster-
dam house to settle the obligations from an acceptance loan. Many Ham-
burg banks were thus forced to close.

The crisis was followed by a period of falling industrial production
and a stagnation of credit in northern Europe. The Amsterdam financial
market was the first to recover from the crisis. Many banking houses that

Figure 9.2. The number of failures in Amsterdam and Hamburg in July
and August, 1763.

Source: Jon-Keesing (1939).
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had been declared bankrupt reopened shortly after the crisis. Those houses
that proved to be insolvent, such as de Neufville, were allowed to fail. In
the end, a large part of the debts outstanding could be repaid, notwith-
standing the high number of initial failures. In Hamburg, too, many banks
that had closed during the crisis reopened for business.

The observation that many banks in Amsterdam and Hamburg
reopened after the crisis indicates that the underlying problem of the crisis
of the banks was one of illiquidity and not of fundamental insolvency. Two
policy conclusions from the events of 1763 have wider significance:

1. There are limits to how much risk can be effectively hedged. Aggre-
gate risk inheres in the financial system even though each individ-
ual trader may believe that his own risks have been hedged. At the
critical moment, the tensions finally manifest themselves in the
form of increased comovement of prices and the increased correla-
tion between credit risk and counterparty risk. The overconfidence
in financial engineering was as dangerous in 1763 as it is today.

2. Liquidity risk can have a devastating effect on a financial system
populated with traders with highly leveraged and similar balance
sheets. As one trader attempts to repair his balance sheet by dispos-
ing of assets, the negative price effect of this action impacts on the
balance sheets of all other traders in the financial system. This nega-
tive feedback has the potential to trigger a self-fulfilling flight to liq-
uidity and the consequent damage to potentially healthy balance
sheets. In distressed market conditions, traders that are intrinsically
solvent may nevertheless be pushed into failure.

A Formal Framework for the Analysis of Systemic Risk

Having outlined the broad themes, I now outline a formal model that cap-
tures the twin features of balance sheet interlinkages and contagion
through asset prices. The framework presented below is drawn from
Cifuentes et al. (2003).

Changes in asset prices may interact with externally imposed solvency
requirements or the internal risk controls of financial institutions to gener-
ate amplified endogenous responses that are disproportionately large rela-
tive to any initial shock. An initial shock that reduces the market value of a
firm’s balance sheet will elicit the disposal of assets or of trading positions.
If the market’s demand is less than perfectly elastic, such disposals will
result in a short-run change in market prices. When assets are marked to
market at the new prices, the externally imposed solvency constraints or
the internally imposed risk controls may dictate further disposals. In turn,
such disposals will have a further impact on market prices. In this way, the
combination of mark to market accounting and solvency constraints has
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the potential to induce an endogenous response that far outweighs the ini-
tial shock.

Regulators are familiar with the potentially destabilizing effect of sol-
vency constraints in distressed markets. To take a recent instance, in the
days following the September 11 attacks on New York and Washington,
financial markets around the world were buffeted by unprecedented tur-
bulence. In response to the short-term disruption, the authorities suspend-
ed various solvency tests applied to large financial institutions such as life
insurance firms. In the UK, for instance, the usual “resilience test” applied
to life insurance companies—in which the firm has to demonstrate solven-
cy in the face of a further 25 percent market decline—was suspended for
several weeks. Also, following the decline in European stock markets in
the summer of 2002, the Financial Services Authority—the UK regulator—
diluted the resilience test so as to preempt the destabilizing forced sales of
stocks by the major market players.5

There has been a substantial body of work that has examined balance
sheet interlinkages as a possible source of contagious failures of financial
institutions. Most papers calibrate the models using actual cross-exposures
in real banking systems (or an approximation of them) and simulate the
effects of a shock to the system resulting from the failure of one or more
institutions. Sheldon and Maurer (1998) study the Swiss banking system.
Upper and Worms (2002) consider the German system. Furfine (1999) ana-
lyzes interlinkages in the U.S. Federal Funds market. Wells (2002) focuses
on the UK banks. Elsinger et al. (2002) consider an application to the Aus-
trian banking system and provide a stochastic extension of the framework
(using the concept of value at risk). Cifuentes (2002) uses the same frame-
work to analyze the link between banking concentration and systemic risk.

The main focus of these papers is on finding estimates of interbank
credit exposures. Once this is determined, systemic robustness is assessed
by simulating the effects on the system of the failure of one bank at a time.
Importantly, solvency is assessed based on fixed prices that do not change
through time. Such an assumption would be appropriate if the assets of
the institutions do not undergo any changes in price, or if solvency is
assessed based on historical prices. Invariably, a consistent finding of these
papers is that systemic contagion is never significant in practice, even in
the presence of large shocks. In the absence of price effects, this is hardly
surprising, as interbank loans and deposits represent only a limited frac-
tion of banks’ balance sheets.

For commercial banks whose assets consist mainly of corporate or
retail loans, the use of backward-looking prices in assessing solvency may
be a reasonable approach, although even such banks would also hold
some financial assets on their trading book that would be marked to mar-
ket. For financial firms that hold mainly marketable assets—such as insur-
ance companies, hedge funds, or investment banks—the assumption of
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fixed prices would be highly unrealistic. Even for commercial banks,
whose assets are currently accounted for on an accruals basis, collateral
assets that back loans are marked to market. Hence, the scope of the
applicability of the model below would be quite wide.

The effects described here can be seen in the light of the recent theoret-
ical literature on banking and financial crises that has emphasizes the lim-
ited capacity of the financial markets to absorb sales of assets (see Allen
and Gale 2002; Gorton and Huang 2003, and Schnabel and Shin 2002),
where the price repercussions of asset sales have important adverse wel-
fare consequences. Similarly, the inefficient liquidation of long assets in
Diamond and Rajan (2000) has an analogous effect. The shortage of aggre-
gate liquidity that such liquidations bring about can generate contagious
failures in the banking system.

One important conclusion is that prudential regulation (in the form of
minimum capital requirement ratios or other solvency constraints) when
combined with mark to market rules can sometimes generate undesirable
spillover effects. Marking to market enhances transparency, but it may
introduce a potential channel of contagion and may become an important
source of systemic risk.6 Liquidity requirements can mitigate contagion
and can play a similar role to capital buffers in curtailing systemic failure.

Framework
There are n interlinked financial institutions (for simplicity, we can think of
these as being banks). The liability of bank i to bank j is denoted by Lij. The
total liability of bank i is then the sum

x–��
j

Lij

Denote by xi the market value of bank i’s interbank liabilities. This can
be different from the notional value because the debtor may be unable to
repay these liabilities in full. Interbank claims are of equal seniority, so that
if the market value falls short of the notional liability, then the bank’s pay-
ments are proportional to the notional liability. Let �ij=Lij / x– i. Then, the
payment by i to j is given by 

xi�ij

while the total payment received by bank i from all other banks is

�
j

xj�ji

Bank i’s endowment of the illiquid asset is given by ei. The price of the
illiquid asset is denoted by p. In addition, bank i has holdings of the liquid
asset given by ci. Thus, the net worth or equity value of bank i is

pei+ci+�
j

xj�ji–xi

Limited liability of the bank implies that its equity value is nonnega-
tive. Priority of debt over equity implies that equity value is strictly posi-
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tive only when xi = x– i (i.e., bank i’s payment is equal to its notional obliga-
tion). Thus, the vector of payments x = (x1,x2,�xn)s such that for each i,

xi = min � x-i , wi(p)+�
j

xj�ji�
where wi(p)=pei+ci is the mark to market value of the liquid and illiquid

assets of bank i. More succinctly, we can write (equil1) in vector form as

x = x- � (w(p)+	
T
x)

where w(p) = (w1(p),�, wn(p)), 	
T

is the transpose of the exposure matrix
	, and � is the pointwise minimum operator. Thus, a clearing vector x
that satisfies (equil2) is a fixed point of the mapping

H(x) � x- � (w(p)+	
T
x)

H� is an increasing function on the lattice Rn
+ (with infimum defined

by the operator �), and where H(0) 
 0 and H(x-) � x-. Hence, by Tarski’s
fixed point theorem, there is at least one fixed point of H�, and hence at
least one clearing vector x. Eisenberg and Noe (2001) have proved that
under mild regularity conditions, there is a unique fixed point of such a
function. A sufficient condition for the existence of a unique fixed point is
that, first, the system is connected in the sense that the banks cannot be par-
titioned into two or more unconnected subsystems, and second, that there
is at least one bank that has positive equity value in the system. By draw-
ing on the results of Eisenberg and Noe, we can proceed as follows. For
any fixed value of p, the net worth of each bank is determined fully. Hence,
by appealing to the result of Eisenberg and Noe (2001), we have the fol-
lowing lemma.

Lemma 1. Suppose the banking system is connected and that at price p, there
is at least one bank that has positive equity value. Then, there is a unique clearing
vector x such that 

x = x- � (w(p)+	
T
x)

Let us write x(p) to be the unique clearing vector when the price of the
illiquid asset is given by p. Then each payment xij is determined by the pro
rata rule (prorata). Hence, this lemma allows us to write each  xij as a func-
tion of p. We will use this feature in what follows.

Assets held by the bank attract a regulatory minimum capital ratio,
which stipulates that the ratio of the bank’s equity value to the mark to
market value of its assets must be above some prespecified ratio r*. When
a bank finds itself violating this constraint, it must sell some of its assets so
as to reduce the size of its balance sheet. Denote by ti the units of the liquid
asset sold by bank i, and denote by si the units of the illiquid asset sold by
bank i. The liquid asset has constant price of 1. The illiquid asset has price
p, which is determined in equilibrium.
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The capital adequacy constraint puts a lower bound on the capital
asset ratio of the bank. The constraint is given by 

pei + ci + �jxj�ji – xi

p(ei – si) + (ci – ti) + �jxj�ji

The numerator is the equity value of the bank where the interbank
claims and liabilities are calculated in terms of the expected payments. The
denominator is the mark to market value of its assets after the sale of si

units of the illiquid asset and sale ti of the liquid asset. The underlying
assumption is that the assets are sold for cash, and that cash does not
attract a capital requirement. Thus, if the bank sells si units of the illiquid
asset, then it has psi in cash (assuming for simplicity that it starts with zero
cash), and holds p(ei–si) worth of the illiquid asset. Hence, we have the sum
of these (given by pei) on the numerator, while we have only the mark to
market value of the illiquid asset (given by p(ei–si)) on the denominator.
Similar remarks apply to the liquid asset. Thus, by selling its assets for
cash, the bank can reduce the size of its balance sheet and hence reduce the
denominator, making the capital asset ratio larger. 

We make two assumptions. First, the bank cannot short-sell the assets.
Thus,

si � [0,ei] and ti � [0,ci]

Second, we assume that the bank sells all its liquid assets before it
starts selling its illiquid assets. Thus, si  0 only if ti = ci . Any value maxi-
mizing bank will follow this rule, and hence this assumption is not a
strong one.

An equilibrium is the triple (x,s,p) consisting of a vector of payments x,
vector of sales of illiquid asset s, and the price p of the illiquid asset such
that

For all banks i, xi = min �x-i , pei + ci +�
j

xj�ji�
For all banks i, si is the smallest sale that ensures that the capital ade-

quacy condition is satisfied. If there is no value of si � [0,ei] for which the
capital adequacy condition is satisfied, then si = ei. 

There is a downward sloping inverse demand function d–1� such that

p = d–1(�i si).

The first clause is reiterating the limited liability of equity holders and
the priority and equal seniority of the debt holders. The second clause says
that either the bank is liquidated altogether, or its sales of illiquid assets
(possibly zero) reduce its assets sufficiently to comply with the capital ade-
quacy ratio. Finally, the third clause states that the price of the illiquid
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asset is determined by the intersection of a downward-sloping demand
curve and the vertical supply curve given by aggregate sales.

By rearranging the capital adequacy condition (c1) together with the
condition that si is positive only if ti = ci , we can write the sale si as a func-
tion of p, where si = 0 if the capital adequacy condition can be met by sales
of the liquid asset or from no sales of assets, but otherwise is given by 

x-i –(1–r*)(�j xj�ji + pei) –cisi = min � ei, _________________________ �
r*p

The interbank payments  xij are all functions of p. Thus, si itself is a
function of p, and we write si(p) the sales by bank i are a function of the
price p. Let 

s(p) = �
i

sI(p)

be the aggregate sale of the illiquid asset given price p. Since each
si� is decreasing in p, the aggregate sale function s(p)is decreasing in p.

The inverse demand curve for the illiquid asset is assumed to be 

p– = e– � (�i si)

where � � 0 is a positive constant. The maximum price is p = 1 , which
occurs when sales are zero. We impose two regularity conditions on the
demand and sales functions. First, we require that the banking system
does not spiral down into zero net worth when all the illiquid assets are
sold. When the entire endowment of illiquid assets in the system is sold,
there is at least one bank that has positive equity value.7 Let p be the price
of the illiquid asset when the entire endowment of the illiquid asset is sold.
That is,

p– = d-1 (�i ei)

Our first regularity condition is 

s(p–) < d(p–)

Our second regularity condition is at the opposite end of the price
spectrum. We require that when the price of the illiquid asset is at its high-
est, given by p = 1, no bank is forced to sell any of its illiquid assets. In
other words, s(1) = 0 . From (dem), we have d(1) = 0. Together, we have

s(1) = d(1)

An equilibrium price of the illiquid asset is a price p for which 

s(p) = d(p)

From (upper), we have at least one equilibrium price, given by p = 1.
This is the status quo price where the banking system has not suffered any
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adverse shock. However, an equilibrium price lower than 1 is possible pro-
vided that the s(p) curve lies above the d(p) curve for some ranges of price
(see Figure 9.1).

The price adjustment process can be depicted as a step adjustment
process in the arc below the s(p) curve, but above the d(p) curve. The
process starts with a downward shock to the price of the illiquid asset. At
the lower price p0, the forced sales of the banks puts quantity s(p0) on the
market. However, this pushes the price further down to p1 = d–1(s(p0)). This
elicits further sales, implying total supply of s(p1). Given this increased
supply, the price falls further to p2 = d–1(s(p1))., and so on. The price falls
until we get to the nearest intersection point where the d(p) curve and s(p)
curve cross. 

Equivalently, we may define the function � : [p–,1] � [p–,1] as

�(p) = d–1(s(p))

and an equilibrium price is a fixed point of the mapping ��. The function
�� has the following interpretation. For any given price p, the value �(p)
is the market-clearing price of the illiquid asset that results when the price
of the illiquid asset on the banks’ balance sheets is evaluated at price p.
Thus, when �(p) < p, we have the precondition for a downward spiral in
the illiquid asset’s price. The price that results from the sales is lower than
the price at which the balance sheets are evaluated. We can summarize our
results as follows.

Proposition 2. If  for all �(p) 
 p for all p, there is a unique equilibrium in
which p = 1 . In this case, the value of the banking system declines only by the size
of the initial shock.

Proposition 3. If �(p) < p for some values of p , then there is an equilibrium
in which p is strictly below 1, and in which there are sales of the illiquid asset. In
this case, the banking system will reach this equilibrium by the step adjustment
process provided that the initial shock is big enough.

The first proposition is immediate. Thus, when the �(p) curve lies
above the 45-degree line, there is no endogenous fall in the asset value of
the banking system. The only effect of the initial shock is to reduce the
banking sector’s value by the amount of the initial shock. The second
proposition follows from the continuity of the �� mapping, which inher-
its its continuity from the continuity of d(p) and s(p). In this case, there is
an amplification effect that arises from the endogenous responses generat-
ed by the forced sales (Figure 9.3).

Simulations
I now illustrate the effects of illiquidity as given in Proposition (3) by
means of several examples. The basic structure of the model is the same as
that outlined in the previous section. But to make the example more realis-
tic, I include deposits as an additional liability in banks’ balance sheets.
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Iuse these to explore the implications on systemic robustness of changes in
a wide set of systemic and policy parameters.

To identify the equilibrium of the model, I devise an iterative proce-
dure whose structure is designed to obtain the equilibrium to the adjust-
ment procedure defined in the previous section. The algorithm can be
described as follows.

Given the level of the minimum capital ratio r*, the algorithm checks
that the equity ratio of each bank (rk) satisfies condition (c1). Failure to
comply with this requirement triggers a resizing of the bank’s balance
sheet and possibly the liquidation of the bank.

There are two possible cases:
If rk � r*, then the bank satisfies the capital adequacy ratio and no

action is required.
If rk < r*, then the bank violates the capital adequacy ratio and needs to

liquidate assets.
In the second case, depending on the size of its equity capital, the bank

can resize its balance sheet, scaling down the size of its assets to a new
level consistent with the actual level of equity capital available. Alterna-
tively, if this is not possible, the bank is liquidated.8 I assume that liquida-
tion occurs if equity capital is insufficient to support more assets than the
outstanding claims in the interbank market. In other words, the threshold
level of equity capital for technical solvency is given by

nn

r*�Lij
i=1

For a bank that violates the capital adequacy ratio, the resizing routine
is activated. This entails a reduction of the size of the bank’s balance sheet

Figure 9.3. Amplification of shock through asset sales
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until the bank’s assets can be supported by the given equity size. Assets
are liquidated according to their degree of liquidity. First, banks liquidate
their liquid assets and then they move to the illiquid assets. When the
bank becomes insolvent, the liquidation routine is activated. All the bank’s
(liquid and illiquid) assets are liquidated and used to settle liabilities
according to the principles set out in the previous section (priority of debt
claims, proportionality, limited liability). In particular, when default
occurs, the defaulting bank pays all claimants in proportion to the size of
their nominal claims on the bank’s assets. This implies that the loss is dis-
tributed proportionally among all the bank’s creditors. Because of this,
interbank assets and liabilities cannot be netted, as netting would effec-
tively give priority to some claimants over others, implying that the loss is
not evenly spread among holders of interbank assets.

Different liquidation rules apply to the three categories of bank assets
when they have to be used to settle liabilities. Liquid assets are sold for
cash at the notional value. Illiquid assets have to be liquidated at market
price. The proceeds from the sale can then be used to settle liabilities.
Interbank assets are not cashed but are redirected, or redistributed, at face
value proportionally among the holders of the bank’s liabilities, who
essentially take over the credit line given by the defaulting or resizing
bank and become the new creditors of the contract. This liquidation rule of
interbank assets reflects the fact that interbank loans normally cannot be
expected to be recalled early in the event of default of the lender. In other
words, default of the lender cannot trigger early repayment of a loan.

This variety of liquidation rules acknowledges the fact that different
asset types carry different risks. In particular, liquid assets are always
exchanged at face value and bear no risk. Illiquid assets are exposed to
market and liquidity risks as their final value is determined endogenously
as a market price, which in turn depends on the equilibrium of demand
and supply. Interbank assets are exposed to credit (or counterpart) risk, as
their value ultimately depends on whether the borrower is able or not to
repay the loan in full and on the recovery rate in the event of default.

Clearly, because different asset types imply exposure to a range of dif-
ferent risks, the actual asset composition of a bank’s portfolio has a direct
bearing on the bank’s intrinsic creditworthiness, on its capacity to with-
stand shocks, and on its susceptibility to contagion. Banks with significant
holdings of liquid assets as a proportion of total assets are generally more
resilient to shocks and less susceptible to contagion, as they are overall less
exposed to fluctuations in the price of the illiquid asset and face lower
credit risk. Additionally, if these banks default or have to resize, they cre-
ate fewer externalities on the rest of the system, as they can settle their lia-
bilities through liquid assets whose prices are fixed. Thus, they would sell
smaller amounts of the illiquid asset in the market and would create less
systemic contagion through movements of asset prices.
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Importantly, when choosing their portfolio allocation, banks do not
internalize the positive externalities that holding more liquidity has on the
stability of the system. Therefore, the privately determined liquidity will
be suboptimal. I do not model explicitly the banks’ individual choices of
liquidity (and capital). However, because banks do not internalize the
externalities of network membership, the introduction of an ex ante port-
folio allocation to the problem would not necessarily guarantee that liq-
uidity in equilibrium coincides with the level that minimizes systemic risk.
As a consequence, liquidity and capital requirements would need to be
externally imposed. Moreover, they should be set in relation to a bank’s
contribution to systemic risk and not on the basis of the bank’s idiosyn-
cratic risk.

One distinguishing feature of the algorithm is that for defaulting and
oversized banks, the algorithm keeps track of the quantity of the illiquid
asset dropped in the market. In other words, payments in liquidations are
kept under separate accounts according to their origin, in order to allow
repricing of the illiquid asset when the market price changes. Combining
this information with the given demand function of the illiquid asset
allows calculating the new equilibrium price of the illiquid asset. Mark to
market rules imply that all banks have to reprice their stockholding of the
illiquid asset in their balance sheet at the new (lower) given market price,
which in turn may mean that banks that were previously safe may now
become illiquid or insolvent.

Formally, the algorithm determines in each round the set of banks that
are oversized or insolvent and calculates the quantity of the illiquid asset
that these nodes need to drop in the market. Given this quantity, it then
determines the new price of the illiquid asset using the specified demand
function. Then the illiquid asset is repriced by all nodes in the system,
according to mark to market requirements. Finally the algorithm checks
that all banks are solvent under the new price. If there is at least one insol-
vent bank, the algorithm is iterated again until an equilibrium is found
where all banks satisfy the solvency condition.

For a first set of basic results, I model a highly stylized banking sys-
tem. I keep a number of background parameters constant and explore the
effects on systemic stability of a number of state and policy parameters.

The main background parameters are:
Initial banks’ balance sheet: I assume that banks are homogenous—that

is, they all have the same initial balance sheet, which takes the following
form:

Liquid and illiquid assets 70 Equity 7
Interbank assets 30 Deposits 63

Interbank liabilities 30

Total assets 100 Net worth and liabilities 100
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Initial interbank claims: The initial overall size of the interbank market
is fixed and constant across all simulations; additionally banks have zero
net interbank exposures (i.e., gross interbank liabilities and assets match
for each bank).

Regulatory capital requirement: Banks’ equity must be at least 7 percent
of total assets; if equity falls below this threshold, then banks would need
to scale down their balance sheet and eventually liquidate.

Initial number of banks: I set this equal to 10.
Demand function of the illiquid asset: This takes an exponential form and

is given by equation (dem), and I set values for the parameter a, as
described below.

These assumptions identify a “neutral” banking system, where all
agents are alike and where results do not depend on the size of banks’ bal-
ance sheets. Moreover, results can be interpreted regardless of considera-
tions of market concentration. Clearly, calibrating a realistic financial sys-
tem with differentially sized firms would be an obvious extention of this
research.

I explore how systemic stability is affected by the following parame-
ters:

Capital buffer: defined as the margin of a bank’s equity above regulato-
ry capital. A high capital buffer allows a bank to withstand larger shocks
before it is pushed below the threshold for regulatory solvency and forced
to resize or liquidate. Thus a bank with high capital buffer is more resilient
to shocks and generates less systemic risk through asset price movements
and links in the interbank market.

Liquidity ratio: defined as the initial proportion of liquid and illiquid
assets in banks’ balance sheets. Intuitively, systemic risk is lower in more
liquid banking systems as banks can resize their balance sheets without
creating large movements in the price of the illiquid asset for any given
price elasticity of the demand curve.

Banking interlinkages: defines the structure of banks’ interconnections
through the interbank market and is given by the number and combina-
tions of interbank links for a given size of the interbank market. In particu-
lar, given the size of interbank loans and deposits, I fix the number of pos-
sible counterparts and then randomly simulate all the possible
combinations that can be created for that given number of counterparts.

Price elasticity: defined by the parameter a in equation (dem). A low
value of a implies an elastic demand for the illiquid asset, so that price
changes will be smaller for a given amount of the illiquid asset sold in the
market. In most simulations I assume a value of a such that p falls by 50
percent if all the illiquid assets held by banks are dropped in the market or
that there is a floor for p equal to 0.5.

For convenience, I treat the capital buffer and the liquidity ratio as
“policy” parameters. The interlinkages structure, the price elasticity, and
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the size of the shock are “state” parameters. Results presented here assume
an idiosyncratic shock.

Results
Results are presented in terms of the final system equilibrium, when nodes
do not further adjust their balance sheets and equilibrium prices are used
to evaluate assets. However, the transition from the initial state to the final
equilibrium contains additional information. I will use this in one specific
example.

The shock that I simulate is the failure of one institution, which occurs
with a certain initial loss given default (LGD). The initial LGD is the excess
of nominal liabilities over the value of the assets of the failed bank.
Expressed as a fraction of total initial assets, it indicates the percentage loss
that creditors suffer if assets are recovered at their liquidation value. Clear-
ly, in this model, the initial LGD does not necessarily coincide with the
final losses suffered by banks. If the price elasticity of the illiquid asset is
below infinity, total losses in equilibrium may be higher than the initial
simulated shock as falls in the price of the illiquid asset imply destruction
of equity value. This is an important distinction from Eisenberg and Noe,
where the initial loss is simply reallocated among the nodes, there is no
destruction of system value, and the final loss is always equal to the size of
the simulated shock.

I present the result in terms of the total number of banks failed as a
consequence of the initial shock, using heatmap charts. Thus contagion is
measured by the number of banks that fail after the first bank is shocked.
The figures presented assume that the size of the shock, the price elasticity,
and the size of the capital buffer are fixed. The number of credit counter-
parts and liquidity varies. For the latter, we vary liquid assets as fraction of
total noninterbank assets.

In the first set of simulations, I consider a bank that has to be liquidat-
ed because it has exactly zero equity (LGD = 0). Therefore any contagion
will stem from price effects. Figure 9.4 shows these results. Panel A reports
the limiting case of infinite demand elasticity (a=o). This is equivalent to
the case in Eisenberg and Noe, and can be thought of as a case of historical
cost accounting. It shows that contagion never occurs, as the price of the
illiquid asset is constantly equal to one. However, when p reacts (a>o), con-
tagion may occur if liquidity is low (Panel B). The liquidation of a failed
bank implies the selling of assets in the market, which triggers a fall in the
price of the illiquid asset. In turn, this generates two effects. Banks with
direct exposures to the failed bank will be unable to recover the full
amount of their loans. In addition, all banks will suffer a loss from the fall
in the market price of the illiquid asset, if mark-to-market rules are in
place. These losses imply that eventually banks may have to adjust their
balance sheets in order to comply with capital adequacy requirements.
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These additional sales of assets cause further falls in prices, which in turn
may feed back on banks’ resilience. A vicious circle may be unleashed.
Since all banks are identical, results tend to concentrate in the corners:
either all banks fail or none of them does. The vicious circle does not nec-
essarily end up in the collapse of the whole system. Under certain circum-
stances, the algorithm may converge to a solution where banks remain sol-
vent after losing some capital.

The cases where banks remain solvent are those where liquidity is
high. This is because banks can adjust their balance sheets by selling liquid
assets, which can be sold at the notional value. Therefore, in this case the
pressure on banks’ balance sheets arising from the falls in the price of the
illiquid asset is lower. Importantly, banks’ liquidity is lower in the final
equilibrium. This case shows that asset prices may be a powerful channel

Figure 9.4. LGD = 0
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of systemic contagion. It also shows that liquidity holding can help to
avoid contagion.

Panel C illustrates the relation between number of interlinkages and
systemic resilience. Two basic results can be highlighted. First, the panel
includes a case where nodes are not linked via reciprocal loans and
deposits (autarky). Nodes in this system may be thought of as insurance
companies or mutual funds, which are only exposed to asset price conta-
gion.

The simulations show that an autarkic system can be more resilient
than an interlinked system. The explanation is straightforward. In autarky,
there is no channel for the transmission of credit losses among financial
institutions. The losses are borne entirely by the customers of these finan-
cial institutions. Other institutions in the system are affected only via price
effects. By contrast, when there are credit linkages among nodes, credit
losses are transmitted to other nodes in addition to the aggregate price
effect. Therefore, autarky may become more stable than a system of inter-
connected banks.9

A second result is that when there are credit relationships, the system
tends to be more resilient to shocks when the number of counterparts is
higher. This is shown in Panel C. Intuitively, a given credit loss is spread
across a higher number of agents and thus each faces a loss that is propor-
tionally smaller. In this case, lower capital buffers may be enough to with-
stand the loss. This result is straightforward and is in line with Allen and
Gale (2000) in that systems that are more interconnected are also safer.
However, when we move to a case of LGD greater than zero, this result
can be different.

As explained above, more diversified interbank credit structures may
lead to safer systems. If a given credit loss is absorbed by more agents, the
amount that each of them has to face is smaller and therefore it is more
likely that agents can bear the loss without further failures. However, this
result may not hold when asset prices are an additional channel of conta-
gion.

This can be illustrated with a simple example. Consider the case of an
insolvent bank that has liabilities toward one other bank only. Suppose
that losses imply that the creditor bank also fails. The failure of the second
bank implies additional sales of illiquid assets, with a consequential price
impact. Notice that this impact is limited by the amount of the illiquid
asset held by the failed bank. Consider now the case of several creditor
banks. Suppose, given that the loss is spread among more creditors, none
of them fails in the first round. But in order to adjust their balance sheets,
they have to sell illiquid assets. Notice that the amount sold in the market
now is not limited by the balance sheet of one bank but by the sum of the
balance sheets of all the banks that are exposed to the first default. It is
possible therefore that the fall in the price of the illiquid asset may be high-
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er in the case of more interconnections. If the price fall is larger, adjust-
ments to comply with capital requirements by other banks will also be
higher. This implies that the endogenous process of price reduction that is
being unleashed can be of wider magnitude in the case of a higher number
of counterparts.

A case where this happens is shown in Figures 9.5 to 9.7. These figures
describe the case of a 30 percent LGD, a = 0.5 and initial asset-to-capital
ratio of 8 percent. In Figure 9.5 we look at the transition between the initial
and final steady state by showing the number of insolvencies at each
round by different total number of counterparts. In the case with one cred-
it counterpart, there is only one failure in the first round. The cases with
two to four counterparts show the situation just described. In the initial
rounds there are no failures, given that initially no bank receives a big
shock. But the process generated in the market of the illiquid asset ends up
in a higher number of defaults in later rounds.

Figure 9.6 shows the evolution of illiquid assets sold in the market in
successive iterations of the simulation. In the case of one credit counter-
part, only the assets of the failed bank are sold in the first round. However,
as the figure shows, in the cases of two and three credit links the amount
sold in the market is larger in the same round, despite the fact that no bank
fails. This implies a larger fall in price, as can be seen in Figure 9.7.

Figure 9.5. Failures at each iteration
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The asset price channel of systemic contagion disappears when the
number of interlinkages is high enough to allow banks to stand the losses
without selling illiquid assets. Balance-sheet adjustments take place by
selling liquid assets only. In the example, this happens when the number
of counterparts is five or more.

Figure 9.7. Total assets sold

Figure 9.6. Assets sold at each iteration
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This nonlinear response to a shock with respect to the number of inter-
connections is one important finding of the simulation exercise. Intuitively,
more interconnected systems can lead to more systemic risk also in a
world without price contagion, as in Allen and Gale (2000), if shocks are
large enough. However, price effects do increase the likelihood of this phe-
nomenon significantly.10

One way to curtail systemic contagion is by requiring banks to hold
more liquid assets. These assets allow banks to adjust their balance sheets
without receiving adverse feedback effects from market prices. Sales of
illiquid assets may still occur but at a level that is below the point where
the fall in prices generates systemic contagion.

Figure 9.8 shows the effects of liquidity. Moving along the horizontal
axis, we increase the fraction of liquid assets as a fraction of the total liquid
plus illiquid assets that banks have. The figure shows that there is a
threshold liquidity level beyond which no systemic contagion via asset
prices occurs.11 Additionally, for this combination of shock and price elas-
ticity there is a clear nonlinear relationship between the number of inter-
linkages and the liquidity threshold. The positively sloped part (from 0 to
5 interconnections) comes from the effect explained in the previous sec-
tion. The negatively sloped part (from 5 to 9 links) shows that for a higher
number of credit counterparts, the liquidity threshold is reduced. This
implies that liquidity and interconnections can be substitutes for systemic
stability for an important range of parameter values.

The substitution between liquidity and interconnections follows
straightforwardly from the fact that a larger number of counterparts

Figure 9.8. Liquidity ratio and number of counterparties
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diminishes the size of the shock that each of them faces. The countervail-
ing effect described in the previous section vanishes with a sufficiently
large number of counterparts.

Systemic contagion can obviously also be contained by higher capital
buffers. If banks have capital in excess of the amounts required by the reg-
ulator, they may not need to adjust their balance sheets when they are hit
by an adverse shock, both directly through their interbank exposures and
indirectly via asset price movements. This implies that when capital is
higher than the minimum required by the regulators, the threshold liquidi-
ty levels are reduced. Figure 9.9 shows this result. 

It is possible, therefore, to derive a relationship between the threshold
level of liquid assets for a given level of the capital ratio. The higher the
capital ratio, the lower the liquidity required to avoid systemic losses. Fig-
ure 9.10 shows this relation for different given levels of connectivity.

Figure 9.9. Capital buffers
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Regulation and Policy Response

We are now in a position to draw together all the strands in our discussion
and comment on the policy significance. There are two dimensions to poli-
cies: ex ante policies aimed at preventing crises or mitigating their effects
and ex post crisis management policies.

We have seen from the simulations of the formal model that under
some circumstances, prudential regulations designed to prevent the fail-
ures of individual institutions can have the perverse effect of undermining
the stability of the system as a whole. In the exercise in the previous sec-
tion, we looked at the ex post stability effects of capital requirements in a
system of interconnected banks for given portfolio choices when mark to
market rules are in place. Because financial institutions do not internalize

Figure 9.10. Liquidity vs capital buffers
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the externalities of network membership, banks’ liquidity choices will be
suboptimal. As a consequence, liquidity and capital requirements need to
be imposed externally and should be set in relation to a bank’s contribu-
tion to systemic risk, rather than on the basis of the bank’s idiosyncratic
risk.

One message that emerges from our simulations is that for a given
shock, systemic resilience and bank interconnections are nonmonotonical-
ly related; that is, under particular circumstances more interconnected sys-
tems may be riskier than less connected systems.

Another important message is that liquidity buffers play a role similar
to capital buffers. In some circumstances, liquidity requirements may be
more effective than capital buffers in forestalling systemic effects. When
the residual demand curve is extremely inelastic (such as during periods
of major financial distress when risk appetite is very low), even a large
capital buffer may be insufficient to prevent contagion, since the price
impact of sales into a falling market would be very high. To put it another
way, even a large capital cushion may be insufficient if the stuffing in the
cushion turns out to be useless. Liquidity requirements can internalize
some of the externalities that are generated by the price impact of selling
into a falling market.

It is worth noting that the development of risk management systems
at the level of the individual financial institution may not solve system
risk. The adoption of explicit risk management techniques has been
accompanied by a growing acceptance by regulators of self-policing by the
financial institutions themselves using their own internal risk manage-
ment models. This growing acceptance means that it is more important
than ever to get things right. What’s at issue is whether such bouts of tur-
bulence will subside as more sophisticated versions of current risk man-
agement techniques become more widely adopted, or whether the more
widespread adoption of such techniques merely serves to increase the
fragility of the system. As long as the worldview underlying the risk man-
agement models discounts the feedback effect from actions to outcomes,
the building blocks underlying such models remain suspect. If the exter-
nalities generated by one trader’s actions on the payoff distribution of
another are not taken into account, then assumptions supporting a model
may be undermined.

The term “externality” is used advisedly. The usual context in which
this notion appears in economics is in welfare economics—as applied to
environmental issues—in which the absence of markets generates ineffi-
cient outcomes among market participants. Thus, when I take my car out
on the congested roads, I am contributing to the congestion, but this added
inconvenience to others is not priced by the market, as there is no market
for unencumbered use of the road. There is an analogy with the trading
decisions of market participants. When one hedge fund decides to engage
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in the yen carry trade, the decision is based on the profitability for that
trader alone. However, by short-selling the yen, this trader generates an
externality for all other market participants who are engaged in the same
trade in that when the yen begins to rise, its rise will be that much more
accentuated by the belated attempt to cover the short yen position by this
trader. Thus, just as a driver discounts the inconvenience caused by his
own driving on the welfare of other drivers, the hedge fund discounts the
possible losses inflicted on other market participants by his own trades.

Indeed, the externalities inflicted by traders on other traders will be
worse than this. For a driver taking his car out on the road, he at least will
anticipate the selfish actions of other drivers—daily experience of conges-
tion will have reinforced this. However, the hedge fund engaging in the
yen carry trade will underestimate the risks. The hedge fund has incorrect
beliefs to the extent that his risk management model is based on a
“roulette-wheel” view of the world in which there is no feedback effect
from the actions of other traders on the market outcome. During normal,
tranquil market conditions, the daily signs from the market do not serve to
warn the hedge fund of impending danger. As seen from Figure 1, the
price distribution is only distorted for one of the tails of the distribution of
the underlying fundamentals. As long as the underlying fundamentals
move within a small interval of the median, the outcomes are indistin-
guishable from those generated by the symmetric normal distribution. It is
only when the underlying fundamentals wander off to the left that the
hedge fund will realize something is seriously wrong. But by then, it is too
late.

Externalities justify a role for the regulator, whether it be in reducing
congestion on the roads or in reducing the damaging effects of market tur-
bulence. This role can be justified even though the individual decision
makers are perfectly rational and are able to make informed decisions
themselves. The incentives for individuals, whether they be individual dri-
vers or traders, do not always take into account the effect of their decisions
on others’ welfare.

Crisis management poses difficult dilemmas for policy. One of the
most difficult policy questions for the monetary authorities facing a twin
crisis—the combination of a currency crisis with a banking crisis—is how
to conduct monetary policy in the face of the crisis. On the one hand, tight-
ening monetary policy by raising domestic interest rates reduces the value
of the dollar liabilities on the banks’ balance sheets. Also, higher domestic
interest rates (other things being equal) induce the foreign lenders to roll
over their loans to the domestic banks. Both of these effects would tend to
mitigate the severity of the financial crisis. During the Asian crisis of 1997,
the policy prescription of the IMF was to conduct tight monetary policy
for these reasons.
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However, there are also negative consequences of a tight monetary
policy. Higher interest rates lower the value of the assets held by the
banks, such as loans to corporate or household borrowers. Frequently,
such loans will be collaterialized by marketable assets such as real estate,
land, or financial assets. As asset prices fall across the board, the credit
quality of loans will deteriorate and the market value of the collateral
assets will fall, inducing banks to demand more collateral or to curtail
existing lending. When viewed from the outside, the net worth or equity
value of the whole of the domestic banking sector will decline. Foreign
lenders will then become reluctant to roll over their dollar loans to the
domestic banking system, weakening the balance sheet positions of the
domestic banks.

Thus, the dilemma for the monetary authorities can be stated as fol-
lows. In order to reduce the value of dollar liabilities of the banking sys-
tem, interest rates must be raised. However, raising interest rates also low-
ers the asset value of the domestic banking system. In such circumstances,
the correct monetary policy response must balance the reduction in liabili-
ties against the reduction in asset values in the domestic banking system.
The overall effect on the net worth of the domestic banking system can go
either way. An increase in interest rates could lower the net worth of the
domestic banking system and thus precipitate a rush for the exits by the
foreign lenders.

Concluding Remarks

Systemic risk is a complex notion that ties together many interrelated
issues. However, the distinguishing feature of system crises is the spillover
effects across markets and financial institutions through interlocking bal-
ance sheets, collateral constraints, declines in market values of assets, cur-
rency mismatches on the balance sheet, and the endogenous amplification
of financial distress. We have explored three themes in particular:

1. Credit chains, and other forms of interlocking balance sheets
2. Contagion through asset prices
3. The amplification of distress through feedback processes
In terms of the policy response, we have examined the role of liquidity

regulation in mitigating the spillover effects and the role of liquidity provi-
sion as a crisis management measure. Clearly, there is a tension (indeed, a
conflict) between the effect on ex ante incentives and moral hazard arising
from the role of the lender of last resort and the greater disciplining role of
a harsh regime where no lender of last resort exists. The appropriate policy
response is to strike the right balance between the two.
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Appendix A

In this appendix, I outline the argument for why portfolio insurance dic-
tates a “sell cheap, buy dear strategy.” It is worth recounting how the pay-
off from holding a put option on an underlying asset can be approximated
by the dynamic trading strategy on the underlying asset. In its simplest
form, the strategy relies on the delta of the put option. The delta of a put
option is the rate of change of its price with respect to the change in the
underlying fundamental asset. Thus, if 	 is the price of the put option 
and p is the price of the underlying asset, the delta � is given by

� = d	 < 0
dp

Black and Scholes (1973) in their celebrated paper on option pricing
noted that the portfolio consisting of 

� underlying asset� –1 put option

is locally risk free with respect to changes in p. This is because when the
price changes slightly, the gain or loss from the holding of the underlying
asset (given by �) is matched by an exactly offsetting loss or gain from the
change in the price of the put option (–�). This insight is used in the
derivation of the Black-Scholes formula by arguing that the above portfo-
lio must earn the same return as a risk-free asset.

An analogous argument can be used to show that the payoff from the
put option can be replicated by holding a suitable portfolio of the underly-
ing asset and cash. Suppose that a trader starts with cash balance of 	,
which also happens to be the price of the put option that the trader wishes
to replicate. With this wealth, the trader can either purchase the put option
itself, or purchase the portfolio 

� underlying asset� –p� + 	 cash

Since the trader wishes to replicate a put option, � is negative. This
portfolio is financed by selling short ��� units of underlying asset at price p
and adding the proceeds to the cash balance.

Now, suppose there are price changes to p�. The value of the portfolio
at the new price is 
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where 	� is the price of the put option given p�. Thus, the trader manages
to approximate the wealth of a trader who starts out by holding the put
option itself. Since the approximation is linear, the accuracy of the approxi-
mation is greater the smaller the price change. The trader then forms the
new portfolio 

�� underlying asset
�� –p��� + 	� cash

which is affordable given his wealth of 	�. Proceeding in this way, the
trader reaches the date of maturity of the option. If option expires in the
money, (2) is 

–1 underlying asset� p + (x – p) cash

while if the option expires out of the money, (2) is 

0 underlying asset� 0 cash

Either way, the final value of the trader’s portfolio is
max {x – p,0)

which is the payoff to buying and holding one put option at the
beginning.

The dynamic replication of a put option through dynamic trading is
especially useful in contexts where the relevant put option does not have a
well-established market. Traded options exist only for well-established
markets and only for relatively short maturities. For very long dated
options or for specific assets, dynamic replication is the only avenue open
to traders if they wish to hedge an implicit short put position. For instance,
a fund manager who has sold long-term retail funds that guarantee the
capital, the implicit put must be replicated in some way. If an investment
bank has sold the fund manger an over-the-counter put, then the burden
of replication is placed on the investment bank that has sold the option.

Notes

Author’s note: I am grateful to Joon-Ho Hahm for his comments as discus-
sant and to Michael Foot, Joon-Kyung Kim, Dong-Soo Kang, Howell Jack-
son, and other participants for their comments. I thank the East-West Cen-
ter and KDI for the opportunity to participate in the conference.
1. See, for example, the RealPlayer videos of the opening day on the BBC

news site on http://news.bbc.co.uk/hi/english/static/in_depth/
uk/2000/millennium_bridge/default.st.

2. See “Bad Vibrations,” New Scientist 167(2246. July 8, 2000, p. 14.
See also the web page set up by Arup—the construction engineers of
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the bridge—at http://www.arup.com/millenniumbridge/challenge/
oscillation.html.

3. In the tests that followed the closure of the bridge, Arup found 
that the critical number of people that started the wobble was 156. 
Up to that number, there was no significant movement. However, 
with ten more people, the wobble suddenly appeared. See http://
www.arup.com/millenniumbridge/challenge/results.html.

4. The BIS report, “A Review of Financial Market Events in Autumn
1998,” is available at www.bis.org/publ/cgfs12.htm. See also chapter 3
of the IMF’s World Economic Outlook and International Capital Markets:
Interim Assessment at www.imf.org/external/pubs/ft/weo/weo1298/
index.htm.

5. FSA Guidance Note 4. 2002. “Resilience Test for Insurers.” See also
FSA press release no. FSA/PN/071/2002, June 28, 2002, “FSA Intro-
duces New Element to Life Insurers’ Resilience Tests.”

6. It seems intuitive to conjecture that when players are faced with illiq-
uid markets, they would try to insure against liquidity black holes by
holding more liquid assets. The argument in Jackson et al.. 2002.
should apply also to liquidity—that market discipline would induce
banks to hold more liquid assets. That said, each individual bank will
have no incentive to internalize any network externalities, and the
level of liquidity may not be optimal.

7. This condition is only needed to show the existence of an interior solu-
tion and will be removed when the empirical simulations are run later.

8. In principle, the bank could also raise equity capital in the markets.
However, I rule out this option on the grounds that at times of stress,
raising equity may be expensive, may take time, and may even be
impossible in some cases if capital markets are shut.

9. Intuitively, autarky would be safest also in a world à la Allen and Gale.
2000.—that is, without price contagion.

10. Experiments suggest that to get a nonlinear response in an Allen and
Gale world, shocks would have to be so large as to be implausible. a
bank default with LGD four times that of assets..

11. In the case of a single link in the interbank market, there is evidence of
contagion to at least one other bank in the system for any level of the
liquidity ratio. However, this is due to direct credit exposure and not
to asset price contagion.
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10. Identification and Management of Systemic
Risks: Macro and Micro Evidence in Korea 

Dongsoo Kang  

Introduction 

The probability of experiencing systemic crises is not negligible through-
out history.1 Due to the inherent nature of the banking business, for exam-
ple, a liquidity crunch takes place periodically on fundamentally reason-
able grounds (Mitchell 1941; Gorton 1988; etc.), or comes randomly from
mob psychology or as a self-fulfilling prophecy (Kindleberger 1978; Dia-
mond and Dybvig 1983; Farmer 1993; etc.). Let alone their causes, one of
the foremost reasons for paying attention to systemic crises is the astro-
nomical amount of their ensuing costs from both macro and micro per-
spectives.2 In order to keep these probable and costly incidents from recur-
ring, policy makers and academics joined in their efforts to devise
managing systemic risks, of which examples are central banking, deposit
insurance, prudential regulation, and so on. Despite having these instru-
ments at hand, we are not still able to prevent systemic crises. 

The causes of systemic crises all point to financial regulations, particu-
larly in emerging market economies (EMEs) such as Korea that have
undergone serious damage due to recent currency and/or financial crises.
Compared with the intense interest and attention, however, empirical
studies on systemic crises and their management to which policy makers
can refer are rare in such countries. That is, at least in Korea, key empirical
discussions are almost lacking, such as how a systemic crisis is defined
quantitatively; how frequent, severe, and durable it is; in what way it
undermines the corporate and financial sectors, which in turn aggravates
the overall situation further, and so forth. These questions motivate the
current study.

The purpose of the paper is to examine both macro and micro phe-
nomena in the context of business fluctuations caused by external shocks.
This attempt is based on the business cycle view that a systemic crisis
responds to unfolding economic circumstances, so it is a natural out-
growth of the business cycle. Following a series of business cycle and
financial economics literature, the current study aims to investigate, identi-
fy, and measure the shocks that drive initial business fluctuations in Korea.
Then it looks at how finance matters by scrutinizing amplification and
propagation processes, focusing on the lender-borrower relationship in the
spirit of Bernanke et al. (1999) and Kiyotaki and Moore (1997). Next, it dis-
cusses the contagion mechanism via the balance sheet of Korean financial



346 Dongsoo Kang

institutions. To this end, it shows the similarity of asset portfolios of finan-
cial institutions and their loan losses. 

In short, this study asks how much the theories in academic literature
could explain the crises that Korea experienced. Its agenda looks challeng-
ing and comprehensive due to the wide coverage of the issues that are not
only academic but also practically debatable. Note, however, that it does
not provide a well organized, unifying and encompassing methodology.
Rather, it is just intended to ignite further empirical analyses based on how
an appropriate system of crisis management could be established. 

This study provides some prominent observations in relation to policy
implications: Systemic crisis managers should pay considerable attention
to macro-aggregate shocks. A unit disturbance that hits aggregate quantity
and price variables causes very large swings in business cycles in Korea.
The measured shock series using macrovariables well explain the crisis
events in the past. In addition, both borrowing firms and lending financial
lending institutions in Korea are more vulnerable to common shocks—
which seem related to macro-aggregate variables—than idiosyncratic ones.
This means that the credit channel through firms’ balance sheet (Bernanke
and Gertler 1989; Kiyotaki and Moore 1997; etc.) is not effective enough to
account for Korea’s business fluctuations. 

This paper is organized as follows. The second section overviews the
academic literature on the theories and empirical analyses relating to sys-
temic risks and their channels to evolve into crises. It puts more emphasis
on financial market frictions that generate the relevance of a firm’s finan-
cial structure, which is the case where the Modigliani-Miller theorem, one
of the best-known academic achievements in financial economics, does not
hold. The third section attempts to identify the macro-aggregate shocks
observed in Korean time series data. The structural vector auto-regression
model is used with the long-run restriction studied by Blanchard and
Quah (1989). The identified permanent and transitory shock series and its
dynamic effects, both qualitative and quantitative, on the real quantity and
financial price variables will be examined to witness the importance of
macro-aggregate shocks in systemic risks. In section four, the Credit Chan-
nel Model suggested by Bernanke et al. (1999) will be investigated in the
Korean context. Taking into account both the demand and supply side of
credits, it tries to infer policy implications from the empirical analyses on
the determinants of corporate borrowing costs to confirm the effectiveness
of the balance sheet channel and on the comparison of asset portfolios,
including loan loss provisions among financial institutions for the purpose
of observing their vulnerability to common shocks. Summarizing the ques-
tions posed and answers provided, the concluding remarks note the policy
implications of this study. 
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Literature Survey on Systemic Crisis  

Ever since banks were instituted, bank runs in which depositors attempt to
withdraw their funds simultaneously have threatened not only the indi-
vidual banks but also the entire financial system. Inherently, the runs on
fragile banks seem inevitable at a positive probability due to the very
nature of the banking business, in which they issue short-term liquid lia-
bilities but invest in long-term illiquid assets. More problematic is a panic,
or a systemic crisis, where solvent and sound banks are forced to confront
contagious runs triggered by either the depositors’ misconceptions or
rational expectations on the possibility of their financial distress. 

Economic theories that account for the causes of systemic crises have
been underpinned from two different standpoints. The first view is that
the crises are just random events, unrelated to economic fundamentals.
According to this tradition, financial panics may stem from mob psycholo-
gy in the sprit of Kindleberger (1978) or self-fulfilling prophecies as in Dia-
mond and Dybvig (1983) and Farmer (1993). Theoretically, there may exist
multiple equilibria, of which one, a bank run, occurs when every depositor
believes that other depositors are unconditionally withdrawing funds and
exhausting the bank’s available funds. On the other hand, if nobody
believes that undue runs are about to occur except for financially neces-
sary withdrawals, no systemic crisis takes place. Between these two kinds
of equilibria, this view says that the determinant could be economically
irrelevant factors—or sunspots—that could affect the belief formation of
depositors in a self-fulfilling manner. Then the driving forces for systemic
crises will be extraneous shocks to the economy, thus being related to
psychology. 

The second view is that bank runs and the resulting crises are the nat-
ural results of business cycles. As an economy becomes sluggish, the capi-
tal adequacy of banks deteriorates due to lower creditworthiness and the
occasional defaults of borrowers. Anticipating the financial difficulties of
trading banks, the depositors may attempt to withdraw funds prior to oth-
ers, which will bring about a panic in the financial sector. In contrast to the
view of random events, this school of thought advocates that a systemic
crisis is an essential part of business cycles that could be accounted for by
economic fundamentals and institutions. Also, the driving forces for sys-
temic crises could ultimately be aggregate disturbances, or exogenous
shocks, that generate macroeconomic business cycles. 

Conducting an empirical study as to which view better explains a sys-
temic crisis, Gorton (1988) finds that banking panics are related to business
cycles rather than to extraneous random events. In particular, during the
national banking era (from the Civil War in 1865 to the creation of the Fed-
eral Reserve System in 1914), the five worst recessions were accompanied
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by banking panics. Calomiris and Gorton (1991) also argue that the data
do not support the sunspot view. 

Nature of the Crisis: Sunspots or Business Cycles?
Once systemic crises have some relationship with business cycles, could
the phenomena during the panic situations be reconciled with standard
macroeconomic theory? The canonical real business cycle model and the
textbook Keynesian model echo that conditions in financial and credit
markets do not affect the real economy. Thus, the Modigliani-Miller (1958)
theorem of the indeterminacy and irrelevance of a firms’ financial struc-
ture in real economic output is a valid proposition in both mainstream
macroeconomic theories without frictions. However, this approach that
finance is just a shadow of the real economy seems to have drawbacks, for
they do not explain the huge swings in business cycles that sometimes end
up with catastrophes, without somehow amplifying and propagating
mechanisms for external shocks. The inability of the models to replicate
the movements of real aggregate quantity variables during systemic crises
begs for theorizing frictions in financial and credit markets so as to
enhance the explanatory power of business cycle fluctuations in the abnor-
mal periods. 

One of the theories that incorporates financial frictions to account for
large business swings is called a credit channel model. Along with the
standard theories, this alternative view, which gives a more central role to
credit market conditions in the propagation of cyclical fluctuations, has a
long-standing tradition.3 Fisher (1933), for example, cautiously argued that
the severity of the Great Depression was attributable in part to the heavy
burden of debt and ensuing financial distress associated with deflation in
the early 1930s.4

Bernanke and Gertler (1989) developed Fisher’s idea of credit market
frictions into a theoretic arena.5 In order for frictions in credit markets to
embed in the model, they introduced agency costs in the form of the
“costly state verification” studied by Townsend (1979). In other words,
assuming an asymmetry of information between borrowers and lenders
and an existence of monitoring costs to verify the outcome of borrowers’
investment projects, the model yields optimal financial arrangements
entailing deadweight losses, or agency costs, relative to the first-best per-
fect-information equilibrium. A potential borrower with a high net worth
or collateralized assets faces a small risk of bankruptcy and thus a small
premium on external finance,6 whereas a borrower with fewer resources to
invest is in the opposite position. In such an economy, an adverse shock
lowering the cash flow and net worth of firms raises external finance pre-
miums, withdrawing ongoing projects or at least reducing an investment
in new projects. Declining investment lowers economic activities and cash
flow in subsequent periods, amplifying and propagating the effects of the
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initial shocks. The key virtue of this model is that information asymmetry
among borrowers and lenders make the Modigliani-Miller theorem inap-
plicable, opening up the possibility of an interaction between real and
financial economies.7

Kiyotaki and Moore (1997) further developed the credit channel model
of Bernanke and Gertler by introducing durable assets that are not only
production factors but also serve as collateral for loans. To endogenize the
dynamic interactions between asset prices and credit limits, they theoreti-
cally created a powerful transmission mechanism by which the effects of
shocks persist, amplify, and spread out. Suppose that a firm is credit con-
strained and borrowed heavily against the value of its landholdings. When
an adverse temporary shock on its productivity occurs, this credit-con-
strained firm is forced to cut back on its investment expenditure. The firm
will earn less revenue, its net worth will fall, and it will further reduce
investment due to even higher credit constraints. In this case, the knock-on
effect of a current temporary shock will persist far in the future. Further-
more, the lower cash flows of property investment in response to the
shock will reduce the price of land, which will cause the firm’s net worth
to drop considerably. As a result, the firm has to make yet a deeper cut in
its property investment. This intertemporal multiplier process goes on for
a long while. 

The innovating component by Kiyotaki and Moore is that persistence
and amplification reinforce each other.8 With the explicit consideration of
inelastically supplied assets such as land, they can distinguish a dynamic
multiplier from one that is static. The static multiplier performs like the
effect argued by Bernanke and Gertler within a period. The productivity
shock reduces the net worth of the constrained firms, which forces them to
cut back the demand for land directly and indirectly via the reduction in
land prices in the period. However, the persistence of the credit shrinkage
triggers the dynamic multiplier not only to cause a price decrease in the
period the shock occurred but also subsequent drops. Therefore, on top of
the curtailment in investment due to the direct net worth reduction vis-à-
vis an adverse shock, the cumulative impact on asset prices can be signifi-
cant.9

The theories related to the credit channel model are best summarized
in Bernanke et al. (1999), which is specifically known as a financial acceler-
ator model. They developed a full-fledged dynamic general equilibrium
model that synthesizes various literature mentioning the importance of
credit market frictions.10 Their framework incorporates endogenous devel-
opments in credit markets that propagate and amplify shocks to the
macroeconomy through the inverse linkage between external finance pre-
miums and the net worth of potential borrowers.11 This inverse relation-
ship arises because when borrowers are short of funds to finance projects,
lenders ask for enough compensation for taking excessive risks or for high
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agency costs. To the extent that the borrowers’ net worth is procyclical, the
external finance premium will be countercyclical, widening swings in the
business cycle. 

Empirical research related to the credit channel model and macroeco-
nomic effects of financial regulation have been put forth in a wide range of
financial economics and policy literature. Among others, Benito and Whit-
ley (2003) developed empirical models that relate implicit interest rates
paid by firms to the measures of their financial health using both aggre-
gate and individual company data in the United Kingdom. They conclud-
ed that both aggregate and disaggregate approaches confirm a significant
influence on interest rates from changes in the financial health of compa-
nies. 

Supply Side of Credits: Bank Lending Channel
Even if Bernanke et al. (1999) demonstrated a general equilibrium
approach to explain business cycle phenomena through credit market fric-
tions, their model emphasizes the balance sheet channel—or the demand
side of credits—because it lacks an explicit introduction of financial insti-
tutions. As Hall (2001) argued, a bank lending channel—or the supply side
of funds—is equally important as the borrowers’ balance sheet channel.
For several reasons, including being subject to monetary tightening, banks
may face difficulties in raising external funds to fund lending such as a
decline in deposits. If banks cannot adjust their balance sheets by reducing
holdings of short-term assets, this might restrict their ability to extend new
loans. Under these circumstances, while highly creditworthy borrowers
may be able to substitute other forms of financing for bank lending like
bonds, less creditworthy borrowers such as small firms and individuals
may be unable to switch from banks to alternative financing sources.
These institutional constraints will be associated with a rise in an external
finance premium and/or a tightening in nonprice conditions such as
covenants or collateral requirements. 

In addition to monetary policy shocks, nonmonetary shocks such as
changes in the financial health of the banking sector and prudential regu-
lations may shift the supply curve of loans. For instance, loan losses or a
decline in prices of securities held in asset portfolios might reduce bank
capital. Changes in prudential regulation such as introducing strength-
ened capital adequacy requirements might enable banks to less easily
advance external finance. Banks’ appetite for risk and their desire for liq-
uidity on their own balance sheets may occasionally change so that their
willingness to lend to borrowers falls.12

This bank-lending channel may be potentially significant if increases
in interest rates lead to a reduction in the supply of bank loans and if these
loans are imperfect substitutes for other forms of finance. Thus, a credit or
capital crunch is more likely to matter in less-developed economies where
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a substantial proportion of loans are intermediated by small and/or poor-
ly capitalized banks. As the crunch takes place infrequently, the potential
for substantial spillovers of financial instability to the real economy, as
seen in the Asian crisis in 1997 and the earlier Latin American lending cri-
sis in the 1980s, reminds policy makers and regulatory authorities in the
emerging market economies of the need to improve the health of the bank-
ing system. 

The macroeconomic implications of financial regulations such as capi-
tal adequacy requirements for banks as a shock propagation mechanism
have attracted growing attention to financial architects whose aim is to
maintain a fair amount of balance between financial stability and econom-
ic efficiency. Blum and Hellwig (1995), for example, studied the relation-
ship between the U.S. credit crunch in the early 1990s and the 1988 Basel
agreement. They were concerned as to whether a rigid link between bank
equity capital and bank lending may act as an automatic amplifier for
macroeconomic fluctuations inducing banks to lend more when times are
good and to lend less when times are bad, thus reinforcing any underlying
shocks. They found that under regular conditions, a shift from a regime of
nonbinding capital adequacy requirements to a regime of binding capital
adequacy requirements may induce a discontinuous increase in the sensi-
tivity of equilibrium output and price with respect to a demand distur-
bance. 

The procyclicality of financial regulations is now at the heart of the
Basel II, which is supposed to replace the current formula-based bank cap-
ital adequacy requirements by the end of 2006. One of the core objectives
of Basel II is to link capital requirements more closely to risks. Accordingly,
in a downturn when risks are more likely to materialize, required capital
requirements tend to increase. Then economic capital requirements and
output growth will move in an opposite direction. If the required capital
amounts increase, however, banks should reduce their loans and the sub-
sequent credit squeeze would exacerbate the downturn. These procyclical
features embedded in Basel II might amplify business cycle fluctuations
and result in credit crunches when coupled with huge adverse shocks in
an economy. Therefore, policy makers and academics should take into
account the effects of structural changes in financial regulations. 

In the following two sections, this study attempts to empirically assess
the fragility of Korea’s financial and corporate sectors from the viewpoint
of systemic risks. After identifying the external shocks that trigger busi-
ness fluctuations with a certain assumption, it traces the propagation and
amplification paths suggested by the credit channel model and contagious
factors among financial institutions whose asset portfolios are alike in and
across the financial industries in the next section. Hence, this paper aims to
evaluate the applicability in view of the business cycle in Korea so as to
draw policy inferences regarding systemic risk management. 
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Quantitative Identification of Systemic Crisis in Korea 

Measurement of External Shocks and the Responses
What is the nature of shocks that drive business fluctuations as well as
economic growth? Are there purely financial shocks that do not originate
from the real side of an economy but do affect the dynamics of real
resource allocations? These are some of the most fundamental questions
that macroeconomists have tried to answer but have not yet convincingly
explained, despite studies in the area for more than two centuries. Many
economists have considered technology innovation, monetary policy, oil
price movements, government expenditures, tax increases, and financial
regulations as candidates for the factors causing unexpected economic
shifts. For example, Hansen and Prescott (1993) claimed technology shocks
and Blanchard (1993) and Hall (1993) blamed consumption shocks as the
cause of the 1990 recession in the United States. These shocks are, howev-
er, not the ultimate external sources of economic fluctuations, as they are
all dependent upon past history and/or future expectations.13

Notwithstanding the importance of the causes of business cycles in the
context of policy implications, this study does not focus on the nature of
shocks but on measurement of the shocks that have occurred in the econo-
my, regardless of their type. On the one hand, this research preference
stems from the otherwise grandiose scope of work that would make it
extremely difficult and challenging. On the other hand, the viewpoint of
policy makers rather than of academics of intellectual curiosity considers
that empirical findings be applied as policy responses to economic distur-
bances. In this vein, we ask how permanent and transitory shocks appear
in the Korean cases. For example, this study seeks to determine, at least in
hindsight, how sizeable those shocks were during the currency crisis in
late 1997 and the following financial crises, if any, relative to the overall
measure of aggregate risks. Understanding the size of the shocks and their
dynamic effects, policy makers could predict an incoming path of shock
evolution and take more appropriate and timely action once they are likely
to cause a systemic crisis. 

Vector Auto-Regression with the Long-Run Restriction
To look at the interaction between the real and financial economy, this
study considers a vector auto-regression (VAR) model consisting of vari-
ables from both sectors. Based on the premises that (1) there are multiple
orthogonal shocks to the economy and (2) that these shocks may be either
transitory or permanent, the VAR answers the following question: How
and how much do the identified permanent and transitory shocks affect
the cyclical variations in financial as well as real aggregate variables? 

There have been extensive studies about the nature of a permanent
shock in the context of real business cycles theory, which is often identified
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as a shock from the supply side such as the one affecting the balanced
growth path. For example, technological innovation to enhance labor pro-
ductivity could have long-lasting favorable effects on aggregate output
levels. In contrast, a transitory shock is believed to be somehow related to
the demand side of an economy. 

Let us run a two-variable VAR with a long-run restriction: The perma-
nent shock affects the level of a real aggregate variable such as the GDP
growth rate in the long run, but not that of a financial variable such as a
default premium. In contrast, the transitory shock does not affect either the
level of the real aggregate variable or that of the default premium. In a for-
mal expression, the bivariate regression described above is constructed as
follows: 

(3.1) Bivariate regression: ,

(3.2) Long-run restriction: , and 
, 

where 	 is a (2 � 2) long-run restriction matrix, �t is a vector of the perma-
nent and transitory disturbances (� p

t and � T
t )’ and 
� is a diagonal matrix. yt

and ft stand for the GDP growth rate and default premium from the finan-
cial sector, respectively. The long-run restriction of (2.1.2) is methodologi-
cally the same as that of Blanchard and Quah (1989) and shares a similar
methodology with the multivariate VAR by King et al. (1991) and Rotem-
berg and Woodford (1996).  

A methodological ground for this bivariate VAR is to exactly identify
the time series of both the permanent and transitory shocks. In Equation
(3.2), once the variance of the shocks, 
� , is normalized as an identity

matrix, the condition of with the estimated variance
of residuals, ut, yields the numbers of 	0 because the four unknown ele-
ments of 	0 are resolved with four independent equations.14 Then the exact
identification of the structural model enables us to quantitatively measure
the shocks that have occurred as shown in the following subsection. 

An economic motivation for the VAR with the GDP growth rate and
default premium is to examine the credit channel dynamics triggered by
the shocks. As mentioned earlier, the role of the financial markets is non-
trivial at least in the amplification and propagation of external shocks,
though they are seldom believed to generate the shocks themselves. The
credit channel model like Bernanke et al. (1999), among others, takes into
account the external financing premium, which is related to borrowing
conditions depending on the financial health of the corporate sector.
Indeed, the default premium, usually defined as the difference between
the corporate bond yield and risk-free bond yield, captures a flavor of the
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external finance premium. Thus, the simultaneous effects of the real out-
put and bond market premium could reveal some clues on the role of
finance.15

The data used in the regression are as follows: The time period consid-
ered is between 1987 to 2003 at a quarterly frequency due to the availabili-
ty of the bond yields data set. As for the output, seasonally adjusted real
GDP growth rates (relative to the previous quarter) are used. The default
premium is measured as the difference between yields of investment
grade corporate bonds in the over-the-counter (OTC) market and of the
first type of National Housing Bond (NHB). Obviously, this is a poor mea-
sure for the default premium since the maturity of the two bonds is not
identical—three and five years, respectively—and NHB is not at all a
benchmark for a risk-free rate. Despite the unsatisfactory conditions, the
premium could hardly be improved.16

Results

Dynamic Responses to External Shocks
The impulse response functions shown in Figures 10.1 and 10.2 summarize
the dynamic effects of permanent and transitory shocks on the GDP
growth rate and default premium in Korea. They represent percentage
deviations from the steady-state values due to 1 percent shocks in a period
and no shocks afterward. As assumed by the long-run restriction, the GDP
growth rate increases permanently in response to the permanent shock,
and the default premium will return to the steady-state level eventually
due to the same shock in Figure 10.1. In contrast, the permanent effects of
both the variables vis-à-vis the transitory shock phase out, as seen in
Figure 10.2. 

There are some noticeable features of the results on the impulse
response. First and foremost, the default premium due to favorable

Figure 10.1. Impulse response functions due to 1 percent permanent
shock: VAR with Lag 6
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shocks, either permanent or transitory, declines initially for awhile. In
response to a 1 percent unexpectedly good permanent signal, the premium
declines by 0.2 percent away from the steady state for two quarters after
the shock. This means that the corporate bond yield relative to the risk-free
bonds decreases by more than 0.2 percent. The interpretation is that the
improved economic condition due to the positive shock lowers the proba-
bility of a corporate default. The measured response of the default premi-
um vis-à-vis a good temporary shock looks similar only with a difference
in magnitude and persistence. This result is consistent with the argument
made by the credit channel model. According to Bernanke et al. (1999),
during a downturn in business activities the frictions on the borrowing
conditions straitjacket the amounts of credit available to firms. For exam-
ple, lower collateral values and increasing likelihood of bankruptcy allow
firms to borrow less and/or to pay more interest during a recession. Thus,
the impulse response results reconfirm that the credit channel model per-
sists in Korea. 

Second and as expected, the GDP growth rate increases due to both
the permanent and transitory shocks. In particular, the real aggregate
quantity responds quite briskly to the permanent shock in the sense that a
unit increase in the permanent and positive shock drives GDP growth rate
upward by twofold. This magnitude of the response is much greater in
Korea than that in the United States, which means that Korea is much
more responsive to permanent aggregate shocks. In contrast, the response
of GDP growth rate due to temporary shock is quite modest. 

Third—and summarizing the first and second points—the effects of
permanent shock on the real aggregate quantities are greater, whereas the
financial price variables are much more resilient when hit by a transitory
shock. This observation implies that a small disturbance in leading the
GDP level change permanently lowers the level of bond yields quite uni-

Figure 10.2. Impulse response functions due to 1 percent transitory shock:
VAR with Lag 6
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formly, regardless of the level of default risks. In addition, it also implies
that whatever is driving the GDP level to change only temporarily drives
much larger swings in the differences of borrowers’ capability to mobilize
external finances via the varying fluctuations in corporate bankruptcy rate
and collateral values of their fixed assets and securities held. 

Identified Shock Series
Figure 10.3 displays the identified time series of permanent and transitory
shocks from the third quarter of 1988 to the fourth quarter of 2003.17 Under
this assumption, they are normalized with a mean of 0 and a standard
deviation of 1, so that the series swings around 0. One of the most interest-
ing features is observed around the 1997 currency crisis and ensuing years
of the financial crisis. Over the entire sample period, the measured perma-
nent and transitory shocks are the largest in the first quarter of 1998 and
the fourth quarter of 1997, respectively. Furthermore, the size of the shocks
is by far larger than that of all the other periods. The transitory shock in
the last quarter of 1997 is measured to be –5.19 percent, indicating the
occurrence of a huge temporary hit, which rarely occurs in the statistical
sense. Also the permanent shock in the next quarter is –3.6 percent, which
rarely occurs as well. 

Regarding the crisis, a relevant follow-up question would be why the
transitory shock preceded the permanent shock. Part of the answer refers
to price variables in the financial markets reacting earlier than real aggre-
gate quantities to the outbreak of unanticipated disturbances;18 in that the
former contains forward-looking expectations susceptible to the distur-
bances, while the latter reflects backward-looking performance of econom-
ic activities. Since the currency crisis hit in late November, postcrisis per-
formance was partly captured by GDP growth rate during the fourth
quarter. That is to say, October and November activities offset the contrac-
tion after the crisis. However, the default premium measured in this study
represents the difference between bond yields at the end of quarter. Thus,
bond prices captured the full story of the crisis and future expectations as

Figure 10.3. Identified shock series from 1988:3 to 2003:4
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of the end of 1997. This data description partly accounts for the huge nega-
tive transitory shock preceded by the ensuing permanent shock. 

Figure 10.3 also demonstrates the Daewoo moratorium in the third
quarter of 1999. There is a consensus held by economists and policy mak-
ers that the insolvency of the Daewoo Group—the second-largest business
conglomerate in Korea—might have led to the crisis; however, the mea-
sured shocks are negligible for that quarter. This observation opens the
door to several interpretations—one being that the time series of the bond
yields was severely distorted at that time. As a matter of fact, the Bond Sta-
bilization Fund had been operated to respond to massive fund with-
drawals from the investment trusts and to control interest rate swings in
the corporate bond markets from August 1999 to February 2000. More
importantly, in 1999 aggregate performance was extremely good, which
was partly due to an unprecedented deep trough in 1998 followed by a
rebound in 1999 and partly due to the high foreign demand driven by the
world economic boom of 1999. 

Figure 10.3 also shows the depth of the liquidity crisis the credit card
industry was experiencing in the second quarter of 2003. The economic
slowdown in 2002 contributed to sluggish GDP growth rate in the early
part of 2003. Additionally, the SK Group’s liquidity and solvency problems
set off by the auditing scandal severely hit the corporate bond markets,
especially the liabilities issued by the highly levered credit card compa-
nies, which had advanced enormous amounts of credit to millions of
delinquent consumers. This event seems to be very significant statistically.
The size of the permanent shock that came in the second quarter of 2003
was actually the largest since the first quarter of 1998 and ranked fourth
largest over the entire period from 1988 to 2003. However, the bond mar-
ket crash in terms of price was not so problematic, despite diminished
trading volume. In fact, the regulatory measures that were taken by inter-
vening in the bond market such as credit ratings, funding, and coordina-
tion among stakeholders contained widespread contagion of the problem.
Thus the permanent shock that is more or less related to the real economy
seems to have played a greater role in the overall performance than the
transitory shock, which presumably reflects the financial economy more. 

Figures 10.4 and 10.5 present the histograms for the permanent and
transitory shocks measured, respectively, which is overlapped by a stan-
dardized normal distribution with a mean of 0 and standard deviation of
1. As seen in the figures, both shocks are more concentrated around the
mean than the normal distribution. In the case of the permanent shock, the
histogram in Figure 10.4 is quite balanced, with one negative outlier at the
time of the crisis. The histogram in Figure 10.5 displays more favorable
events and a far outreaching and improbable transitory shock. 
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Vulnerability of the Korean Economy to External Shocks 

Two Contagion Paths 
Suppose that the external shocks occurred as measured in the previous
section. Then we could ask the question: How did the shocks propagate
over time and in what fashion? This section tries to answer these questions
by looking at the microeconomic financial conditions of corporations and
financial institutions in Korea. 

As argued earlier, we could imagine two channels in which a shock
propagates and amplifies into a crisis. First, we look at the financial state-
ments of borrowers. Once a shock causes a shift in real aggregate quanti-
ties, such as a drop in GDP, the consequences on the corporate balance
sheets are about to exacerbate the corporate creditworthiness by way of
lowering profitability. Also, the decline in asset prices would lead to a
decline in the collateral value, which in turn constrains the borrowing con-
ditions and terms. If this chain reaction of effects in the credit channel is
set off, the damage to the real economy will be more serious and persis-
tent. This financial chain reaction is the story laid out by Kiyotaki and
Moore (1997) and Bernanke et al. (1999). The following subsection
attempts to unveil the determinants of corporate funding rates by consid-
ering macro- and microvariables simultaneously. 

The second channel by which shocks can propagate and amplify
before becoming widespread is the asset portfolios held by financial insti-
tutions. Banking crises generally stem from the asset side of a bank’s bal-
ance sheets—from a protracted deterioration in asset quality. For example,
the asset holdings of banks are very similar across the sector, and one of
the highly concentrated assets becomes sour, as did the bonds issued by
credit card companies in 2003. Since most of the banks hold a considerable
quantity of bonds relative to their capital position, the problems at the
credit card companies triggered the banks’ capital inadequacy. In order to
avoid regulatory responses such as prompt corrective action, banks should
reduce the amount of funds available for loans and withdraw investments

Figure 10.4. Histogram of permanent shocks
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early. The supply-side response to a shock from the lenders’ point of view
exaggerates the depth of the credit crunch, potentially bringing about a
systemic crisis. In a way, this episode lets us place more emphasis on the
financial health of banks and assimilation of their asset portfolios. This
channel is reviewed with relevant statistics below. 

Capital Gearing and External Finance Premium
This subsection tests the effect of the credit channel on a shock’s propaga-
tion and amplification, as suggested by Bernanke and Gertler (1989), Kiy-
otaki and Moore (1997), Bernanke et al. (1999), and others. The hypothesis
posed here is whether a firm’s capital structure—or capital gearing mea-
sured by the ratio of debts to equities—affects corporate borrowing rates.
The importance of capital gearing has been argued in many studies utiliz-
ing credit channel models in the context that deterioration (improvement)
in borrowers’ net worth increases (decreases) financing costs. 

In the following regression analysis using a firm-level data set, I con-
sider many of a firm’s controls, such as profitability, liquidity, size of firms,
credit ratings, and macroeconomic conditions, in order to incorporate
fixed and year effects. For instance, profitability of a firm’s projects execut-
ed in a specific year may affect borrowing rates regardless of its debt-to-
equity ratio. Under similar reasoning, the firm’s borrowing condition
depends on its liquidity level and macroeconomic conditions, such as GDP
growth rate and monetary policy measured by call rates. Because of the
asymmetric accessibility of the bond market, the firm’s size—whether it is
a large company or an SME (small and medium-sized enterprise)—could
also determine the borrowing terms. 

Before running the regressions, let us briefly overview the relationship
between the borrowing interest rates and other explanatory variables. Fig-
ure 10.6 demonstrates the relationship between capital gearing and bor-
rowing rate. At first glance, a clear positive correlation is observed except
for the periods around the 1997 crisis. Figure 10.7 displays an inverse rela-
tionship between the interest coverage ratio and borrowing rate. Figures
10.8 and 10.9 show the relationship between the GDP growth rate and bor-

Figure 10.5. Histogram of transitory shocks
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rowing rates in terms of large companies and SMEs, which is also nega-
tively correlated. Finally, Figure 10.10 ranks the borrowing rates based on
credit ratings: The more poor a credit rating, the higher the corresponding
borrowing rate. In sum, all of the figures conform to conventional wisdom. 

With this basic statistical information, let us run the following unbal-
anced panel regression over the periods between 1991 and 2003: 

Here, the dependent variable, ABRi
t, is the average borrowing rate of a

firm i in period t. The explanatory variables consist of firm i’s capital gear-
ing (or debt-to-equity ratio) at the end of the previous period, CGi

t–1,; inter-
est coverage ratio (or operating profits divided by interest expenses), ICRi

t;
ratio of annual cash flows relative to turnovers, CFTi

t; size dummy, Sizei
t;

credit rating, CRi
t; and two macrovariables such as annual real GDP

growth rate, RGDPi
t, and one-day call rate averaged out over period t,

CALLi
t. For the study, we are interested in companies that have been exter-

nally audited and issued bonds or commercial paper and for which a cred-
it rating exists.19

The results over the entire sample are summarized in Table 10.1. With-
out controlling for other variables, capital gearing is positively and signifi-
cantly correlated to borrowing rates in the column 1. Even if we consider
relative profitability to the debt burden, or interest coverage ratio and liq-
uidity relative to business activities, or cash flows to turnover, the positive
correlation between capital gearing and borrowing rates or the negative
correlation between borrowers’ net worth and borrowing rates survives in
columns 2 and 3. Also, with everything else being equal, higher profitabili-

Figure 10.6. Capital gearing and borrowing rate
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ty and liquidity reduce the borrowing interest rates. All of these results in
Korea are consistent with what is predicted in the credit channel model. 

Figure 10.7. Interest coverage ratio and borrowing rate

Figure 10.9. Call rate and borrowing rate by firm size

Figure 10.8. GDP growth rate and borrowing rate by firm size
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If we control other factors that could presumably affect interest rates,
the results are different. Columns 4, 5, and 6 in Table 10.1 show the relative

Figure 10.10. Borrowing rate by credit rating

Table 10.1. Determinants of average borrowing rate: Entire sample

(1) (2) (3) (4) (5) (6)

Log(CGt-1)
0.09295*** 0.06851*** 0.06343*** 0.2209** 0.00995 0.0036
(0.01093) (0.00857) (0.00928) (0.00934) (0.00985) (0.01057)

Log(ICRt)
–0.05508*** –0.0506*** –0.03252*** –0.02897***

(0.00750) (0.00946) (0.00804) (0.00993)

Log(CFTt)
–0.04843*** –0.04184***

(0.01001) (0.01039)

Size –0.03012* –0.04515*** –0.04396**
dummy (0.01631) (0.01696) (0.01786)

Log(CRt)
–0.23542*** –0.20772 –0.21347***

(0.02941) (0.03304) (0.03570)

Log(RGDPt)
0.10134*** 0.10237*** 0.1009***
(0.02091) (0.02168) (0.02273)

Log(Callt)
0.18556*** 0.16964*** 0.17364***
(0.01801) (0.01905) (0.02017)

No. of 5611 5131 4800 5159 4739 4466
observations 0.0245 0.0332 0.0392 0.0601 0.0645 0.0707
Adjusted R2

Abbreviations: ABR=average borrowing rate; CG = capital gearing or debt-
to-equity ratio; ICR = interest coverage ratio; CFT = cash flow / turnovers;
size dummy = 0 for SME, 1 for large company; CR = credit rating; RGDP =
annualized real GDP; call = annualized average call interest rate.
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insignificance of capital gearing in determining the borrowers’ funding
costs, while all the other controlled variables are reasonably significant.
For example, firm size does affect borrowing costs in favor of large compa-
nies, and also companies with higher credited ratings spend less in mobi-
lizing external finances. The aggregate factors like overall GDP growth
rate and call rate, a proxy for monetary policy, also significantly affect the
firms’ unit interest costs. The capital gearing, however, becomes insignifi-
cant, especially in columns 5 and 6. From Table 10.1 we could also infer
that the aggregate factors are dominant over idiosyncratic and firm-specif-
ic financial structure and business performance in determining the interest
costs. This implies that, at least in Korea, macro factors, rather than the
credit channel, could be more important in weighing in corporate risk.
Hence, this brings us to the conclusion that the credit channel effect is
rather minor in terms of systemic risk and that macroeconomic shocks
attract more attention. This result is consistent with Hall’s point (2001) that
the balance sheet channel effects in underdeveloped or developing coun-
tries are less significant than in developed countries.

Tables 10.2 and 10.3 show the results of the sample bifurcated into two
groups: large companies and SMEs. Looking at the results, there are many
observations that differentiate the SMEs from large companies. One of the
differences between the two groups is that capital gearing differently
affects the borrowing costs by firm size, while the effects are not at all sig-
nificant in both cases. While the large companies are less subject to finan-
cial health in borrowing, the SMEs look more or less desperate in trying to
establish a sound financial structure so as to reduce external financing
costs. The second difference is the effectiveness of the credit ratings. As for
large companies, a good credit rating is crucial because they borrow much
from the capital markets. On the contrary, the SMEs’ major funding
sources are financial institutions rather than the bond market. Thus, offi-
cial credit ratings take a relatively secondary role in borrowing decisions.
Third, as seen in Tables 10.2 and 10.3, both the real GDP growth rate and
call rate have a significantly positive relationship with the firms’ borrow-
ing costs. Among the macrovariables, however, the SMEs are affected
more severely by monetary policies, whereas real shocks affect large com-
panies more in leading changes in the GDP growth rate. According to the
regression with all explanatory variables (column 6 of Tables 10.2 and
10.3), the elasticity of the borrowing interest rates of large companies with
respect to real GDP growth rate is 0.12, while it is 0.04 for the SMEs. The
elasticity with respect to the call rate for the SMEs (0.31) is greater than
that of the large companies (0.14). These estimates are quite plausible
when we recall that the SMEs’ liabilities are concentrated in short maturity
claims, so as to the borrowing costs with short-term nominal interest rates.
Also, the high explanatory power in real GDP for the borrowing costs of
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large firms is easily reconciled with the relatively large contributing share
of their outputs to GDP.20

Risk Contagion in the Balance Sheets of Financial Institutions
A bank collapse multiplies the harmful effects of an initial shock, as the
tightening of credit and costly liquidation of investment projects real out-
put and collapses in asset prices. It is even more harmful when a certain
bank’s risks are contagious to other financial institutions, which can lead
to a systemic crisis. A massive and simultaneous cascade of distressed
financial institutions originates from the interrelated asset positions
among these institutions. Since financial institutions can become in need of
liquidity when customers make unexpected withdrawals, the credit lines
among financial institutions allow them to cope with liquidity shocks and
to save costs related to maintaining reserves. However, as Freixas et al.
(1999) argued, the interbank market exposes the system to coordination
failure even if all banks are solvent.21

There are roughly three sources of contagion in the balance sheets of
financial institutions: payment systems, the interbank market, and deriva-
tives. In order to completely understand the payment systems, a compre-

Table 10.2. Determinants of average borrowing rate: Large companies

(1) (2) (3) (4) (5) (6)

Log(CGt-1)
0.07699*** 0.04062*** 0.02984** 0.01123 –0.00869 –0.02080
(0.01180) (0.01331) (0.01426) (0.01423) (0.01522) (0.01606)

Log(ICRt)
–0.06547*** –0.04535*** –0.02893** –0.00470

(0.01046) (0.01296) (0.01170) (0.01415)

Log(CFTt)
–0.08023*** –0.08741***

(0.01350) (0.01432)

Log(CRt)
–0.31971*** –0.31618*** –0.32677***

(0.04215) (0.04752) (0.04998)

Log(RGDPt)
0.11487*** 0.11892*** 0.12194***
(0.02690) (0.02811) (0.02917)

Log(CaLLt)
0.12633*** 0.12723*** 0.13761***
(0.02428) (0.02645) (0.02757)

No. of 2973 2760 2602 2714 2528 2407
observations 0.0138 0.0252 0.0363 0.0421 0.0472 0.0619
Adjusted R2

Abbreviations: ABR = average borrowing rate; CG = capital gearing or debt-
to-equity ratio; ICR = interest coverage ratio; CFT = cash flow / turnovers;
size dummy = 0 for SME, 1 for large company; CR = credit rating; RGDP =
annualized real GDP; call = annualized average call interest rate.
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hensive fund flow chart is needed to capture the issuers and underwriters
by financial sectors and institutions. The massive scope of this task makes
it nearly impossible to do for those outside of the financial regulatory
authorities. Thus, the study bypasses this task by examining the portfolios
of Korean financial institutions, while placing more emphasis on commer-
cial banks. More specifically, this study investigates the balance sheets of
banks and then tries to determine their assimilation and vulnerability to
common shocks. This approach shares the spirit of de Bandt and Hart-
mann (1998) and Kaufman (1994) in that pure panic contagion is rare; far
more common is contagion through perceived correlations in the asset
returns of financial institutions. Next, derivative trading and outstanding
balance at the financial institutions that have recently become increasingly
important in credit and market risk management will be considered from
the viewpoint of systemic risk management. 

Assimilation of Banks’ Balance Sheets 
In order to check whether systemic risk is present in the contagion of
financial distress among banks, the asset portfolios are scrutinized across

Table 10.3. Determinants of average borrowing rate: SMEs

(1) (2) (3) (4) (5) (6)

Log(CGt-1)
0.09172*** 0.06938*** 0.07429*** 0.01988* 0.01193 0.01474
(0.01049) (0.01117) (0.01223) (0.01201) (0.01238) (0.01346)

Log(ICRt)
–0.06048*** –0.08645*** –0.05552*** –0.08012***

(0.01055) (0.01347) (0.01068) (0.01330

Log(CFTt)
–0.00786*** 0.01637

(0.01443) (0.01424)

Log(CRt)
–0.10334*** –0.03187 –0.04288

(0.04000) (0.04436) (0.04927)

Log(RGDPt)
0.06739** 0.05004 0.04248
(0.03264) (0.03347) (0.03527)

Log(CaLLt)
0.33130*** 0.30477*** 0.31042***
(0.02723) (0.02822) (0.03002)

No. of 2411 2174 2012 2241 2033 1889
observations 0.0303 0.0454 0.0552 0.0911 0.1004 0.1095
Adjusted R2

Abbreviations: ABR = average borrowing rate; CG = capital gearing or
debt-to-equity ratio; ICR = interest coverage ratio; CFT = cash flow /
turnovers; size dummy = 0 for SME, 1 for large company; CR = credit
rating; RGDP = annualized real GDP; call = annualized average call
interest rate.
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banks and over time. Figures 10.11 and 10.12 demonstrate the movement
in asset holdings by the four major Korean commercial banks: Kookmin
Bank, Shinhan Bank, Woori Bank, and Hana Bank. One of the most strik-
ing features is that asset portfolios vary sharply over time but are similar
at a given time. This means that banks may be subject to common risk fac-
tors or at least keep to the same trends in a strategically similar manner. In
addition, the assimilation of the banks’ balance sheets strengthens due to
the recent trend of financial conglomeration (Hahm and Hong 2003). By
combining these observations, Korea’s banking sector now seems exposed,
in the ex ante sense, to systemic risks much more than in the past. 

The common credit risks found among Korean banks can be recon-
firmed by the pattern of the loan loss provisions and loan write-offs. In
principle, loan loss provisions should reflect future expected losses on
loans, but in practice accounting conventions are backwards rather than
forward looking. Particularly, specific provisions can only be made once
the debt becomes impaired. Also, general provisions that should cover
losses, which have not yet been identified, do cover the losses that current-

Figure 10.11. Ratio of securities to assets by major commercial banks

Figure 10.12. Ratio of loans to assets by major commercial banks
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ly lie latent in the book. That is to say, the provisions reflect actual rather
than expected losses. These practices make us take the loan loss provisions
as the proxy for actual losses that have occurred for whatever reason. 

What shocks push the banks to raise their provisions? Part of the
answer can be found in Figures 10.13, 10.14, and 10.15, which display the
loan loss provisions and write-offs relative to total assets for the four major
commercial banks. These graphs imply that the variation in provisions
among the banks is lower than that over time. This seems to suggest that
over time the major Korean banks could be susceptible to common shocks
rather than idiosyncratic shocks.22 Therefore, policy makers and financial
regulators should pay more attention to aggregate shocks, as well as their
impact on bank capital adequacy in order to prevent and manage systemic
risks.23

Risk Exposure to Derivative Holdings
Financial innovations have brought about a host of techniques with which
financial institutions can manage various risks, but at the same time, so
have the ways in which they could be driven to take excessive risks. Deriv-

Figure 10.13. Loan loss provisions of major commercial banks

Figure 10.14. Loan write-offs of major commercial banks
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ative securities—such as forwards, futures, options, and swaps—have
become one of the most important instruments used for hedging and tak-
ing risks. Hence, monitoring the derivative positions of financial institu-
tions should be a key task in systemic crisis management as well. 

In Korea, the origin of derivatives goes back to the 1980s when
exchange rate forwards began to be traded to hedge against exchange risks
due to the heavy volume of imports and exports. Recently, derivatives
have become one of the major sources of noninterest revenues among
financial institutions, especially for banks and securities companies. Tables
10.4, 10.5, and 10.6 show derivatives trading by types and financial sectors
in 2003. Since most of the derivatives are traded by securities houses with
short-term contracts, trading volume is astronomical, but the outstanding
balance as of the end of 2003 is relatively smaller, albeit still a significant
amount in view of total assets. For instance, banks held KRW 979 trillion,
which is about 90 percent of their total assets (see Table 10.7). Because of
the huge long balances at foreign branches rather than domestic commer-
cial banks, the risks are more concentrated among foreign banks. Howev-
er, the risk of a shortfall in the domestic banking industry is quite worri-
some. According to Table 10.8, the credit risk exposure of domestic banks
reaches 13 percent, while in the United States it is only 6 percent. Why are
financial institutions so driven to trade derivative securities? Table 10.9
provides a clue that profit making may be a considerable factor. But we
must recall that financial incidents always start with excessive risk-taking
behaviors in order to exploit seemingly arbitrage opportunities and that
derivatives are related to market aggregate risks to which the Korean
financial system is especially vulnerable. Hence, Korean financial regulato-
ry authorities should thoroughly examine the risk exposure associated
with derivative holdings at the banks and securities companies from the
viewpoint of systemic risk management. 

Figure 10.15. Net increase in loan loss provisions of the major commercial
banks
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Summary and Conclusion 

This study is designed to provide policy makers and financial regulatory
authorities with an empirical perspective on systemic risk management. To
this end, it aims to answer the following questions. First, how and how
much do macro aggregate shocks affect both Korea’s real and financial
economies? Second, how do we identify the shocks to the extent that quan-
titative implications can be derived for policy makers? Third, does the
financial structure of firms in Korea play a role in the propagation and
amplification of external shocks, ultimately leading to a crisis? Fourth,
how vulnerable are Korean financial institutions to contagious systemic
risks by way of their asset portfolios?  

Table 10.4. Derivatives trading by type (unit: trillion won, %)
Trading amount Outstanding balance

Stock Interest Exchange Total Stock Interest Exchange Total
rate rate rate rate

Forward 0.3 30 1,583 1,613 0.0 4 344 348
(7.5) (34.1)

Future 1,314 1,803 120 3,237 2 16 2 20
(15.0) (2.0)

Swap 0.1 240 113 353 0.1 389 166 555
(1.6) (54.3)

Option 16,244 29 72 16,345 25 35 39 99
(75.9) (9.6)

Total 17,588 2,102 1,888 21,548 27 444 552 1,022
(100) (100)

Table 10.5. Derivatives trading by financial sectors (unit: trillion won, %)

Trading amount Outstanding balance

Bank 2,941 (13.6) 979 (95.7)

Security 17,405 (80.8) 15 (1.5)

Insurance 54 (0.3) 20 (1.9)

Trust* 647 (3.0) 7 (0.7)

Others** 501 (2.3) 1 (0.2)

Total 21,548 (100.0) 1,022 (100.0)

**Trust = bank trust + investment trust
**Others= credit card + future + merchant bank
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Table 10.7. Ratio of derivatives outstanding balance to total assets (unit:
trillion won, %)

Commercial
Bank Domestic Foreign Security Insurance Total bank in

bank branch the U.S.

Total assets 1,089 1,000 89 56 221 1,366 5,902

Nominal balance
of derivatives 979 380 598 15 20 1,013 70,005

Ratio 0.90 0.38 6.72 0.27 0.09 0.74 11.86

Source: Financial Supervisory Service, Office of the Comptroller of the
Currency. 

Table 10.8. Credit risk exposure by financial sectors (unit: trillion won)
U.S.

Bank Domestic Foreign Security Insurance Total commercial
bank branch bank

Adjusted
capital (A) 81 76 6 5 25 111 –

Credit
conversion (B) 25 10 15 0.4 2 27 –

Credit risk
exposure (A/B) 0.31 0.13 2.52 0.07 0.06 0.24 0.06

Source: Financial Supervisory Service, Office of the Comptroller of the
Currency. 

Note: Add on: (nominal balance � conversion rate by commodity and
maturity). 

Table 10.6. Derivatives trading in the exchange and over-the-counter (unit:
trillion won, %)

Stock Interest Exchange Others Total
rate rate

Exchange 17,540 1,804 119 2 19,465
(90.1) (9.3) (0.6) (0.01) (100.0)

OTC 17 298 1,767 – 2,083
(0.8) (14.3) (84.9) – (100.0)

Exchange 10 17 2 – 30
(34.4) (57.7) (7.9) – (100.0)

OTC 16 426 550 – 992
(1.6) (43.0) (55.4) – (100.0)

Source: Financial Supervisory Service.

Trading
amount

Outstanding
balance
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To these questions, this study provides the following answers. First,
macro aggregate shocks do matter in the sense that they could multiply
disturbances and bring about very persistent effects on the real economy.
In particular, the permanent shock that affects the level of real aggregate
quantities—for instance, the one shifting labor productivity—disturbs the
real side of an economy a lot, while it brings about temporary disorder in
the financial side. In contrast, the influences of a transitory shock seem
limited to the financial markets. 

Second, the size of the identified shocks with long-run restrictions
could well explain the depth of the 1997–98 financial crisis. The identifica-
tion also enables us to compare the shocks that have occurred over a cer-
tain time period. This explanation is particularly well suited in the ex post
sense, but further research to draw policy implications is needed in the ex
ante application of the methodology. 

Third, capital gearing seems positively related to a firm’s borrowing
costs. However, after considering other factors that could presumably
affect the costs of external financing, we were able to find only a weak cor-
relation between the firm’s financial structure and borrowing costs.
Instead, macrovariables like real GDP growth rate and short-term nominal
interest rates better explain the variations in unit corporate borrowing
costs. We can interpret this result as meaning that, on average, Korean
firms are more vulnerable to macro aggregate risk factors rather than idio-
syncratic risks. 

Fourth, the asset portfolios of Korean financial institutions have
moved together in a similar fashion over time. And the assimilation of
their asset portfolios has been strengthened. This implies that Korean
financial institutions are also subject to more common risk factors than
idiosyncratic risks such as nonfinancial firms. 

All of the aforementioned results uniformly stress the importance of
macro aggregate risks in systemic crisis management. In this context, poli-
cy makers and financial regulatory authorities should place more attention
on determining the characteristics of macro risk factors, of which the quan-
tity is measured here—but their nature remains unanswered. 

Table 10.9. Profits from derivatives trading (unit: 100 million won)

Bank Security Insurance TotalDomestic Foreign
bank branch

Profits from derivatives
trading (A) 5,260 1,430 3,830 2,340 45 7,645

Operating profits (B) 38,130 32,200 5,930 12,560 39,170 89,860

Ratio (A/B) 13.8 4.4 64.6 18.6 0.1 8.5

Source: Financial Supervisory Service.
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Appendix: Corporate Data Used 

The corporate data set used in the analysis is based on National Informa-
tion and Credit Evaluation (NICE) statistics. Out of the externally audited
companies from 1991 to 2003, companies were selected based on their
credit ratings and the number of employees in order to measure the fixed
effect of credit ratings and firm size effect. In Korea, the classification for
the small and medium-sized enterprises (SMEs) follows the amount of
paid-in capital less than KRW 80 million or the number of employees less
than 300. In order to exclude contamination of the results, the firms whose
liabilities exceed their assets were not captured in the sample. The number
of sample firms that satisfy the existence of data is 7,051, which counts the
same firm in different years separately. 

The variables are constructed in the following way: 
1. Average borrowing rate = interest expense / total borrowing;
2. Total borrowing = short-term borrowings + current portion of long-

term liabilities + bonds + long-term borrowings + long-term trade
payables + long-term payable-lease;

3. Debt-equity ratio = total liabilities/total stockholders’ equity;
4. Interest coverage ratio = operating income/interest expense; and
5. Cash flows from operating activities = net income + depreciation +

amortization of intangible assets/deferred charges + provision for
liabilities + other expenses without cash outflows + other revenues
without cash inflows. 

Credit ratings by year are constructed in the following manner: When
a new credit rating is issued for bond issuance on a certain date, we take
the credit rating of the firm to the very first date of the year. Thus, a credit
rating in a particular year used in the analysis is the one during the year. If
no new credit rating is given in a particular year, the preexisting credit rat-
ing is counted as valid. When long-term bond ratings are not available,
credit ratings for short-term commercial papers are used with a compari-
son table between bonds and commercial papers. 

The remaining macrovariables are real GDP growth rates and call
rates. It is very simple and standard procedure to use real GDP growth
rates. As for the call rates, we use the average of monthly call rates for one-
day maturity without collateral. The average of monthly time series is
used on the premise that corporate borrowings occur uniformly for a
given year. 

Notes

1. A systemic financial crisis refers to an incident of potentially severe
disruptions in financial markets that, by impairing markets’ ability to
function effectively, can have large adverse effects on the real economy.
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2. Hoggarth et al. (2001) measured the costs of banking crises in terms of
two categories: direct resolution costs and welfare costs. Direct resolu-
tion costs refer to the wealth redistribution from taxpayers to stake-
holders of intervened banks, which has microeconomic implications.
These costs are found to be larger in lower-income countries and those
with higher degrees of banking intermediation. The cumulative output
losses, a proxy for welfare costs, are estimated at around 15 to 20 per-
cent of annual GDP. The losses are much larger in the event of a twin
banking and currency crisis than in the case of a banking crisis alone.
Bordo et al. (2001) also reached a similar size of measured depth of
various crises in terms of cumulative output losses: 5.9 percent losses
to currency crises, 6.2 percent losses to banking crises, and 18.6 percent
losses to twin crises.

3. The deteriorating credit market conditions include sharp increases in
insolvent and bankrupt firms, rising real debt burdens, collapsing
asset prices, bank failures, and so on.

4. Fisher (1933) deduced the chains of overindebtedness in the following
nine links: “(1) Debt liquidation leads to distress selling and to (2) contrac-
tion of deposit currency, as bank loans are paid off, and to a slowing
down of velocity of circulation. This contraction of deposits and of
their velocity, precipitated by distress selling, causes (3) a fall in the level
of prices, in other words, a swelling of the dollar. Assuming, as stated
above, that this fall in prices is not interfered with by reflation or oth-
erwise, there must be (4) a still greater fall in the net worths of business,
precipitating bankruptcies and (5) a like fall in profits, which in a capi-
talistic, that is, a private-profit society, leads the concerns which are
running at a loss to make (6) a reduction in output, in trade and in employ-
ment of labor. These losses, bankruptcies, and unemployment, lead to
(7) pessimism and a loss of confidence, which in turn, leads to (8) hoarding
and a slowdown in the velocity of circulation. The above eight changes
cause (9) complicated disturbances in interest rates, in particular, a fall in
the nominal, or money, rates and a rise in the real, or commodity, inter-
est rates.”

5. Fisher’s “creed” as to the propagation of debt deflation and its after-
math during the Great Depression is empirically and theoretically
replicated by Bernanke (1983).

6. “External finance premium” is defined as the difference between the
cost of funds raised externally and the opportunity of funds internal to
the firm (Bernanke et al. 1999).

7. The credit channel model with financial market imperfections in the
sense of asymmetric information is analyzed from a different angle by
Greenwald and Stiglitz (1993). Unlike Beranke and Gertler (1989), who
put more emphasis on lenders’ risk-hedging behaviors against firms’
delinquencies, Greenwald and Stiglitz focus on firms’ perceptions of
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the risks of changes in their own net worth position, which can have
potentially large effects on their willingness to produce.

8. The two-way feedback between borrowing limits and the price of
assets in the context of the relevance of financial structure of firms and
business cycles is discussed earlier in Shleifer and Vishny (1992). They
argue that when a financially distressed firm needs to sell assets, its
industry peers that are natural purchasers are likely to be experiencing
problems themselves, leading to asset sales at prices below the value in
best use. The resulting fall in asset prices exacerbates the firm’s finan-
cial distress by lowering the debt capacity of all firms in the industry.
This is an advanced argument relative to Bernanke and Gertler (1989)
in the sense that Shleifer and Vishny explicitly consider the price of
tradable assets, but its incorporation has limited implication for static
effects, ignoring the more powerful dynamic multiplier process and
the crucial interplay between amplification and persistence.

9. In order to understand the credit channel model by Bernanke and
Gertler (1989), Kiyotaki and Moore (1997) use the analogy of a well-
known predator-prey model where the debts of the credit-constrained
firms are predators and their landholdings are prey. Namely, a rise in
these firms’ landholdings means that they have more net worth with
which to borrow: The prey feed the predators. A high level of debt
erodes the firms’ available funds and curtails their investment in land:
The predators kill off the prey. Kiyotaki and Moore’s model, however,
is richer in that it has, in addition to the debts and landholdings, a
third variable—the price of land, which is forward looking and causes
the economy to react much more to a shock.

10. For a more comprehensive general equilibrium model of the credit
channel model including the banking sector, financial regulator, assets
with secondary markets, and so on, refer to Tsomocos (2003).

11. “Net worth of borrowers” is defined as the borrowers’ liquid assets
plus the collateral value of illiquid assets less outstanding obligations
(Bernanke et al. 1999).

12. Credit supply shortages due to monetary shocks, capital adequacy
shocks, and preference shocks are often called a credit crunch, capital
crunch, and market credit crunch, respectively (Hall 2001).

13. See Cochrane (1995) for detailed discussions on shocks.
14. Three equations come from the regression and the remaining equation

comes from the long-run restriction. The multivariate VAR as in King
et al. (1991) and Rotemberg and Woodford (1996) with the long-run
restriction of the same kind used this paper, however, assumes and
identifies the permanent shock only. The transitory shocks could not
be identified without further assumptions on the nature of the shocks.

15. The empirical work is not pursued to scrutinize the direct implications
of the credit channel model because it does not contain any informa-
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tion on the corporate finance structure. These implications will be
assessed with micro firm-level data below. Here the purpose is to
examine the dynamic interaction between the real side of an economy
and the credit markets in the context of macro aggregate risks.

16. In Korea, the Government Treasury Bond (GTB) yield data was avail-
able only after 1995, and they did not reflect on market supply and
demand until the outbreak of financial crisis due to the feature of com-
pulsory underwriting practices by banks. That is to say, the appreciat-
ed price of GTB over the market price was treated as a quasi-tax. Thus
GTB had not functioned as a benchmark risk-free bond nor reflected
on the market conditions.

17. The lag used in the regression of (3.1) is six. Therefore, the first six
observations of the shocks are not measured.

18. Of course, there exist a number of endogenous factors that caused the
1997 crisis (Claessens 2003), but this empirical model assumes shocks
to be exogenously given.

19. The data used in this subsection are described in the appendix. 
20. That is, the high correlation between the large firms’ borrowing costs

and real GDP growth rate has a reverse causality relationship.
21. Freixas et al. (1999) model interregional financial connections for the

premise that depositors face uncertainty about the location where they
need to consume. The financial connections arise, in contrast, in Allen
and Gale as a form of insurance: When liquidity preference shocks are
imperfectly correlated across regions, cross-holdings of deposits by
banks redistribute the liquidity in the economy. Then these links
expose the system to the possibility that a small liquidity shock in one
location will spread to the rest of the economy.

22. A similar observation is found in the UK banks by Pain (2003).
23. Davis (1993) measured the determinants of the loan loss provisions.

He found that a sustained 1 percent fall in the GDP growth raises the
long-run rate of provisioning by 14 percent; a 1 percent rise in the level
of the bankruptcy rate raises provisioning by 1.7 percent; a 1 percent
rise in corporate capital gearing (= gross debt/capital stock) raises pro-
visioning by 0.73 percent; and a 1 percent rise in real rates from an ini-
tial level of 4 percent raises provisioning by 8 percent. Gonzalez-Her-
mosillo (1999) stressed the importance of the aggregate risks: Banks do
not fail because they have a large portion of troubled loans; they fail
because of their earlier investment decision whose outcomes may be
also influenced by changed economic conditions. A high level of non-
performing loans is the result of these same fundamental causes.
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11. Financial Supervision and Crisis Management:
United States Experience and Lessons for
Emerging Market Economies

James R. Barth, Lawrence Goldberg, Daniel E. Nolle, and
Glenn Yago

Introduction

Economic history records numerous instances of financial crises, and
although a body of knowledge has been developed identifying causes and
responses to financial crises, the hard lessons that emerge from them have,
from time-to-time, had to be relearned. Recently—over the past quarter of
a century or so—there have been numerous incidences of financial crises
in all parts of the world. In particular, since the late 1970s, there have been
over a hundred instances of banking crises in ninety-three countries
(Caprio and Klingebiel 2003).

What lessons for effective supervision and crisis management can be
learned from previous experiences with financial crises, especially as those
lessons might apply to emerging market economies in the midst of con-
structing modern financial systems? This paper focuses on the United
States banking crisis of the late 1980s and early 1990s and its aftermath in
addressing that question. Our approach is to consider first the nature of
banking prior to the crisis, anchoring that discussion in a historical look at
changes in banking system structure and the passage of banking industry
legislation that had a major impact on the banking system. Subsequent to
this crisis, the banking industry changed profoundly and rapidly, so the
second part of our tack is to delineate the nature of those changes, particu-
larly in comparison to the precrisis character of the United States banking
system. In particular, we note the decline in the role of banks in firms’
external financing and the rise in noninterest-generating activities; the
blurring of distinctions or “functional silos” between banks and other
depository institutions and between banking companies and other finan-
cial intermediaries; the growing complexity of banking organizations, both
in a corporate hierarchy sense and with respect to the range of activities in
which they can engage; and the more intense globalization of banking. 

The remainder of the paper is organized as follows. The next section
briefly discusses the evolving structure of banking in the United States.
This is followed by an examination of the banking crisis of the late 1980s
and early 1990s. The fourth section then considers the postcrisis develop-
ments, while section five assesses the lessons for emerging markets. The
last section contains a summary and conclusions.
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Figure 11.1. History of banking developments in the United States
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Evolving Structure of Banking in the United States

It is necessary to understand the history of banking in the United States in
order to understand the relationship between financial supervision and
the management of crises. This section reviews the major eras in United
States banking history, noting the enactment of key legislation and the
establishment of key regulatory and supervisory entities. We emphasize
the extent to which these developments were reactions to banking crises.
We also discuss how some of the changes were intended to improve the
competitive situation and others were meant to close loopholes in the law.

Table 11.1. Changing composition of the U.S. financial system: Financial
intermediaries and capital markets (US$ billion)

Equity Bonds outstanding
Financial market

intermediaries capitalizationd Total government local Corporate

1860 1 N/A 0.1 0.1 N/A N/A 1

1880 5 6 6 2 1 3 17

1900 15 14 8 1 2a 5 37

1929 110 187 76 16 13 47 373

1933 90 33b 89 24 17 48 212

1945 247 88c 290 251 12 27 625

1955 424 235c 335 228 46 61 994

1965 921 568c 481 257 100 123 1,970

1975 2,136 714c 994 435 223 336 3,845

1985 6,603 2,325 3,309 1,587 860 863 12,237

1995 19,063 6,858 7,809 3,609 1,268 2,932 33,730

2000 31,519 15,104 10,159 3,610 1,481 5,068 56,782

2003 35,953 15,239 12,748 4,008 1,899 6,840 63,940

Notes: a. 1902 data; b. Data for New York Stock Exchange (NYSE) only;
c. Data for NYSE and American Stock Exchange (AMEX).

Sources: d.1880–1929, Goldsmith (1985); 1933–1975, global financial data;
1985, Emerging Stock Markets Factbook, International Finance
Corporation (IFC); 1995–2000, Global Stock Markets Factbook,
Standard & Poor’s; 2003, global financial data and New York
Stock Exchange; Historical Statistics of the United States, Colonial
Times to 1957, U.S. Bureau of the Census; Flow of Funds Accounts of
the United States, Board of Governors of the Federal Reserve
System.; and Barth and Regalia (1988).

Total
financial
system
assets
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We examine the history of the other major depository institutions, since
they are so closely related to commercial banks and since the major crisis
discussed in this paper involves primarily the savings and loan industry.
Finally, we describe the major changes in the structure and activities of
banks, supplemented with data whenever possible. Despite the diminu-
tion of the relative importance of banks in the financial system, they never-
theless remain special. 

History of Banking and Financial Institution Regulation
In order to understand the operation of financial institutions and to be able
to analyze the recent developments at financial institutions, it is important
to understand the early history of depository financial institutions. Figure
11.1 contains a time sequence of the major events, Tables 11.1 and 11.2

Table 11.2. Financial intermediaries in the U.S.: Increasing competition for
banks (percent of total financial intermediary assets)

1860 71 0 18 0 2 9 1

1880 61 2 21 0 9 7 5

1900 66 3 16 0 12 3 15

1929 60 7 9 — b 16 8 110

1933 51 7 12 — 23 7 90

1945 65 3 7 1 18 6 247

1955 44 9 8 1 21 17 424

1965 36 14 6 1 17 26 921

1975 35 16 6 2 13 28 2,136

1985 30 16 3 2 12 376,603

1995 24 5c 2 11 58 19,063

2000 21 4c 1 10 64 31,519

2003 22 4c 2 11 61 35,953

Notes: a. Includes such financial intermediaries as private pension funds,
state and local government retirement funds, finance companies,
other insurance companies, and mutual funds. b. A dash indicates
less than 1. c. Includes both savings & loans associations and
mutual savings banks.

Sources: Goldsmith (1958); Flow of Funds Accounts of the United States,
Board of Governors of the Federal Reserve System.

Total financial
intermediaries

assets
(US$ billion)

Other 
institutionsa

Life
insurance
companies

Credit
unions

Mutual
savings
banks

Savings &
loans 

associations

Commercial
banks
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show the changing composition of the financial system, and Appendix 1
describes the major depository financial institution legislation. Institutions
and markets develop in response to economic forces and thus it is impor-
tant to understand how institutions evolve in response to the demand for
particular functions or services. Though there are similarities across coun-
tries, the American financial system has developed in a unique fashion
because of specific characteristics of the United States. Unlike most other
countries, the United States started as a confederation of constituent states.
The lack of a traditional class order and the presence of many different eth-
nic groups have also affected the development of the financial system.
These factors have led to a dual regulatory system, with both the states
and the central government having regulatory responsibilities, and they
have also led to geographic restraints on banks. The vast geographic
expanse of the United States and the westward settlement pattern of the
country have also affected the development of financial institutions and
markets.

Banking developed in the United States in a similar fashion to how it
developed in many other countries. As the economic demand for indige-
nous independent banks in the United States arose, individuals started
commercial banking organizations. At first, the banking needs of the
American colonists were met by British banks. Most capital was supplied
by the mother country. There was a need for purchasing power in the new
growing economy that needed to be transferred from the older, wealthier
economy of England. Trade with England played a very important eco-
nomic role.

Prior to independence from England there were severe impediments
to the development of independent banks in the colonies. The economy
was 90 percent agricultural, and most of the transactions were barter trans-
actions. There was considerable public hostility toward bankers. There
were, however, some types of financial intermediaries around. Land banks
issued money against mortgages on land, thus giving liquidity to land. In
an era when the economy was primarily agricultural, the most obvious
source of security for loans was land. However, despite the secured nature
of their loans, most of these banks ended disastrously (see Blyn 1981:35).

Some merchants increasingly acted as intermediaries between British
exporters and bankers and American retailers in the areas of foreign
exchange and long-term credit. Eventually these merchants found that
their banking activities came to dominate most of their business. Other
merchants provided credit to their customers and soon found that the
credit business had surpassed their retail business. These merchants per-
formed banking functions but did not have commercial bank charters (see
Blyn 1981:36).

The first official bank charter was granted to the Bank of North Ameri-
ca in 1781 by the Continental Congress in order to provide financial sup-
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port for the war of independence. The Bank of New York, the Bank of
Massachusetts, and the Bank of Maryland were subsequently chartered, so
that by 1790 there were four commercial banks in the United States. Most
of the banks chartered by the states in this period failed in relatively short
periods of time.

After the Constitution had been ratified, Congress moved to establish
the First Bank of the United States in 1791. It was a federally chartered
bank that acted as a central bank and tried to promote a sound money and
credit system. It acted as the fiscal agent of the U.S. Treasury and as the
main depository for the country’s gold and silver. The Bank of the United
States also made loans to state banks with liquidity problems. It issued
notes that served as circulating currency and it tried to promote local
industry. Political opposition developed because the bank was considered
to be an agent of the privileged classes, and in 1811 its charter was not
renewed. The Second Bank of the United States was chartered in 1816 and
was similar to the First Bank, though considerably larger. It too succumbed
to similar political opposition in 1836 and was not rechartered (see Spong
1994:15). Consequently, by the 1830s the federal government was com-
pletely out of the bank chartering and regulation business. This activity
was left entirely to the states until the Civil War. Examinations were infre-
quent and usually done only when insolvency was imminent. Bank regu-
lation varied greatly by state.

In 1810 there were 88 commercial banks in the United States, and by
1820 there were 297 banks. The number expanded greatly to 716 by 1850,
with an accompanying rapid expansion of bank assets, and by 1860 the
number of banks had increased to 1,284 (Table 11.3).

Commercial banks did not provide a full range of services. They
avoided long-term securities and mortgages and did not generally seek
smaller time deposits. In order to fill this gap in the market, mutual sav-
ings banks were started in the early nineteenth century. Most observers
acknowledge that the first mutual savings bank to be established in the
United States was the Philadelphia Savings Fund Society in 1816. The pri-
mary purpose of these savings banks was to provide a savings outlet for
workers, a function ignored by commercial banks. Though in their earlier
years the savings banks invested in a variety of long-term assets, they later
concentrated on home mortgages. Only in the deregulated atmosphere of
the 1980s did some savings banks shift away from long-term mortgages as
their primary assets. Federal chartering of savings banks has become pos-
sible only in recent years; they have been concentrated in the Northeast,
where more states permitted chartering of these types of institutions.

Savings and loans (S&Ls) also started in the first half of the nineteenth
century. The first S&L, formed in Philadelphia in 1831, was the Oxford
Provident Building Association. These organizations were frequently
cooperative savings and home-financing organizations. Thus they provid-
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ed the services demanded by individuals that banks did not provide: sav-
ings accounts and mortgage financing. S&Ls have always been similar to
mutual savings banks but surpassed them in importance fairly quickly
(see Table 11.3). National chartering of S&Ls was permitted in the 1930s,
but occurred in the case of the savings banks only in the late 1970s.

The final main type of depository institution, the credit union, began
in the United States in the early twentieth century. The first credit union
was chartered in 1909 in New Hampshire. It too started as a cooperative
arrangement among individuals to provide financial services to members.
Credit unions have always been nonprofit and thus have tax advantages
over the other types of depository institutions. This has led to criticism of
their status by small commercial banks who view credit unions as com-
petitors. Since credit unions are frequently organized around places of
employment, they usually have an informational advantage over other
types of financial institutions in evaluating the creditworthiness of mem-
bers who wish to borrow. The credit union also has the capability of ensur-
ing loan repayment by taking payments directly from paychecks. Conse-
quently, credit unions have generally been able to charge lower interest
rates on loans. Credit unions have expanded in size and activities rapidly
in recent decades, but they still remain far less important than commercial
banks (see Table 11.3).

As discussed earlier, the federal government dropped out of the bank
regulation business after its initial entry. The Civil War was a major crisis
and created great demands for funds by the government to finance the
war against the Southern states. Consequently, the National Currency and
Bank Acts of 1863 and 1864 provided the impetus for a federal system of
bank chartering and supervision. The Office of the Comptroller of Curren-
cy (OCC), a new department within the Treasury Department, was given
authority to charter national banks. Currency issued by state banks, more-
over, was subjected to a special tax as a result of the new acts. Currency
issued by national banks had to be backed by United States government
bonds and thus was superior to that issued by state-chartered banks. Cur-
rently it is not essential for the government to charter and regulate banks
in order to raise funds for government expenditures since the government
can borrow directly in the financial markets.

The creation of a national chartering agency led to the unique dual
banking system in the United States. Prospective bankers have a choice of
regulator and some have claimed that this has led to competition among
regulators to have more banks under their regulatory control by offering
greater regulatory laxity. In nearly every other country, there is only one
source of bank charters. Peltzman (1965) finds that entry into banking was
essentially unrestricted until the collapse of the banking system in the
1930s, which then led to entry controls. He argues that the legal restric-
tions on bank entry in the Banking Act of 1935 significantly reduced the
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number of banks that might have been established since then. Though sev-
eral studies have found regional differences in rates of return prior to 1915
even though there was free entry, Binder and Brown (1991) attribute these
differences primarily to the bank return measures used in these early stud-
ies, and thus they conclude that banking markets were highly competitive
during the free-entry period.

After the Civil War the banks and the financial system expanded
rapidly. The United States, however, did not have a real central bank that
could act in financial crises. In the late nineteenth and early twentieth cen-
turies, the United States suffered numerous severe downturns in economic
activity. These recessions were accompanied by panics, and the large com-
mercial banks were usually called upon to rescue other banks in distress.
The federal government did regulate many of the country’s banks through
the OCC, but many were regulated only by the states, and other central
bank functions were not provided. The Panic of 1907, in particular, stimu-
lated the search for a better scheme for promoting bank soundness and
stability. 

In 1913, the Federal Reserve System (the Fed) was established as the
central bank. It was organized on a decentralized basis with twelve region-
al banks and a Board of Governors (the board) in Washington, D.C. The
Fed was given regulatory powers over all national banks and those state
chartered banks that elected membership in the Federal Reserve System.
The new central bank controlled monetary policy and handled internation-
al transactions for the federal government. The secretary of the Treasury
sat on the board, and the power of the New York Reserve Bank president
was greater than that of the chairman of the Federal Reserve System.

In banking legislation enacted in 1933, the Federal Reserve System was
reorganized. The agency was granted independence from the executive
branch, and the power of the seven governors comprising the board—and
particularly the chairman—was increased. Though the New York Reserve
Bank was still the most important regional office and it retained certain
functions, the board in Washington became dominant. The Open Market
Committee to manage monetary policy was established and consists of the
seven governors and five bank presidents on a rotating basis (the New
York Bank president is always a member).

The change in the organization of the Fed was one of many important
banking regulatory changes in the early years of the Roosevelt administra-
tion between 1933 and 1934 in response to the economic depression that
was enveloping the country. The most important change was the establish-
ment of deposit insurance through the Federal Deposit Insurance Corpora-
tion (FDIC) in order to maintain consumer confidence in the banking sys-
tem, which had been shaken at the time. Banks were failing at an
unprecedented pace. When a bank appeared to be in trouble, depositors
would start a run on the bank in order to withdraw their uninsured
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deposits, which were paid on a first-come-first-served basis so long as
assets were available. The resulting liquidity problem would then sink
many marginal institutions forced to sell assets at depressed prices.
Deposit insurance provided confidence for individuals that they would
not lose their deposits if a bank failed. The FDIC was established by the
1933 act and initially provided federal deposit insurance up to $2,500 per
deposit. The premium paid by banks was a flat rate that was unaffected by
the degree or risk of the bank. This limit has been increased several times,
and in 2004 it was $100,000 per deposit. 

Since all institutions paid the same insurance premium despite differ-
ences in their asset risk, perverse incentives were created for the deposito-
ry institutions. Greater risk did not result in higher premiums, encourag-
ing excessive risk taking; this has led to many problems that are discussed
later. The introduction of variable deposit insurance premium rates to
reflect differences in risk in the 1990s was intended to alter these incen-
tives, but many argue that the current system is still inadequate to accom-
plish this goal. 

The National Banking Act of 1933 is often called the Glass-Steagall Act,
after the main congressional framers of the legislation. This nomenclature
has generally referred to the provisions that have separated commercial
banking from investment banking. The statute places restrictions on the
permissible activities of both commercial and investment banks. Prior to
passage of the act in 1933, the historic separation of the two industries had
been dissolving, as banks—spurred by favorable rulings of the OCC—
increasingly engaged in investment banking activities. Many observers
connected this development with the rash of bank failures, even though
evidence of such a connection has not been very convincing. The two
banks that were most heavily involved in investment banking at the time,
Citibank and Chase, were subjected to much criticism in congressional
hearings. Recent evidence has indicated that commercial banks during this
time period actually performed better than investment banks in under-
writings. The search for scapegoats for the depression was most likely the
driving force that led to the passage of the Glass-Steagall separation of
commercial banking from investment banking. The stated purpose of the
legislation was to ensure that banks acted in a more prudent manner. The
restrictions were intended to protect the financial resources of commercial
banks and to minimize conflicts of interest for commercial banks when
giving investment advice. The underlying rationale of this separation
came under increased scrutiny over time. The Fed in 1987 permitted select-
ed large banks to underwrite securities, which they were not previously
permitted to do, and in 1999 the legal restrictions were removed. 

The final major financial regulatory restriction imposed in the 1930s
was interest rate ceilings on deposits. These ceilings were imposed to pro-
tect institutions from excessive competition, but in fact they later had seri-
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ous consequences on the ability of depository institutions to attract funds.
Indeed, they played an important role in the S&L crisis, which is discussed
extensively in the next section. The Fed was authorized to impose interest
rate ceilings through Regulation Q in 1937. Payment of interest-on-
demand deposits was prohibited and a mechanism for placing ceilings on
interest paid on time and savings deposits was established. In 1966, inter-
est rate ceilings were extended to thrift institutions (S&Ls, savings banks,
and credit unions). In the early years of these restrictions, the market inter-
est rate was below the ceiling rate so that the ceilings did not have any
economic impact. With the high inflation rates of the 1970s and early
1980s, however, market rates rose far above the ceilings (even after they
had been adjusted upward), and this led to substantial disintermediation
for both banks and thrifts. Banks were able to obtain funds no longer
available from deposits through liability management techniques, such as
issuing commercial paper, Eurodollar deposits, borrowing on the federal
funds market, and repurchase agreements. The interest rate ceilings stimu-
lated the development of alternative investment vehicles for depositors,
such as money market funds offered by nonbanking institutions compet-
ing with banks and other depository institutions. In order to counter the
outflow of funds from the depository institutions, the federal regulators
were forced to allow the establishment of new instruments offering market
returns, the most important of these being the $10,000 six-month certificate
of deposit with an interest rate pegged to the six-month Treasury bill rate.
Finally, in the Depository Institution Deregulations and Monetary Control
Act (DIDMCA) in 1980, interest rate ceilings were phased out by 1986.
Once again a measure enacted in the 1930s restricted the ability of banks to
respond to market forces.

The laws passed in the 1930s were a reaction to the crisis at the time
and provided the regulatory basis of the financial system until economic
forces compelled the government to change the rules to bring them better
in line with economic reality. However, there are several other pieces of
legislation that need to be discussed before we get to the major changes in
the regulatory environment that occurred in response to the crises of the
1980s. 

Until the 1930s, the three types of thrift institutions were limited in
expanding because they were permitted only to have state charters. This
meant that these institutions could not operate in states that did not specif-
ically charter that type of institution. This was remedied for S&Ls in 1933
and for credit unions in 1934. It was not permitted for savings banks until
1978, and thus the savings banks grew at a much slower pace than did the
other two types of institutions. 
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The Bank Holding Act of 1970
The regulation of bank holding companies was changed in 1970 because
banks had found ways to avoid regulation imposed by the Bank Holding
Company Act of 1956. The earlier act defined a bank holding company
(BHC) as a corporation controlling two or more banks, and it severely
restricted the nonbanking activities of bank holding companies. In the late
1960s many of the nation’s largest banks formed one-bank holding compa-
nies, and through the one BHC structure, which was not subject to regula-
tion by the Fed, they expanded their activities into nonbanking areas.
Another important advantage of the holding company format was the
ability to raise funds through the issuance of commercial paper. In addi-
tion, a number of nonbanking firms controlled single banks. To this point
in time, the main use of the BHC structure had been to avoid restrictive
branching rules within states by approximating a branching system
through a multibank holding company.

The 1970 act removed this loophole in the law and redefined the BHC
as a corporation controlling one or more banks. The Fed was given respon-
sibility for determining which nonbanking activities would be appropriate
under the criterion of being closely related to banking. A framework was
established for the determining relative benefits and costs of new activities
and any acquisitions. All nonpermissible activities had to be divested by
the end of 1980.

At first the Fed was very lenient in permitting new nonbanking activi-
ties. However, the failure of the Franklin National Bank in 1974 and prob-
lems for other large banks resulted in the Fed taking a more cautious
approach. Almost all the large banks in recent years have been organized
under bank holding companies. The holding company has proved valu-
able not only in avoiding branching restrictions and for engaging in non-
banking activities but also for enabling banks to raise funds by issuing
holding company commercial paper. The holding company has facilitated
nonbanking activity across state lines, and it was an important vehicle for
overcoming interstate branching restrictions.

The International Banking Act of 1978
Banking has become an international industry, and no longer are banks
confined to the borders of their home country. The total assets of U.S.
branches abroad rose from $24.3 billion in 1972 to $735.3 billion in 2002.
The presence of foreign banks in the United States is even larger, with total
assets growing from $28.3 billion in 1972 to $1.1 trillion in 2002.

Because of the rapid growth of foreign banks in the United States,
there was increased political pressure to restrict their growth. Domestic
banks argued that foreign banks had several competitive advantages over
them. Foreign banks could operate banking offices in more than one state
and also were not subject to the nonbanking provisions of the Bank Hold-
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ing Company Act. Legislators worried that restrictions placed on foreign
banks in the United States could lead to retaliatory action against foreign
branches of U.S. banks by other countries.

The International Banking Act of 1978 (IBA) adopted an approach
whereby foreign banks would be treated in the same fashion as domestic
banks—so-called national treatment. The passage of this act restricted for-
eign banks in a number of ways. As of July 1978, foreign banks could no
longer establish offices outside their declared home state. However, those
in existence prior to this date could be maintained. This provision thus
reduced some of the advantage in terms of geographic scope that the for-
eign banks enjoyed but still left some advantage over domestic banks. The
Fed was authorized to impose Federal Reserve requirements on agencies
and branches of foreign banks and FDIC insurance was required for for-
eign banks taking retail deposits. Previously, foreign agencies (which are
not permitted to accept deposits but can have credit balances that are simi-
lar to deposits) and foreign branches were free of most regulation and thus
had a competitive advantage over domestic banks. Edge corporations are
subsidiaries of domestic banks that can be located outside the home state
of the bank but must engage in mostly foreign banking. They were created
by the Edge Act of 1919 and named for Senator Walter Edge of New Jersey.
The IBA broadened the powers of Edge corporations, which allowed them
to compete more effectively with foreign agencies and branches and also
permitted foreign banks to own Edge corporations. Finally, foreign banks
with agencies and branches in the United States were made subject to the
nonbanking restrictions of the Bank Holding Company Act. This again
was an attempt to equalize competition between domestic and foreign
banks.

The Depository Institutions Deregulation and Monetary Control Act
of 1980
In 1980, Congress passed the most important piece of banking legislation
since the 1930s. The DIDMCA makes many fundamental changes in the
banking system. Since some of the most important aspects of the law were
phased in over several years, the full impact of this law was not felt imme-
diately. Here we review the main provisions of the act and their implica-
tions.

The act authorized all depository institutions throughout the United
States to offer negotiable orders of withdrawal (NOW) accounts. These
depository accounts are essentially demand deposits that pay interest and
thus circumvent the 1933 restriction on interest-on-demand deposits. They
were first introduced by a mutual savings bank in Massachusetts in 1972
and gradually spread to all of New England, New York, and New Jersey
and to commercial banks and savings and loan associations as well as
mutual savings banks. Originally, commercial banks had a monopoly on
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checking accounts. NOW accounts enabled thrift institutions to compete
actively with banks for these deposits throughout the country and were
one of the several developments that were removing the differences
among depository institutions. NOW accounts are more costly to banks
than checking accounts, but banks have instituted charges per month and
per check to compensate, though free accounts are available if a minimum
level of deposits is maintained. Charges vary geographically and depend
on competitive conditions in local markets.

The act phased out deposit interest rate ceilings over a six-year period,
eliminated state usury ceilings on mortgages (unless a state adopted a new
ceiling before April 1983), and prohibited state usury ceilings for business
and agricultural loans above $25,000. These changes recognized what had
become increasingly obvious to most observers—that interest rate ceilings
on deposits restrict the flow of deposits to banks and thrift institutions and
that interest rate ceilings on loans limit the profitability of lending activity
and result in reduced availability of credit. The flow of funds out of depos-
itory institutions to other borrowers is called disintermediation. In highly
inflationary times when market rates exceeded ceiling rates by substantial
amounts, legislators had finally recognized that economic reality had to
take precedence over the desire to keep the (apparent) cost of funds to
depository institutions low and to keep the borrowing cost to consumers,
in particular, at low rates.

All federal deposit insurance as a result of DIDMCA was increased to
$100,000. This increased the safety of deposits since it recognized the
increase in size of individual accounts, much of which was largely due to
inflation. Also, all transaction accounts at depository institutions were sub-
jected to reserve requirements set by the Federal Reserve System. These
provisions were phased in over an eight-year period. Prior to this change
only banks that were members of the Federal Reserve System (all national
banks and state chartered banks that elected membership) were subject to
the reserve requirements of the Fed. Nonmember banks were subject to the
reserve requirements of the respective states, which were more lenient in
that all states permitted reserves to be held in demand deposits at other
banks (these deposits serve as payment for correspondent bank services),
and many states permitted reserves to be held in interest bearing U.S. and
municipal securities. In contrast, the Fed permits reserves to be held only
in nonearning deposits at the Fed and in cash. Because of reserve require-
ments, membership at the Fed had declined, and the Fed asserted that this
affected its ability to conduct monetary policy and was also inequitable for
member banks. As the changes were phased in, costs were imposed on
nonmember banks and other depository institutions insofar as earning
assets had to be converted to nonearning status to meet the Fed’s reserve
requirements. To alleviate the costs imposed, all depository institutions
were provided access to the Fed’s discount or borrowing window.
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The act, moreover, required the Fed to establish a system of fees for its
services instead of providing them free as had been previously done. This,
along with a decrease in the level of required reserves, greatly altered the
operating cost structure for banks with respect to the central banking sys-
tem.

The final major change instituted by DIDMCA involved expansion of
the powers of thrift institutions. Federal credit unions were authorized to
make residential real estate loans and federal S&Ls were given expanded
investment authority and greater lending flexibility. The S&Ls were also
allowed to issue credit cards and were given trust powers. These provi-
sions enabled thrift institutions to compete more effectively with banks
and also alleviated some portfolio problems they had faced because of the
restrictions on their permissible activities. The Garn-St. Germain Act of
1982 extended the initiatives of DIDMCA. The asset powers of both S&Ls
and savings banks were expanded further. These new laws in the early
1980s moved the United States closer to a time when all financial institu-
tions could perform all financial activities and when distinctions among
types of financial institutions could become meaningless. However, these
activity relaxations enabled many thrifts to engage in riskier activities and
thereby contributed to the S&L crisis, which will be addressed in the next
section.

Geographic Coverage
American banks, unlike banks in most other countries, have traditionally
been limited as to where they can establish offices. Banks can obtain
national bank charters from the OCC or state bank charters from the
respective state banking supervisors. Each state specifies the branching
restrictions for banks in that state. Originally, when the establishment of
national banks was allowed by the National Currency Act in 1863, they
could not have any branches. In 1863 this might not have been that impor-
tant, but with improvements in transportation, communication, and tech-
nology, it became increasingly important for banks to be able to expand
geographically. The McFadden Act of 1927 and its modification in the
National Banking Act of 1933 allowed national banks to follow the branch-
ing rules of the state in which the national bank is located. Branching
across state lines was not permitted, however. Prior to passage of the Bank
Holding Company Act of 1956, banking organizations could circumvent
interstate restrictions through multibank holding company arrangements
across state boundaries. This act through a grandfather clause permitted
those bank holding companies with multistate operations to maintain their
affiliates but prohibited any new expansion across state lines. Market
forces have induced banks to circumvent the rules and put pressure on
lawmakers to relieve branching restrictions both within states and across
state lines. 
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Retail bank services have traditionally been locally oriented. Individu-
als place deposits in local institutions because of convenience and because
frequently only local checks are honored by merchants. Individuals bor-
row from local institutions since these institutions have the least cost in
assessing and monitoring credit risk of the customers in close proximity.
Small businesses, too, are generally limited to borrowing locally, but larger
businesses have greater geographic access to funds. In fact, the very
largest corporations can borrow both on a national basis and on an inter-
national basis.

Banking rules with respect to geographic coverage of banks have con-
formed with the local nature of much of banking. Many of the rules have
been constructed so as to protect local institutions from competition from
larger institutions. By insuring the financial viability of these locally ori-
ented institutions, individuals and small businesses have presumably been
provided with institutions devoted to their needs. The most important
rules in this context have been restrictive branching rules. Bank charters
have been confined to individual states. Even if a bank obtains a national
charter it must follow the branching rules of its state, which until recently
meant that, like all state banks, it could only open full banking offices
within the state. In addition, branching activity has been severely restrict-
ed within states. Some states adopted unit banking rules that permit only
one office per bank. Other states limited banks to branching within pre-
scribed geographic areas, such as within a single county. Finally, some
states allowed banks to branch throughout the state and thus have been
the least protective of the small locally owned bank. Though we have three
general types of rules for bank branching, the rules have varied signifi-
cantly among the states within the three general groupings. 

Technology, though, has not stood still. Recent years have witnessed
dramatic changes in transportation and communication. It is easier and
less expensive to travel. Many people commute long distances to their
places of employment. This means that these individuals, at the very least,
have access to banking services in diverse places. To varying degrees,
many other individuals and small businesses have greater access to a
wider selection of financial services. Developments in communication also
have increased access to financial services. Long-distance telephone ser-
vice is considerably less costly than it was in the past. The fax has allowed
instantaneous transmission of documents. Even though it can be argued
that the government postal service has deteriorated, next-day delivery
through private companies has flourished. Electronic mail has infiltrated
all lines of business and despite its many problems with viruses and spam
has changed the nature of business communication. All of these develop-
ments facilitate provision of financial services over considerable distances.
Financial institutions find it easier to provide services to nonlocal cus-
tomers. For example, customers can transact all their business with money
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market funds by phone and mail, both snail and electronic, without ever
having to be physically present in the money market fund’s office. As
these changes have altered the economies of the financial services indus-
try, nonbank and bank financial institutions have altered their operations
and, in particular, the scope of their geographic coverage.

As changes in transportation and communication have increased the
desirability of geographic expansion for financial institutions, some types
of deliverers of financial services have been able to expand geographically
without being impeded by government restrictions. For example, securi-
ties firms can expand without restriction within states and across state
lines to the extent that the firms desire expansion. Merrill Lynch has offices
throughout the country, as do several of its large competitors. These firms
provide many similar services to those provided by banks. However, com-
mercial banks had to follow the rules that prohibited geographic expan-
sion across state lines and sometimes within states. This is unfair competi-
tion, and the large banks were forced to try to get around the rules so that
they could compete equitably with competitors not subject to the restric-
tive rules applied to the banking industry. It must be noted, though, that
unlimited geographic expansion may not necessarily always be the opti-
mal policy. Geographic expansion can lead to increased difficulty in con-
trolling the operation of the company.

We now examine the actual rules faced by banks and the specific ways
banks have attempted to circumvent these rules. We assess the importance
and effectiveness of these efforts to expand. We then evaluate the evidence
on the value of interstate banking.

Banks obtaining state charters are confined to operating within the
state granting the charter. Chartering of national banks, as already noted,
was first established by the National Currency and Bank Acts of 1863 and
1864. Since the currency issued by national banks had to be backed by U.S.
government securities, this provided a convenient method for the North to
finance the Civil War. These acts prohibited branching by nationally char-
tered banks. The McFadden Act of 1927 finally permitted national banks to
branch within their home city if the state-chartered banks were allowed
this level of branching. The Banking Act of 1933 equalized branching
opportunities for national and state banks by permitting national banks to
branch anywhere within the state that state-chartered banks were allowed
to branch. It must be noted that prior to this period, branching ability was
not especially important for banks because of the existing level of trans-
portation and communication services. Since state banks were confined to
individual states, national banks were also confined to individual states by
these two laws.

There did exist a way prior to 1956 whereby banking organizations
could circumvent restrictions on interstate operations of full banking
offices. This was done through multibank holding companies. The holding
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company would own separately chartered banks in different states. Since
the holding company was not subject to any banking regulations, this
arrangement was perfectly legal. Multibank holding companies first
emerged in the late nineteenth century and were mainly used to avoid unit
bank restrictions within states. As the holding companies expanded, con-
cerns were raised about undue concentration of financial power. Conse-
quently the Bank Holding Company Act of 1956, which was the first legis-
lation to regulate bank holding companies, contained a
section—3(d)—which became popularly known as the Douglas Amend-
ment. This section prohibited any further acquisition or chartering of
banks outside the home state unless expressly permitted by the state.
Existing interstate banking organizations were permitted to retain their
banks in different states. This is a grandfathering provision. Thus seven
domestic bank holding companies and five foreign bank holding compa-
nies were allowed to operate interstate, while the remaining banks in the
country were not allowed to own full banking operations in more than one
state. In 1956, no states expressly permitted banks from other states to
enter.

The changing financial marketplace has stimulated banks to try to cir-
cumvent interstate restrictions in order to compete effectively with non-
bank financial organizations. Some of these efforts have involved full
banking operations, while others have involved nonbanking activities
across state lines through the holding company framework. The pressures
of the marketplace have forced state and federal regulators to relax some
restrictions so that banks could compete. We now provide a description of
the main methods banks have used to expand their activities across state
lines. 

Besides the grandfathered domestic banking organizations, there have
been three other ways by which full banking offices could be controlled on
an interstate basis. Bank holding company designation requires at least 25
percent ownership. In order to avoid being subject to the restrictions of the
Bank Holding Company Act, banking chains have been organized where
ownership by parties was limited to less than 25 percent of the common
stock. In this manner effective control of interstate organizations could be
maintained, but the rules would technically not be violated. With the large
number of failures of S&Ls and banks in the 1980s, the regulators were
intent on maintaining the solvency of the deposit insurance funds. With
banks and S&Ls confined to single states, in many cases the regulators
could not find sufficient viable candidates to take over failed institutions
and thus reduce the resolution cost. Consequently, in the early 1980s, inter-
state acquisition of failed banks and S&Ls was permitted, thus helping the
insurance funds. This has been one of the most important ways in which
the country’s largest banks have been able to expand across the country.
The third method relates to states passing laws expressly permitting out-
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side entry. This will be discussed last since it is the forbearer of full inter-
state banking.

Foreign banks have provided another interesting exception to the rule.
Prior to 1978, foreign banks were not subject to any interstate restrictions if
individual states permitted their operation. Consequently, they could
establish full-service offices (subsidiaries and branches) and restricted-ser-
vice offices (agencies) in multiple states. Domestic banks complained
about this competitive inequity and lobbied for passage of the IBA of 1978.
This act equalized the treatment of foreign and domestic banks. Foreign
banks would no longer be allowed to expand interstate with subsidiaries
or branches, but they were allowed to keep their existing interstate net-
works. In addition, foreign banks can still establish agencies that do not
accept deposits in other states, and they can also open representative
offices without limitation.

There are numerous instances of banks maintaining limited service
offices across state lines. These cases do not violate the formal interstate
restrictions, but they do allow banks to get some of the geographic pene-
tration that they feel is necessary for an effective competitive position.
Banking Edge Act Corporations are established outside of the home state
to engage in primarily international business. Authorized by the Edge Act
of 1919, these limited service offices allow the large banks to have a pres-
ence in major trade centers outside of their home state in order to service
international customers. The IBA allowed foreign banks to have Edge Act
Corporations, thus equalizing their opportunities as compared to domestic
banks. Foreign banks also can maintain limited service offices such as
agencies across state lines.

In order to have lending sales representation in a local area without a
large physical presence, banks can maintain loan production offices out-
side the home state. The Bank Holding Company Act defined banks as
organizations that both had demand deposits and made commercial loans.
Banks that wanted to circumvent interstate restrictions and financial orga-
nizations that were not permitted to operate commercial banks found an
ingenious method around the rules. They established offices that either
made commercial loans or accepted demand deposits—but did not do
both activities. Technically, these organizations were not banks and thus
not subject to interstate banking restrictions; they were referred to as
“nonbank banks” because they still operated with a bank charter. After
much debate and several interactions, this loophole was removed in 1987,
but existing organizations were grandfathered. Finally, the Bank Holding
Company Act of 1970 permitted holding companies to engage in nonbank-
ing activities if they were closely related to banking and if they were
approved by the Fed. These activities are not restricted geographically.
Through the holding company, the largest banks have established offices
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nationwide, particularly in activities such as mortgage banking, consumer
finance, and insurance agencies.

Though the Douglas Amendment allowed states to pass laws permit-
ting entry by out-of-state bank holding companies, no state showed inter-
est until Maine passed a law in 1978. There was no entry into Maine and
no action by other states until 1982, when both New York and Alaska
passed laws permitting entry from out-of-state bank holding companies.
Most states passed similar laws soon thereafter. Ultimately, the District of
Columbia and all states except Hawaii enacted legislation permitting some
type of interstate activity. The laws, however, varied greatly. Some states
permitted nationwide entry without restrictions, while others required rec-
iprocity for their banks from the home state of the entering BHC. A num-
ber of states combined into regional compacts, permitting entry only from
states within the region. The most important of these compacts was the
Southeast compact (see Barth et al. 1996). 

The question arises, though, of whether interstate expansion will lead
to the demise of smaller localized banks. Evidence does not indicate that
this will happen. Goldberg and Hanweck (1988) evaluated the perfor-
mance of the seven bank holding companies grandfathered by the Bank
Holding Company Act of 1956. If interstate banking were to provide a
competitive advantage, we would expect that the shares of state deposits
of these organizations would increase relative to the shares of banks that
could not operate on an interstate basis. The study found, however, that
the shares of the seven grandfathered organization’s banks decreased from
1960 to 1983 to a statistically significant degree. Clearly there was no com-
petitive advantage to being interstate in this period. Whereas in 1960 there
were differences in profitability and portfolio composition between the
interstate banks and other banks, by 1983 these differences had disap-
peared. Though current conditions might provide additional advantages
to having an interstate organization, it appears unlikely that greater inter-
state banking allowed in the early 1990s will lead to complete domination
by big money center banks. 

Long-Term Trends in U.S. Banking 
This section describes the major changes in the structure and activities of
banks over as long a time period for which we were able to obtain data.
Despite what may appear to be a diminution of the relative importance of
banks in the financial system, banks nevertheless retain a special role. For
this reason, regulation of the banking sector continues across countries. 

Table 11.1 presents the changing composition of the U.S. financial sys-
tem between financial intermediaries and the capital markets as represent-
ed by bonds and equities. Before 1900, data are more readily available for
financial intermediaries and federal government debt. After 1900, there is
a substantial growth in the assets of financial intermediaries, equities, and
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various types of debt. The share of financial intermediaries in the total
post-1900 appears to remain at a level in excess of 50 percent. The largest
distributional change is across the debt categories. In the last decade, the
growth of corporate debt has allowed it to surpass both federal govern-
ment and state and local government debt. 

There have been big changes within the distribution of assets across
different types of financial intermediaries, as can be seen in Table 11.2. The
share of commercial banks was as high as 71 percent in 1860, but it has
decreased to 22 percent as of 2003. The major increase in share is in the
other institutions category. Within this category, two types of institutions
have increased their shares of assets dramatically in recent years: pension
plans and mutual funds. Note that both of these types of institutions
invest heavily in capital market instruments, such as stocks and bonds,
and thus make it appear even more than is the case that the United States
is shifting away from a bank-based to a capital markets–based financial
system. The asset rankings of financial institutions in Table 11.2, however,
underestimate the economic importance of the commercial banks. The
large banks in particular are heavily engaged in off-balance-sheet activity,
such as loan commitments and derivatives. These do not appear on the
balance sheet but are quite important. The other major trend that can be
discerned from the table is the rapid growth of S&Ls from 1945 to 1985,
and then the rapid shrinking of their share of assets. From 1995 these insti-
tutions are combined with the savings banks since they differ very little.
The reasons behind the shrinking of this sector are related to the subject of
the major crisis discussed in the next section. 

Table 11.3 shows the number and assets of the four main depository
institutions since 1800. Commercial banks have always been the most
important of these institutions. As mentioned earlier, S&Ls grew rapidly
before the onset of their financial crisis; since the crisis they have not
grown much, while commercial banks have increased their size substan-
tially. Note also that since 1985 there has been a reduction in the number of
all types of institutions. In the earlier part of this period, some of this
reduction was largely due to the failure of institutions, but most of the
reduction has been caused by mergers, many of which have been allowed
by the liberalization of banking across state lines. 

As competition has increased in the financial sector, banks have found
that other types of institutions are getting into their business. Banks, in
turn, have gone into the businesses of the other types of financial institu-
tions. Some of the biggest and best commercial customers have gone
directly to the capital markets for external financing and utilized invest-
ment bankers to facilitate this activity. Banks have increased their mort-
gage activity and have surpassed the thrift institutions as the largest mort-
gage lenders in the country. On the liability side, banks have shifted from
transactions accounts to savings and time accounts, thus providing more
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competition to the thrifts. Both S&Ls and savings banks reduced their
commitments to mortgage lending and shifted assets to activities in direct
competition with commercial banks. As the S&Ls faced a severe crisis, new
regulations forced them to switch back to their traditional activities. It is
these issues to which we now turn.

Banking Crisis of the Late 1980s and Early 1990s

In the early 1980s, virtually all of the approximately four thousand S&Ls in
the United States where losing money and insolvent on a market value
basis. A decade later, nearly one-third of these institutions had been seized
by the regulatory authorities and then either liquidated or sold. Most of
the $153 billion it cost to resolve these failed institutions came from tax-
payers because the industry-supported federal insurance fund set up to
protect depositors ran out of money.

This dire situation was the first major breakdown of the federal regu-
latory and deposit-insurance system that was established a half century
earlier during the Great Depression. Ironically, the regulatory system was
designed to promote a safe and sound savings and loan industry, but in
fact it contributed to the collapse. The deposit-insurance system, moreover,
was designed to ensure that any losses from failures would be borne by
the industry-supported insurance fund, not taxpayers. Despite all assur-
ances to the contrary, as the savings and loan crisis unfolded, that too did
not happen. In early 1989 President Bush announced that taxpayer funds
would be necessary to clean up the mess once and for all.

To our knowledge, no industry in the United States has ever faced
such a deep and widespread crisis as the savings and loan industry did in
the 1980s. At least one savings and loan failed in every state of our nation
during this period. Nor have U.S. taxpayers ever been required to bear
such a large sum as that eventually required to cover the losses flowing
from the failure of so many firms in a single industry. Indeed, these losses
were greater than those borne by depositors of failed savings and loans
during the 1930s, before the establishment of a federal deposit-insurance
system (Barth and Litan 1998).

The financial turmoil involved all the depository institutions. In the
1980s and early 1990s, 1,273 savings and loans with assets of $640 billion
failed, 1,569 commercial and savings banks with $264 billion of assets
failed, and 2,330 credit unions with $4 billion of assets failed (Table 11.4).
In the process, the FDIC—the deposit-insurance fund for banks—like its
savings and loan counterpart, the Federal Savings and Loan Insurance
Corporation (FSLIC), became insolvent. Fortunately for taxpayers, the
FDIC’s insolvency, unlike the case of the FSLIC, was short lived and reme-
died without direct taxpayer expenditures. Only the government insur-
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ance fund for credit unions—the National Credit Union Share Insurance
Fund—remained solvent during this turbulent period.

Clearly, it is important to understand the causes and thus identify the
lessons that are learned from all these costly failures. The time is particu-
larly opportune given all the attention that the U.S. corporate governance
system has been receiving in the past few years. Furthermore, in view of
the fact that two-thirds of the member countries of the International Mone-
tary Fund (IMF) have also suffered a banking crisis since 1980, such an
assessment may enable one to better determine what future course gov-
ernments should follow to promote the development, efficiency, and sta-
bility of banking systems in countries at all levels of income and in all
parts of the world.

Depository institutions are heavily regulated by the government,
which serves as an extremely important part of their governance system.
Regulatory restrictions on depository institutions, however, can have both
unintended and undesirable consequences. This was certainly the case for
the S&L industry. For years the government used laws and regulations to
further the goal of promoting home ownership. This strategy ultimately
proved to be disastrous. Savings and loans were forced to borrow (take
deposits) short term and to lend (make mortgages) long term. An abrupt
shift in the term structure of interest rates, coupled with the impact of vari-
ous laws and regulations, resulted in a dramatic reversal of performance at
savings and loans. This set in motion the crisis, which many be traced
through four distinct phases. During the first phase, from the late 1970s
until about 1985, savings and loans were plagued by interest rate prob-
lems. The second phase was characterized by asset quality problems from
1985 through 1989. In 1990, the industry entered the third phase of the cri-
sis, which entailed litigation over contractually agreed upon supervisory
goodwill, as we explain below. The fourth and final phase continues even
today, as the U.S. depository industry reinvents itself in the context of
global capital markets.

We now discuss each of these phases in turn. First, we discuss the
interest rate problems that initially devastated the industry. The resulting
implosion of the industry marked the first phase of the crisis. Next, we
show how the second phase of the crisis, characterized by significant insti-
tutional failures, was induced by asset quality problems brought on by
expanded investment opportunities that were actually intended to trans-
form the industry to prevent future interest rate problems. The third phase
of the savings and loan crisis resulted from a breach of contract between
the government and selected savings and loans, and it remains to be fully
resolved. This is followed by a discussion of the lessons learned from the
crisis and a final forward-looking lesson that can be applied to all deposi-
tory institutions that essentially characterize the fourth phase of the sav-
ings and loan industry.
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Ticking Time Bomb
Savings and loans were among the most heavily regulated firms in the
country at the beginning of the l980s (Table 11.5). They were forbidden by
law to make adjustable-rate home mortgages because these were thought
to expose home buyers to excessive mortgage payment risk. They could
make no loan more 100 miles from their home office because this protected
local institutions from competition from other savings and loans outside
their immediate geographic area. Nor could savings and loans originate
most loans that commercial banks could make, such as commercial real
estate loans or loans to businesses, which limited competition between
these two types of depository institutions. Savings and loans were not
even allowed to offer their customers demand deposits until late in the
twentieth century, largely due to opposition from commercial banks.

The range of activities in which S&Ls were allowed to engage was lim-
ited by law and regulation almost entirely to fixed-interest-rate home
mortgage loans. At the same time, the mortgages were funded by relative-
ly short-term deposits whose interest rates were also fixed by law and reg-
ulation (Regulation Q as discussed earlier). At the beginning of the 1980s,
for example, savings and loans earned an average of 4 percent on home
mortgages and paid 2 percent on deposits. Thus, for every $100 of home
loans they made, they received $2 in net interest income. This was virtual-
ly their only source of revenue, out of which they paid salaries and other
expenses, as well as taxes.

This traditional and apparently simple arrangement, however, was a
ticking time bomb. Reacting to inflationary conditions in the late 1970s and
early 1980s, the Fed changed its operating policy, focusing on monetary
aggregates rather than interest rates. As a result of the subsequent mone-
tary tightening, interest rates rose abruptly. The $2 in net interest income
earned by savings and loans vanished as they raised the interest rate paid
on deposits, which was facilitated by the elimination of the ceiling on
deposit rates for savings and loans in response to the new interest rate
environment. If savings and loans didn’t raise the rates paid, depositors
would have withdrawn their deposits and put them into unregulated
financial intermediaries such as mutual banks offering the higher interest
rates. And, in fact, many depositors did just that. Almost every institution
quickly lost money and, from an economic standpoint, became insolvent
as the market value of its home mortgages fell below the value of the
deposits funding them (Barth 1991; Brumbaugh 1988; Kane 1989).

Nevertheless, the removal of the deposit rate ceiling (Regulation Q)
prevented the far more serious and widespread deposit withdrawals that
would have forced savings and loans to sell their home mortgages at a loss
in order to obtain liquidity. The government considered it better to permit
savings and loans to suffer reduced earnings by raising the interest rate
they had to pay to retain deposits than to suffer even larger losses from the
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immediate sale of home mortgages. The latter course of action would have
more rapidly depleted the minimum amount of regulatory capital that
institutions were required to hold and thus more visibly exposed the
depth of their problems. The overall governmental strategy being pursued
at the time was designed to buy time for S&Ls until interest rates returned
to more normal levels. The expectation—or perhaps more likely the
hope—was that this reversal would occur sometime soon and restore prof-
itability to the industry.

This example of the Fed reversing its policies typifies a common phe-
nomenon in the heavily regulated and supervised depository industry. In
general, government agencies must continually react to contain the disrup-
tive impact on regulated industries from powerful market forces. In this
particular case, the Fed reacted to contain significant inflationary pres-
sures. And, as the savings and loan crisis demonstrates, such reactions can
come with disastrous side effects. In this case the adverse effects were con-
fined to a fairly narrow segment of the entire financial system and thus
less disruptive than otherwise could have been the case. This is a benefit of
having a diversified financial system, consisting of both financial interme-
diaries and capital markets.

The Industry Implodes
The first phase of the savings and loan crisis—roughly 1980–1985—was
the result of laws and regulations that imposed too rigid a structure on
institutions, permitting them to offer only fixed-rate, long-term home
mortgages funded by deposits tied to short-term rates (Figure 11.2; also
see Table 11.5). Although there were many other less risky ways to fund

Figure 11.2. The savings and loan crisis: Interest rate risk phase (industry
net income)

Sources: Thrift Financial Reports; Milken Institute.
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home mortgages in the late 1970s—from hedging interest-rate risk in the
forward, futures, and options markets to offering adjustable-rate mort-
gages—savings and loans were largely forbidden to use these risk-reduc-
ing financial instruments. Only after the industry imploded did the gov-
ernment relent and allow their use.

When the savings and loan industry plunged precipitously into eco-
nomic insolvency, the regulatory procedures already in place were
straightforward enough. The regulatory authorities were supposed to
seize S&Ls known to be insolvent and either liquidate or sell them,
depending upon which alternative imposed the least cost on the deposit-
insurance fund. One binding constraint, however, prevented them from
resolving all the insolvencies in this manner. Compared to the breadth and
depth of the insolvencies, the FSLIC’s fund was totally insufficient to han-
dle the problem. By the early 1980s, savings and loans throughout the
country were insolvent by about $110 billion, while the fund was reporting
only $6 billion in reserves (Barth 1991; Brumbaugh 1988; Kane 1989). The
FSLIC itself, in other words, was insolvent on the basis of its contingent
liabilities. Yet its auditor, the U.S. General Accounting Office (GAO), did
not require this significant liability to be recorded and reported to the pub-
lic until 1986 (Barth 1991).

As a result, the government—a major contributing culprit to the crisis
by failing to fulfill its corporate governance responsibilities—was left to
manage a huge bankruptcy proceeding in which it had a relatively simple
but terrifying choice. It could either require taxpayers to pay approximate-
ly $110 billion to resolve the insolvent savings and loans, or—with the
hope that interest rates would fall and eliminate the immediate crisis—it
could devise ways to postpone recognizing, if not actually avoiding, the
embedded economic losses. Under the circumstances, it is not surprising
that Congress chose the latter course, without public opposition from the
White House or the FSLIC’s auditor, the GAO.

Congress belatedly enacted two major laws in reaction to the crisis: the
DIDMCA in 1980 and the Garn-St. Germain Depository Institutions Act in
1982. The new laws, however, provided no additional funds to allow the
regulators to resolve insolvent institutions. Instead, by lowering the mini-
mum level of capital that a savings and loan was required to hold to satis-
fy regulatory requirements, the laws enabled institutions to report a
healthier financial condition than otherwise, thereby giving regulators
more time to devise a more permanent solution. The laws also lowered
enforcement standards for those institutions near insolvency, and they
gave the regulators authority to permit new accounting forms of regulato-
ry capital. As a result, many savings and loans known to be insolvent,
even on the basis of accounting standards already in use, were allowed to
report otherwise, and some were even allowed to report a capital level that
met the minimum requirement. Figure 11.3 shows the aggregate capital-to-
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asset ratio for S&Ls on the basis of several alternative accounting mea-
sures. The amount of capital that institutions reported on the basis of regu-
latory accounting practices (RAP) exceeded that reported on the basis of
generally accepted accounting principles (GAAP) and even far more than
that reported on the basis of tangible accounting principles (TAP). This
fact, however, did not prevent the government from subsequently suing
major accounting firms for “overstating” the financial condition of savings
and loans that failed. 

In other words, Congress gave authority to the regulators to “paper”
over the problem and to engage in regulatory forbearance. Since the Con-
gress was unwilling to recapitalize the FSLIC with taxpayer dollars, it
essentially forced regulators to buy time in the hope that insolvent savings
and loans would return to profitability with an improved interest rate
environment. It was hoped that when this happened, institutions would
have availed themselves of the opportunity to find ways to improve prof-
itability through the new and expanded powers provided for in the laws
enacted in the early 1980s. The government strategy was to make savings
and loans more like commercial banks, which were not nearly as hard hit
by the interest rate shock at that time.

Gambling for Resurrection
Lower capital requirements—based largely on traditional accounting tech-
niques that can grossly overstate the health of a financial institution—were
allowed in the 1980 and 1982 federal legislation. It also allowed S&Ls to
begin to diversify into commercial real estate loans, direct equity invest-
ments, commercial loans, and other kinds of loans that commercial banks

Figure 11.3. Capital-to-asset ratio for savings and loans: 1940–1988

Source: Barth (1991).
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could already make. The savings and loans were also allowed to originate
variable-rate home loans and to make loans nationwide. At roughly the
same time, an increasing number of states granted broader lending and
investment opportunities to their own state-chartered savings and loans,
sometimes even far broader than the opportunities authorized for federal-
ly chartered institutions. All these developments gave rise to the second
phase of the savings and loan crisis.

All these changes, albeit belatedly, allowed S&Ls to reduce their inter-
est-rate risk. At the same time, the changes exposed savings and loans to
new risks. Whereas few borrowers default on their home mortgages,
defaults and associated losses on other types of loans and investments are
typically much higher. Furthermore, while home mortgages are secured by
real property, many of the loans that savings and loans began making
were unsecured or backed by assets with difficult to determine market val-
ues. Nonetheless, combining interest-rate risk with credit risk spread over
a wider geographical area can help provide greater opportunities for well-
managed and well-capitalized institutions to choose an acceptable, overall
balance of risk and return. Such a strategy provides potentially lower port-
folio risk than with lending and investment powers restricted to a narrow
range of activities.

After being granted broader powers, many savings and loans began
making commercial real estate loans and investments, new activities in
which they were relatively inexperienced. The Economic Recovery Tax Act
of 1981 spurred much of this activity. As savings and loans moved into the
commercial real estate market, commercial banks also increased their com-
mercial real estate loan business, making the market still more competi-

Figure 11.4. The savings and loan crisis: Nontraditional asset quality
phase (industry net income)

Source: Thrift Financial Reports; Milken Institute.



Financial Supervision and Crisis Management 413

tive. This gave rise to the second phase of the crisis (Figure 11.4), ear-
marked by changes in the mix of assets held by savings and loans.

Perverse incentives were a by-product of the new, looser regulatory
restrictions. Open but insolvent savings and loans had an incentive to take
excessive risks, or “gamble for resurrection,” in part because the insurance
fund would bear the losses if everything went terribly wrong. Yet the own-
ers would reap the rewards if everything went well. The strength of these
perverse incentives varied, however, and attempts to act upon them could
potentially be kept in check by appropriate regulation and supervision by
the state and federal authorities.

The new, lower capital requirements and broader opportunities to
lend and invest allowed some savings and loan executives to take exces-
sive risks. With federally insured deposits and the ability to attract more
deposits by offering higher rates of interest, even deeply troubled savings
and loans always had ready access to additional funds. This enabled them
to avoid the discipline of the marketplace and the need to rely on internal-
ly generated profits.

Greater competition, inexperience, and perverse incentives—all of
which were predictable and increasingly more obvious—led to problems.
Even greater problems arose as the result of a series of unpredictable
events in the middle to late 1980s. After savings and loans began to make
considerable real estate loans and investments, regional recessions struck
the country, reducing commercial real estate revenues and values. For
instance, an unexpected plunge in the price of oil in 1986 contributed to a
regional recession in the Southwest. 

Another unpredictable event came from Capitol Hill. In an attempt to
increase tax revenues, Congress surprisingly passed legislation—the Tax
Reform Act of 1986—that more than eliminated the tax benefits to com-
mercial real estate ownership it had conveyed only a few years earlier.
Commercial real estate values fell dramatically as a result. This is one of
the great ironies of the savings and loan debacle. In 1981 and 1982 Con-
gress provided savings and loans with a lifeline, largely through greater
opportunities to lend and invest in commercial real estate. Then in 1986
Congress cut the lifeline, leaving the savings and loans floundering, trying
to find a life preserver to hang onto. 

Breach of Contract Ups the Ante
The third phase of the savings and loan crisis began with the enactment of
the Financial Institutions Recovery, Reform, and Enforcement Act (FIR-
REA) in August of 1989 (Figures 11.4 and 11.5). In the process of imposing
higher and more stringent capital requirements on savings and loans, the
new law eliminated so-called supervisory goodwill as a component of reg-
ulatory capital. Although there was a phase-out period covering several
years, more than a hundred institutions were immediately and adversely
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affected. In response, these savings and loans sued the federal government
for breach of contract. The basis for the suit was that this type of goodwill
resulted from the supervisory-approved merger and acquisition of insol-
vent institutions by stronger institutions during the early 1980s. Purchase
accounting techniques were used during these transactions in which the
assets and liabilities of the weaker institutions were marked to market. The
resulting negative “net-worth hole” then became supervisory goodwill,
which was treated as an asset on the books of the surviving institution.
The new and larger institution was then allowed to amortize this goodwill
over a lengthy forty years.

The government strategy at the time was to use these types of transac-
tions as another means to buy time for the industry to recover. It also was
a way to conserve on the very limited resources of the FSLIC relative to the
magnitude of the problem it faced in the early 1980s. But things changed
unexpectedly for those savings and loans that had entered into these trans-
actions. When FIRREA became law, supervisory goodwill was eliminated
and with it a significant portion of the regulatory capital of these institu-
tions, even forcing some of them into insolvency. The third phase of the
crisis began in 1996 when the U.S. Supreme Court agreed that the govern-
ment had indeed breached its earlier contract with such savings and loans
when the provisions of FIRREA were enforced. The only issue remaining
to be decided is the amount of the damages sustained by all the institu-
tions when they could no longer count supervisory goodwill as regulatory
capital. Although this issue was still being litigated in 2004, some esti-
mates put the ultimate cost to be borne by taxpayers at $20 billion. This is
just one example of the way in which regulatory “flip-flops” can produce
undesired consequences.

Figure 11.5. The savings and loan crisis: Goodwill litigation phase (indus-
try net income)

Sources: Thrift Financial Reports; Milken Institute.
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The present-value cost to resolve failed savings and loans from 1980
through 1995, as noted earlier, is approximately $153 billion, with many of
the institutions resolved by the Resolution Trust Corporation that had
been set up for a temporary time for this explicit purpose. Two factors
pushed the cost to this level. First, the government regulated the savings
and loan industry in a way that made it fundamentally unstable, prone to
huge losses if the short-term interest rates they paid on deposits rose
above the rates they earned on all the home mortgages they were required
to hold. Second, the government-provided system of deposit insurance not
only failed to be patterned after private insurer practices, but it also pro-
vided inadequate reserves to resolve serious widespread savings and loan
insolvencies (Barth et al. 1991). This led the government to try to solve the
savings and loan crisis while leaving known insolvent institutions open.
This in turn gave the open insolvent institutions the opportunity, after
being granted broader powers, to engage in excessively risky activities,
which, without adequately protecting taxpayers, ultimately led to higher
resolution costs (Barth and Brumbaugh 1995; Barth et al. 1986). 

A Separate Fate for Commercial Banks
During the late 1980s and early 1990s, commercial banks received far less
public attention than savings and loans did, despite the fact that bank fail-
ure resolutions cost $37 billion and drove the FDIC into insolvency for two
years. Commercial banks suffered from one of the same events that caused
the savings and loan crisis: deterioration in asset quality from commercial
real estate loans. The main reason S&Ls drew more attention was that their
failures were more widespread and costly and that taxpayer money was
required to clean up the mess. Yet the deterioration in the banking indus-
try was so significant that without the savings and loan debacle, the banks’
problems would have been front-page news. Furthermore, if a few large
banks had failed, the problems could have been even greater than those of
the savings and loans.

The financial deterioration in banks was the result of a series of diffi-
culties, first involving loans to lesser developed countries in the early
1980s, then loans for highly leveraged transactions in the mid-1980s, and
finally commercial real estate loans in the late 1980s. The process that led
to this sequence of difficulties had many characteristics similar to the sav-
ings and loan debacle. Banks faced geographic banking restrictions that
were not removed until the enactment of the Riegle-Neal Interstate Bank-
ing and Branching Efficiency Act of 1994. They were also restricted in their
ability to engage in securities, insurance, and real estate activities. The
enactment of the Gramm-Leach-Bliley Act of 1999 removed the final
restrictions to allowing banks to engage in securities and insurance activi-
ties. However, banks’ investments in nonfinancial firms and nonfinancial
firms’ investments in banks are now more restricted (Barth et al. 2000).
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As deterioration in the banks’ condition overwhelmed the FDIC’s
reserves, the banking regulatory authorities adopted some of the same for-
bearance techniques that had been used for the savings and loans. For
instance, banks known to be insolvent were allowed to remain open in the
hope that they would be able to recover and spare the deposit-insurance
fund further losses. In addition, the traditional accounting techniques used
by many banks allowed several very large banks to conceal deep losses.

Unlike the less fortunate S&Ls in the early 1980s, the banks benefited
from unexpected interest-rate developments that more than compensated
for the existing asset-quality problem. As a result of the 1990–1991 reces-
sion and the response of the Fed to inject more liquidity into the economy,
short-term interest rates fell relative to long-term interest rates, allowing
banks to restore profitability through greater net interest income. For sev-
eral years, banks were able to earn substantial profits merely by purchas-
ing Treasury securities with insured deposits rather than making more tra-
ditional business loans. Although Congress granted the depleted bank
insurance fund the authority to borrow at government-subsidized rates,
taxpayers were spared having to bear losses directly, as the overall condi-
tion of the banking industry improved.

The consequences of the changes in interest rates provide another
great irony of the depository debacle of the 1980s and early 1990s. Whereas
the Fed’s policy change in the late 1970s precipitated the savings and loan
debacle by contributing to raising short-term interest rates relative to long-
term rates, its policy change during 1990–1991 protected the banks from
potentially staggering losses by contributing to lowering short-term rates
relative to long-term rates. The former policy change was motivated by a
desire to combat inflationary forces, while the latter policy change was
motivated by a desire to combat a recession. 

The implications of these policy changes suggest that depositories are
more vulnerable than other financial firms to broad government policy
changes that may be at cross-purposes with narrower regulatory policies.
For example, when the Fed raised interest rates in 1979, savings and loans
suffered relatively more than other financial firms because they were ham-
pered by government-imposed interest-rate ceilings and home loan lend-
ing restrictions. While these restrictions were beneficial to them when the
inflation rate was low and stable, they became disastrous when the yield
curve was inverted. Savings and loans could either raise the rates paid on
deposits or face massive deposit withdrawals, as depositors would seek
higher interest rates elsewhere. Although this was a costly strategy, it was
considered far less costly than selling home mortgage loans and simply
letting depositors take their funds elsewhere.

Depositories also appear more vulnerable than other firms when the
government reverses policies. When Congress in 1986 reversed the tax law
it had put in place just five years earlier, all financial firms that were
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engaged in commercial real estate lending and investment suffered. Sav-
ings and loans suffered relatively more, however, because of congressional
and regulatory encouragement in 1980 and 1982 to diversify into commer-
cial real estate loans and investments. Commercial banks also suffered
more heavily in the late second half of the1980s, as they had increased
their commercial real estate lending following other lending difficulties
earlier in the decade.

As described above, in the 1980s and early 1990s, depositories failed in
greater numbers and imposed greater losses than any other group of
financial service firms despite being among the most heavily regulated
firms in the nation. Their relatively dismal performance suggests that
overly restrictive laws and regulations on depositories tend to inhibit their
ability to adapt to technological and competitive changes in the global
financial marketplace. Given this environment, S&Ls are now in the fourth
phase of their rapid transformation in the past twenty-five years.

Summary and Conclusions
In the 1980s, the United States experienced its worst depository institution
problems since the Great Depression. The problems occurred despite an
elaborate bank regulatory structure. The obvious conclusion is that the
existing structure was not appropriate for fulfilling its assigned responsi-
bilities. Although depository institutions are now in overall good financial
condition and regulation has been significantly improved, there is still an
ongoing debate over the exact way in which to “modernize” the legal defi-
nition of a bank. Perhaps the most important lesson from the recent past in
the United States is that the most appropriate way for all countries to pro-
ceed is by viewing banks not in isolation, but instead as an integral part of
a much larger financial system—a financial system that is increasingly
global in nature and constantly evolving in response to new develop-
ments. Such a broader perspective suggests that relying less on extensive
regulation and more on market discipline is the best way to proceed to
provide for a good corporate governance system for banks (Barth et al.
2004).

Postcrisis Developments

The U.S. banking industry emerged from the crisis of the late 1980s and
early 1990s facing a significantly different environment than that in which
it operated in the precrisis period. The environment had changed in part
because of legislative and regulatory responses to the crisis. In particular,
the greater emphasis on risk-based supervision, arising in part out of the
Federal Deposit Insurance Corporation Improvement Act (FDICIA) of
1991, has encouraged banks to measure and manage risk exposures more
precisely (e.g., see Ferguson 2003 and Schuerman 2004). This, in turn, has
boosted credit extension, especially as reflected in the increase in the ratio
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of lending to the household sector relative to the business sector (Schuer-
man 2004). However, other major forces, resulting in significant changes in
the structure and nature of banking, have emerged and/or accelerated
during the postcrisis period. These include deregulation, the growing
complexity of banking organizations, globalization, and technological
change. Though these are not entirely discrete developments—indeed, it is
impossible to draw sharp demarcation lines between them—for purposes
of conceptual tractability, this section discusses each development sepa-
rately. 

Deregulation
Two major legislative measures already briefly mentioned—the Riegle-
Neal Interstate Banking and Branching Efficiency Act (Riegle-Neal) and
the Gramm-Leach-Bliley Act—enacted in the postcrisis period share two
major attributes. First, both have been broadly characterized as “ratifying”
significant structural changes, or changes in the range of permissible activ-
ities in which banks engage, that had manifested themselves over a long
period of time; and second, both nevertheless have stimulated further sig-
nificant changes in banking system structure and activities (e.g., see DeY-
oung et al. 2004:96; Barth et al. 2000).

The Riegle-Neal Act, enacted on September 29, 1994, effectively
repealed the McFadden Act. It was implemented in two phases. In the first
phase, begun a year after the enactment date, bank holding companies
(BHCs) were allowed to acquire a bank in any state—but not establish or
acquire a branch—subject to several conditions.1 The second phase of the
implementation of Riegle-Neal began on June 1, 1997. As from that date, a
BHC was free to consolidate its interstate banks into a branch network,
and banks (both within a holding company and independent) were
allowed to branch across state lines by acquiring another bank across state
lines and turning the acquired bank into a branch. De novo branching (i.e.,
branching into a state other than by acquiring/merging with an existing
bank) was also permissible as of June 1, 1997, provided state law specifi-
cally authorized this form of entry.

Riegle-Neal represented a significant legal step in dismantling long-
standing geographic restrictions on banking. However, it is worthwhile
pointing out that such restrictions had been undergoing a long-term
process of erosion on a state-by-state, piecemeal basis. Some states had
enacted legislation to allow interstate banking via merger, provided the
acquiring bank’s home state allowed similar access to the state being
entered. Such “national reciprocity” had a more limited counterpart in
“regional compacts,” which provided for bank acquisitions by out-of-state
banks, but only from other states within the compact. A few states even
had “national, no reciprocity” interstate banking provision (i.e., banks
from anywhere else in the country could enter the state, whether or not the
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home state of the entering (via merger) bank had reciprocating legislation).
Hence, as Figure 11.6 shows, as Riegle-Neal was being enacted only one
state—Hawaii—completely prohibited interstate expansion.

Nevertheless, subsequent to the enactment of Riegle-Neal there has
been a big increase in merger activity, much of it influenced by the act.
Indeed, as DeYoung et al. (2004:96) point out, the immediate post–Riegle-
Neal enactment period saw the “highest-ever 5-year run of bank mergers
in United States history, in terms of both the number and the value of the
banks acquired” (see also Berger et al. 2004 forthcoming; De Nicolo et al.
2003:6). Krainer and Lopez (2003) and Schuerman (2004) suggest that
much of this merger activity was motivated in part by the desire to
increase geographic risk diversification by spreading operations across
states and, presumably, across banking markets. Morgan and Samolyk
(2003) find empirical support for this hypothesis.

Like Riegle-Neal, the Gramm-Leach-Bliley Act (GLBA) was a capstone
to a decades-long process to counter restrictive laws. Enacted in Novem-
ber 1999, GLBA widened the range of activities in which banks and their
holding companies can engage. In so doing, GLBA repealed significant
parts of the Glass-Steagall Act separating commercial banking from the
securities business, as well as parts of the Bank Holding Company Act of
1956 separating commercial banking from the insurance business.2 Thus,
GLBA permits a holding company to offer banking, securities, and insur-
ance, as had been the case before the Great Depression.

Figure 11.6. Extent of interstate banking on the eve of Riegle-Neal (year-
end 1994)
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Figures 11.7 and 11.8 clarify the changes in permissible banking com-
pany activities wrought by GLBA by summarizing the major changes in
banking company organizational structure. As indicated in Figure 11.7,
prior to the passage of GLBA banking companies could engage to a very
limited extent in securities activities via “Section 20 subsidiaries,” so called
because of Federal Reserve System policies with respect to Section 20 of
the Glass-Steagall Act dealing specifically with the separation of commer-
cial banking from securities activities. Over the years after the enactment
of the Glass-Steagall Act, the Fed had gradually eased restrictions so that
on the eve of the passage of GLBA, a Section 20 sub of a BHC could
engage in underwriting and dealing in eligible securities provided the Sec-
tion 20 sub did not derive more than 25 percent of its gross revenue from
such activities.3 Other financial activities “closely related to banking”—as
interpreted at the federal level by the Fed and, for national banks, the
OCC—were also permissible for banking companies, either via BHC sub-
sidiaries or, in limited respects, via operating subsidiaries of a bank within
the BHC. However, the range of such activities was fairly narrow and,
importantly, did not include merchant banking or insurance.

Figure 11.8 shows post–GLBA permissible organizational structure for
a complex banking organization—and hence the changes in permissible
activities—available as a result of the passage of GLBA. GLBA permits a
BHC to become a financial holding company (FHC).4 FHCs, via sub-
sidiaries, can engage in a much wider range of activities than can BHCs,
including a full range of securities, insurance, and merchant banking
activities.

Subsequent to the enactment of GLBA, many large bank holding com-
panies, as well as a few smaller institutions, have opted to become finan-
cial holding companies. Table 11.6 shows the aggregate number of FHCs

Figure 11.7. Permissible bank activities and organizational structure:
Pre–GLBA
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on an annual basis since the passage of GLBA. For comparison, the aggre-
gate number of bank holding companies is also illustrated. Over the
post–GLBA period, through March 2003, the number of bank holding com-
panies remained fairly constant. By contrast, during 2000, the first year
after the passage of GLBA, 477 FHCs were formed. Subsequently, another
111 were created in 2001 and an additional 45 in 2002; as of March 2003
there were 630 FHCs, accounting for 12 percent of the total number of
BHCs (where FHCs are counted as a type of BHC).

Because many of the largest BHCs became FHCs, the FHC-to-BHC
asset story is quite different. In particular, as Table 11.7 shows, in 2000
FHCs accounted for over two-thirds of all BHC assets, a share that had
risen to 78 percent by March 2003. Hence FHCs are, in this respect, the
dominant form of complex banking organization.

Tables 11.8 and 11.9 provide information on the extent to which FHCs
focus on activities prohibited to or strictly limited for banking companies
prior to the passage of GLBA. As Table 11.8 shows, insurance agency activ-
ities are the largest category of GLBA–permissible activities in which
FHCs have chosen to engage, with 86 out of 477 (18.0 percent) choosing to
do so in 2000, a number which grew to 165 out of 630 (26.2 percent) by
March 2003. Securities underwriting and dealing followed as second, with
37 out of 477 FHCs (7.8 percent) engaged in such activities initially, a pro-
portion that rose somewhat to 57 out of 630 (9.0 percent) by March 2003.
Measured by assets, securities underwriting and dealing is the most com-
mon post–GLBA nontraditional banking activity in which FHCs engage,
with almost 20 percent of total FHC assets accounted for in this respect in
March 2003 (Table 11.9). Interestingly, in terms of both relative number and

Figure 11.8. Permissible bank activities and organizational structure:
Post–GLBA
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Table 11.6. Aggregate number of bank holding companies and financial
holding companies

2000 2001 2002 Mar-03

Bank holding companies (BHCs)

Number of domestic BHCs 5,072 5,090 5,094 5,093

Number of foreign BHCs 220 208 193 191

Total number of BHCs 5,292 5,298 5,287 5,284

Financial holding companies (FHCs)

Number of domestic FHCs 457 565 603 600

Number of foreign FHCs 20 23 30 30

Total number of FHCs 477 588 633 630

Memo:

FHCs share of all BHCs 9% 11% 12% 12%

Sources: OCC and Fed.

Table 11.7. Aggregate assets of bank holding companies and financial
holding companies (US$ billion)

2000 2001 2002 Mar-03

Bank holding companies (BHCs)

Assets of domestic BHCs 6,330 6,970 7,603 7,673

U.S. assets of foreign BHCs 2,676 2,676 2,789 2,942

Total assets of BHCs 9,006 9,646 10,392 10,615

Financial holding companies (FHCs)

Assets of domestic FHCs 4,512 5,469 5,938 6,083

U.S. assets of foreign FHCs 1,545 1,900 2,091 2,240

Total assets of FHCs 6,057 7,369 8,029 8,323

Memo:

FHCs share of all BHCs 67% 76% 77% 78%

Sources: OCC and Fed.
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assets, few FHCs have so far chosen to engage in merchant banking
activities.

Growing Complexity of Banking Organizations
The Riegle-Neal Act and GLBA were major deregulatory efforts that coin-
cided with and reinforced the broad and accelerating trend toward more
complex banking organizations. The trend to greater complexity in bank-
ing organizations can be thought to have two related dimensions: consoli-
dation and conglomeration. More broadly, the nature of banking activities
has become more complex as banks have shifted emphasis from tradition-
al deposit-taking and lending activities to nontraditional activities.

Consolidation of the banking industry in the United States has pro-
ceeded since the early 1980s and has been well documented and much
analyzed.5 As illustrated in Table 11.10 and Figure 11.9, from a peak of
almost 15,000 banking organizations in the early 1980s, the U.S. banking
industry has consolidated to under 8,000. Mergers of separately chartered
subsidiary banks within bank holding companies have accounted for the
single biggest element of this consolidation, but thousands of small inde-
pendent banks also were merged out of existence. In fact, looking across
the asset-size breakdowns delineated in the bottom portion of Figure 11.9,

Table 11.8. Securities, insurance, and merchant banking activities of
financial holding companies (number of FHCs engaged in
selected activities)

2000 2001 2002 Mar-03

Securities underwriting and dealing 37 47 53 57

Insurance underwriting 11 22 29 26

Insurance agency activities 86 133 159 165

Merchant banking 20 29 26 26

Total number of FHCs 477 588 633 630

Sources: OCC and Fed.

Table 11.9. Securities, insurance, and merchant banking activities of
financial holding companies (percent of total FHC assets)

2000 2001 2002 Mar-03

Securities underwriting and dealing 15.9 19.7 17.7 19.5

Insurance underwriting 1.9 4.6 4.3 4.3

Merchant banking 0.2 0.1 0.1 0.1

Total FHC assets (US$ billion) 6,057 7,369 8,029 8,323

Sources: OCC and Fed.
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one can see that while the number of the largest (greater than $10 billion in
assets) institutions changed modestly over the 1984–2003 time period, the
number of the very smallest institutions shrank by two-thirds, from almost
10,000 down to 3,683. As a consequence, the average size of banking com-
panies has increased.

A review of the numbers of banking institutions, however, does not
fully illustrate the rising importance of the largest banking companies. Fig-
ure 11.10 directly addresses this issue, showing the relative banking indus-
try asset shares held by different size categories of banks. The most salient
feature of Figure 11.10 is that, whereas banks in the greater-than-$10-bil-
lion-dollar group accounted for 42 percent of banking industry assets in

Table 11.10. Ownership structure of U.S. insured banking organizations

1984 1990 1995 1998 2000 2003

Thrifts and
independent
banks*

Number (% of total) 61.7 51.9 44.7 39.6 38.2 34.6

Assets (% of total) 37.9 30.2 20.9 16.7 17.8 16.6

One-bank holding
company

Number (% of total) 33.4 40.2 46.7 51.6 53.3 58.0

Assets (% of total) 15.5 13.3 12.6 14.3 17.4 18.7

Multibank holding
company

Number (% of total) 4.9 7.9 8.6 8.7 8.5 7.4

Assets (% of total) 46.5 56.5 66.6 69.0 64.8 64.7

Memo:

Total 

Number 14,886 12,121 9,584 8,523 8,248 7,842

Assets (US$ billion) 3,653 4,649 5,338 6,531 7,463 9,077

Note: *Includes thrifts owned by unitary thrift holding companies or
multithrift holding companies.

Source: Federal Deposit Insurance Corporation (FDIC).
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1984, twenty years later this group of banks accounted for 73 percent of
banking industry assets.6 Similarly, the share of banking assets held by the
top five banking companies in 1994 was 18 percent, but that share
increased to almost 32 percent by year-end 2002, and the asset share of the
top twenty-five banking companies grew from 46 percent in 1994 to 61
percent in 2002 (Ferguson 2003). Both the ability to expand geographically
(especially post–Riegle-Neal) and productwise (especially post–GLBA)
have enhanced the ability of large banking organizations to pursue
economies of scale and scope as well as to pursue risk diversification.

Figure 11.10. Share of banking industry assets by asset size

Sources: 1984: Jones and Critchfield (2004); March 30, 2004: FDIC
Quarterly Banking Profile, First Quarter 2004.

Figure 11.9. Number of commercial banking organizations by asset size

Note: First quarter 2004.
Source: Jones and Critchfield (2004).
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In addition to rising asset and deposit shares for the largest banking
companies, many of these companies have greatly expanded the range of
activities in which they engage, to the point where conglomeration has
become an issue of note. “Conglomeration” refers to housing under one
corporate roof financial activities that had traditionally belonged fairly dis-
tinctly to banks and nonbanks. De Nicolo et al. (2003), White (2004), and
Van der Zwet (2003) focus on comparisons of this trend across countries,
including the United States. In the current study, we discussed the emer-
gence of financial holding companies in the wake of the passage of
GLBA, and Tables 11.8 and 11.9 in particular illustrated dimensions of
conglomeration.7

An additional dimension of conglomeration is the growing complexity
of the corporate organization of large bank-centered organizations. Figure
11.11, for example, shows the hierarchical organization of Citigroup Inc.
Citibank NA, the “lead bank” in the organization, stands four levels below
the FHC heading the organization. In turn, Citibank NA has eighty direct
subsidiaries engaged in banking and other activities permissible to banks,
and these subsidiaries in turn have thirty-eight subsidiaries.

A broader reflection of the growing complexity of banking is in the
change in the nature of banking business. Perhaps the single most reveal-
ing yardstick illustrating this trend is the proportion of bank revenue
accounted for by noninterest income (i.e., income not from traditional
lending activities). Figure 11.12 shows the long-run trend in noninterest
income as a percent of net operating revenue for the banking industry.
This ratio has risen substantially since the late 1970s, when noninterest
income accounted for less than 20 percent of net operating revenue. As of

Figure 11.11. The complexity of U.S. financial holding companies
(Citigroup hierarchical organization)
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year-end 2003, this proportion had more than doubled, to 42 percent.
Samolyk (2004) shows in detail that approximately two-thirds of noninter-
est income is accounted for by nontraditional activities, such as securitiza-
tion income, trading revenues, and servicing and investment banking
fees.8

Globalization
A third major trend characterizing the period after the late 1980s and early
1990s banking crisis era is globalization. White (2004) identifies two
aspects of globalization: (1) “The increasing integration of domestic and
international financial markets” and (2) “the increasing international pres-
ence of major banks and other financial intermediaries.” He provides indi-
rect evidence of the increasing international integration of banking by
showing the growth of cross-border transactions in bonds and equities
(i.e., the gross purchases and sales of bonds and equities between residents
and nonresidents). For the United States, such financial transactions (as a
percent of GDP) tripled over the 1992–2002 period. International compar-
isons provided by White show that the substantial increase in cross-border
financial transactions for the United States actually was fairly modest com-
pared to other developed countries, including Japan, Italy, and France.9

One dimension of the international integration of banking services
that deserves particular mention is the decrease in the share of cross-border
banking transactions accounted for by offshore financial centers (OFCs).
As Barth et al. (2004) explain, offshore financial centers emerged in the
1960s and 1970s as a response to distortionary regulations in developed
economies, including the United States. Such measures included interest
rate ceilings, restrictions of the range of products supervised financial

Figure 11.12. Noninterest income provides a growing proportion of bank
revenue (noninterest income as percent of net operating
revenue).

Source: Federal Deposit Insurance Corporation (FDIC).
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institutions could offer, capital controls, and high effective tax rates. Sys-
tematic data, even for the banking industry, going back that far are nonex-
istent, but using data from the Bank for International Settlements, the
authors show that by the early 1990s, OFCs accounted for over 40 percent
of a rapidly growing volume of cross-border banking claims. Subsequently
though, as onshore banking industry restrictions were eased in major
developed countries—including the passage of GLBA—OFCs lost signifi-
cant ground in offshore banking.

White’s second aspect of increasing globalization of banking is the
increased presence of major banks. This aspect in turn has two dimen-
sions. The first is the presence of foreign banks in the host country. In the
case of the United States, subsequent to the passage of the IBA in 1978, for-
eign bank entry into the United States banking market increased steadily,
particularly as measured by the share of business loans (C&I loans)
accounted for by foreign-owned banks.10 More recently, foreign bank
shares of U.S. bank assets have settled to levels below the peaks of the
early 1990s, in part because U.S. banks have more successfully competed
for a larger share of a growing banking business pie. Nevertheless, De
Nicolo et al. (2003) observe that relative to other developed countries, for-
eign bank activity in the United States is quite strong. 

The second dimension of international banking presence is of course
foreign banking activities of banks headquartered in the home country.
Large U.S. banks in particular have long histories of international banking
activities. One way to illustrate the importance of foreign banking activi-
ties to U.S. banks is to consider the share of total bank business accounted
for by such activities. Table 11.11 shows that for Citigroup, for example, 30
percent of its assets are foreign based, 38 percent of its net income comes
from foreign activities, and 29 percent of its employees are located outside
the United States. In a complementary vein, Van der Zwet (2003) shows
that for the top five financial companies in the United States, 31 percent of
revenues come from foreign-based activities. For some U.S. banking com-
panies, these percentages are considerably higher. Table 11.12 shows that
American Express Bank, for example, derives 92.6 percent of its income
from outside the United States, has 86 percent of its assets abroad, and 85
percent of its staff in foreign countries.

Technological Innovation
Changes in laws and regulations have made expansion into new geo-
graphic and product areas possible for banks; competitive pressures,
including globalization, have spurred banks to grasp these new opportu-
nities. However, it has been and continues to be technological innovation
that makes it possible for banking companies to actualize their aspirations.
Two interrelated developments characterize technological innovations:
improvements in telecommunications and data management tools and
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Table 11.11. Citigroup’s assets, income, and employees: U.S. and foreign
(2003)

Total assets (US$ million)* 972,112
US assets (%) 63%
Foreign assets (%) 37%

Total net income (US$ million) 17,853
Net income within US (%) 62%
Net income outside US (%) 38%

Total employees 275,000
US employees (%) 71%
Foreign employees (%) 29%

Note: *This amount excludes deposits at interest with banks ($19,608
million), other interest earning assets ($15,413 million) and
noninterest earning assets ($175,981million).

Source of revenue by product

By product Value Percentage

(US$ million) (excluding PIA
and C/O)

Global consumer 9,648 55%
Global corporate and investment bank 5,387 31%
Private client services 778 4%
Global investment management 1,696 10%
Proprietary investment activities (PIA) 230
Corporate/other (C/O) 114

Total net income 17,853 100%

Source of revenue by geographic region

By geographic region Value Percentage

(US$ million) (excluding PIA
and C/O)

North America 11,150 64%
Mexico 1,452 8%
Europe, Middle East, and Africa 1,753 10%
Japan 742 4%
Asia 1,767 10%
Latin America 645 4%
Proprietary Investment Activities (PIA) 230
Corporate/Other (C/O) 114

Total net income 17,853 100%

Sources: Citigroup Annual Report, 2003, and company sources.
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innovations in “financial engineering.” Together these forces have resulted
in new banking products and business methods, as well as in new meth-
ods of delivering banking services. Indeed, DeYoung et al. (2004:96)
observe that “the true breaking story of the 1990s was the widespread
adoption of new financial and information technologies by almost all U.S.
banks.”

Improvements in telecommunications and data management tools
include continuing improvement in computing power, as well as the
development and improvement of networks, including the Internet, for
conveying information with increasing rapidity. Information technologies
have always shaped the production and delivery of banking services and
molded the structure of the industry, because information is the essence of
banking. Indeed, banks were among the first businesses to make wide-
scale application of mainframe computers,11 and banking is the most infor-
mation technology–intensive industry in the United States, as measured
by the ratio of computer equipment and software to value added.12 More
recently, richer and speedier access to customer information is allowing
banks to manage such data with increasing effectiveness and to cross-sell
additional financial services.13

Table 11.12. Globalization of global banking organizations

USA total Asseets Income Staff

assets outside outside outside

(US$ billion) country country country
(%) (%) (%)

American Express Bank,
USA Domestic 86.2 92.6 85.0

UBS, Switzerland 412.1 84.4 61.7 58.3

Arab Banking
Corporation, Bahrain 4.0 83.5 82.7 N/A

Credit Suisse Group,
Switzerland 226.6 79.6 -24.8 56.0

Standard Chartered,
United Kingdom 7.9 69.6 102.3 N/A

Deutsche Bank, Germany 209.3 66.4 39.2 48.8

ABN Amro Bank,
Netherlands 123.5 65.2 57.1 66.9

BNP Paribas, France 61.2 63.5 36.8 40.6

Investec, South Africa 0.8 63.3 43.7 43.7

KBC, Belgium 3.8 57.9 42.6 52.5

Source: The Banker, February 2003.
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In a complementary fashion, innovations in financial engineering have
been eagerly sought by and applied successfully within the banking
industry. Financial engineering centers on the “unbundling” of financial
instruments into component parts, as for example in the division of the
traditional mortgage loan into principal, interest, and servicing compo-
nents. Subsequently, components are repackaging into new instruments,
allowing for a more precise identification and pricing of risk. As markets
expand for the trade in such new products, risk is allocated across the

Figure 11.14. Explosion of banks’ off-balance sheet activities (ratio of
notional value of derivatives contracts to total bank assets)

Source: Federal Deposit Insurance Corporation (FDIC).

Figure 11.13. Derivatives, notionals by type of user insured commercial
banks

Source: Office of the Comptroller of the Currency.
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financial system more efficiently, in accordance with differing risk
appetites of participants.

One of the most significant categories of new financial products to
emerge and thrive as a result of both financial engineering and vast
improvements in information management capabilities is derivatives. Fig-
ure 11.13 clearly illustrates the strong growth in banks’ derivatives activi-
ties since these instruments became widely used in the early 1990s. Using
the notional value of derivatives contracts as a measure, Figure 11.13
shows that banks’ derivatives activities increased more than sevenfold
between 1990 and 2004, to $75.3 trillion. Figure 11.14 puts this growth into
perspective, showing that the ratio of notional value of derivatives con-
tracts to total bank assets nearly quintupled, from two times assets to over
nine times total assets over the 1990–2003 period.

Figures 11.15 and 11.16 show that the banking industry’s derivatives
activities are highly concentrated among seven large banks; within this
group, as measured by derivatives credit exposure relative to risk-based
capital, JP Morgan Chase is the biggest player.

Another important example of innovative financial engineering pro-
foundly affecting banking is securitization.14 Securitization is the process of
pooling loans with similar characteristics and repackaging the pooled
loans into securities that are then sold to investors. One important type of
securitization is asset-backed securities (ABS), which have become particu-
larly important for banks. ABSs give investors a claim on the interest and
principal payments generated by the pool of loans on which they are
based. Initially, a bank (or other lender) begins the securitization process

Figure 11.15. Seven banks with most derivatives dominate (all commercial
banks, first quarter 2004)

Source: Office of the Comptroller of the Currency.

Source: Office of the Comptroller of the Currency.
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by creating a special-purpose entity, to which it transfers ownership of a
portfolio of similar type loans (e.g., mortgage or auto loans). Ownership
shares in the special-purpose entity are then sold to investors, creating a
“pass-through” security; or, alternatively, the bank can retain ownership of
the special-purpose entity and issue securities that yield investors interest
and principal payments after these are collected from borrowers of the
loans that have been pooled (a “pay-through” security). Subsequently, the
bank can use the proceeds to make new loans.

As Ergungor (2003) points out, issuance of (nongovernment-spon-
sored enterprise or non–GSE) asset-backed securities had been negligible
until the mid-1980s, when minimum capital requirements for banks were
increased by federal regulators. Subsequently, the advent of Basel I in the
late 1980s significantly increased the incentive for banks to find a way to
reduce loans held on balance sheet in order to reduce the impact of capital
requirements. ABSs provided a solution to this problem, and their issuance
increased as a consequence. Furthermore, after an appeals court ruled in
support of an OCC decision in 1985 that banks’ securitization activities did
not violate Glass-Steagall Act prohibitions on securities dealings, private
issuances of ABSs soared, from $10 billion in 1984 to almost $2.5 trillion in
2003.15 Figure 11.17 shows the surge in privately issued ABSs in compari-
son to GSE–related ABSs.

The ability to securitize loans has had a significant impact on banks.
Figure 11.18 shows, for example, that for consumer credit issued by all
entities (i.e., nonmortgage revolving and nonrevolving loans), ABSs now
account for a greater share than do consumer loans held on banks’ balance

Figure 11.16. Percentage of credit exposure to risk-based capital (top
seven commercial banks with derivatives, year-ends
1996–2003, first quarter 2004)

Source: Office of the Comptroller of the Currency.
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sheets. Figure 11.19 shows the precise mixture of bank credit card loans
held on balance sheet compared to those securitized and sold. Since 1998,
a greater proportion of such consumer lending by banks has been securi-
tized than kept on balance sheet.

In addition to innovations in banking products and business methods,
the postcrisis period has witnessed two significant changes in the delivery
of banking services and in payments. The first significant change in bank-
ing and payments stimulated by technological innovation is the switch

Figure 11.18. Shares of consumer credit: Banks compared to pools of
securitized assets

Figure 11.17. Securitization: The growth of asset-backed securities (total
financial assets of ABS issuers)

Source: Flow of Funds Accounts of the United States, Board of Governors of the Federal Reserve System.
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from paper-based to electronic payments.16 Gradual shifts from cash and
paper checks to electronic payments had been underway for a number of
years prior to the 1990s, but it has only been in the recent past that
momentum in this change picked up.

The early to mid-1990s also saw the evolution of Internet technology
turn into a revolution in the delivery of finance and commerce. From the
mid-1990s on,17 Internet banking changed from a novelty to a common-
place, increasing slowly to about 100 banks offering online account access
and other banking services at the end of 1997 and rising to over 2,000
banks offering Internet banking by the end of 2001. And as early as 1999,
all of the largest banks (i.e., those with assets over $10 billion) offered
Internet banking.18

Interestingly, very few of the banks offering Internet banking did so as
“Internet-only” banks. As of mid-2002, only twenty such Internet-only
banks were in operation (DeYoung et al. 2004:98). By that time, in fact, sev-
eral Internet-only banks and thrifts had actually ceased operating, casting
doubt on the viability of the Internet-only business model. DeYoung’s
(2001) analysis of Internet-only banks strongly suggests, however, that
though the growth trajectory of Internet-only banks initially has a less
steep slope than that for traditional de novo banks, they are likely to sur-
pass the performance of traditional new banks within a few years because
of underlying technology-related cost advantages.

Nevertheless, contrary to early expectations of many banking industry
observers, most banks offering Internet banking now do so in a “clicks and
bricks” model. That is, they continue to maintain a strong physical pres-
ence, with both branch offices and ATMs, and they offer Internet banking

Figure 11.19. Bank credit card loans

Source: OCC and Fed.
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as an additional delivery channel to their customers. Banks that have been
particularly successful with this model have discovered that customers
who use online banking continue to use branches as well, but online cus-
tomers are “stickier” (i.e., are less likely to switch to another bank), most
likely because there are substantial costs for customers to discontinue and
then reconstruct with another bank such electronic banking services as
online bill payment.19

Another measure of the success of Internet banking is in the growth of
the number of customers using it. Initially, relatively few bank customers
banked online, but after steady if unspectacular growth in the early stages
of Internet banking, the number of online customers has increased rapidly
recently. In this vein, the Federal Reserve System’s triannual Survey of Con-
sumer Finances shows that, in 1995, 4 percent of households with a check-
ing account said they used a computer for financial services activities; by
the 2001 survey, this had increased to 20 percent.20

Lessons for Emerging Market Economies

Despite the existence of an elaborate regulatory and supervisory structure
in the United States, a crisis nevertheless occurred in the 1980s. In trying to
understand how to design appropriate bank regulations and supervisory
practices to prevent problems, it may be helpful to identify some lessons
from the U.S. experience. 

Lesson 1: Be Careful in Limiting the Activities of Depository
Institutions

The ongoing debate over the appropriate range of activities in which to
allow banks to engage highlights the fact that federally insured deposito-
ries have been significantly limited by regulation in what they can do and
where and when they can do it. This necessarily means that depository
institutions have been unable to adapt freely to changing technological
and competitive pressures in both domestic and global financial markets.
The case of S&Ls represents the most extreme case in which institutions
were unable to adapt in a timely manner to a changing financial environ-
ment. Despite repeated attempts to broaden their range of permissible
activities (see Table 11.5), savings and loans could essentially offer only
long-term, fixed-rate home mortgages prior to the early 1980s. Only the
threat to their very survival prompted Congress to grant savings and
loans—albeit too late for many of them—greater freedom to reduce their
interest-rate risk exposure.

Examining the important developments affecting depository institu-
tions in the United States over more than 200 years, one learns that most
bank regulation has not been proactive but rather reactive to actual or per-
ceived banking problems. Furthermore, in the process of attempting to
resolve problems, all too often new and potentially even more serious
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problems have been created. This was the case when S&Ls were first
required to specialize in fixed-rate home mortgages and then encouraged
to diversify into new activities, many of which they were allowed to do
without either sufficient expertise or adequate owner-contributed equity
capital. The result was disastrous. Changes in the regulatory structure not
only change the opportunities for depository institutions to engage in
what they consider to be the most profitable activities, but they also
change the incentives with respect to the risk-taking behavior of the man-
agers and owners. 

When there are changes in the range of activities in which institutions
are allowed to engage, they are typically viewed as necessary to achieve a
“safer and sounder” banking industry. Viewed in a static context, such
changes may indeed appear to achieve their goal. But financial markets
must be viewed in a dynamic context. Financial markets are subject to
changes that cannot be controlled or even anticipated by the regulatory
authorities. 

In view of this situation, there is considerable merit to former Federal
Reserve Bank of Cleveland president Jerry Jordan’s view that “Banking
companies should not be required to get permission from regulators
before doing something new. Rather, they should notify authorities of their
intentions. If regulators want to prevent the action, the burden should be
on them to intervene in a timely way to demonstrate that the costs exceed
the benefits’’ (Jordan 1996). There is also considerable merit to Federal
Reserve Bank of Kansas City president Thomas Hoenig’s view that, “In
light of the costs and difficulties of implementing prudential supervision
for larger institutions that are increasingly involved in new activities and
industries, the time may have come to sever the link between these institu-
tions and the safety nets, making it feasible to significantly scale back reg-
ulatory oversight of their operations” (Hoenig 1996:ii). Of course, if banks
are permitted unrestricted access to new on- or off-balance sheet activities,
one would want to be sure such activities were conducted under appropri-
ate conditions. In short, any expansion by banks into new activities should
be accompanied by prudent limitations on the overall way in which such
activities are conducted at home or abroad. 

Many individuals believe banking institutions should be restricted to a
fairly narrow range of activities because they have access to the federal
safety net (i.e., access to deposit insurance, discount window borrowing,
and the Fed’s guaranteed check-clearing payment system). Indeed, much
of the debate over whether or not to ease or eliminate the restrictions sepa-
rating banks and nonbank firms relates to the safety net. A specific concern
that has been expressed is that any subsidy associated with the safety net
could flow from the bank to any affiliated nonbank firm. In this regard,
one could prohibit nonbank affiliates that are creditors from reaching the
assets of the bank by “piercing the corporate veil.” 
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Yet there is disagreement over whether any such subsidy even exists.
Federal Reserve chairman Alan Greenspan testified that there is a subsidy
(Greenspan 1997). The former comptroller of the currency Eugene Ludwig
testified that “no net subsidy exists [taking into account the cost of the reg-
ulatory burden imposed on banks]” (Ludwig 1997:2). Former FDIC chair-
man Ricki Helfer has testified that “if a net subsidy exists, it is very small”
(Helfer 1997:2). Outside the bank regulatory agencies, the Shadow Finan-
cial Regulatory Committee (1997:2) concluded that the net subsidy is
“probably not particularly large.” Obviously some effort should be made
to measure the net subsidy, and if a net subsidy is found to exist, it could
be eliminated in an efficient and timely manner. Once eliminated, the dan-
ger of the subsidy spreading to other affiliates is also eliminated. 

The important point is that the mere existence of a subsidy should not
be used to deny banks the opportunity to engage prudently in a wide
range of activities and, correspondingly, for the mixing of banking and
commerce. The United States is clearly out of step with almost all other
countries around the world with respect to the extent to which banks are
permitted to own nonfinancial firms and vice versa (Barth et al. 2001).

Lesson 2: Let Market Discipline Work without Interference
It is well known that various types of adverse selection, principal-agent,
and moral hazard problems arise in banking. It is therefore incumbent
upon the regulatory authorities to examine, supervise, and regulate depos-
itories to promote a stable, efficient, and competitive banking industry.
The authorities must also, of course, resolve troubled institutions in a time-
ly and cost-effective manner so as to limit losses. As the savings and loan
situation so vividly demonstrates—and for that matter the current banking
problems in Japan—regulatory forbearance can exacerbate an existing
problem. The S&Ls resolved in 1988, for example, had been reporting
insolvency on an average of three and a half years prior to resolution. The
consequences of allowing insolvent institutions to remain open for lengthy
periods of time are reflected in the enormous failure resolution costs (Barth
et al. 1986).

Many believe the enactment of the Federal Deposit Insurance Corpo-
ration Improvement Act in 1991 eliminated the possibility of any similar
regulatory forbearance in the future. While there are certainly desirable
features to this act, one should not be overly optimistic that it will work as
intended. The reasons for some healthy skepticism are twofold. First,
when savings and loans were devastated by the adverse movements in
interest rates, existing statutory and regulatory capital standards were
deemed to be too stringent and therefore simply eased with the effect of
papering over the problem. Second, sufficient information was publicly
available documenting the severity of the problems in the savings and
loan industry throughout the 1980s, yet decisive action to resolve the situa-
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tion once and for all was not taken until President Bush did so at the end
of the decade. This suggests that even statutorily mandated regulatory dis-
cipline may be less than a perfect substitute for market discipline.
Attempts should therefore be made to rely as much as possible on market
discipline and less on regulatory discipline to prevent banking problems
(Barth et al. 2004; Calomiris 1989, 1992, 1997; Kane 1989, 1992).

Lesson 3: Focus Regulation on Financial Functions, Not Financial
Institutions

All too often it appears that policy decisions about bank regulation are
made from a relatively narrow perspective. To demonstrate this point, it is
well known that funds from savers do not flow to investors only through
banks. Instead, funds may flow from savers to investors through capital
markets and through a variety of nonbank financial intermediaries. Given
the importance of investment for long-term economic growth and hence
improved living standards, it is important that the flow of funds from
savers to investors not be disrupted. Disruptions in the credit system and
payment mechanism, or more generally the financial system, can adverse-
ly affect economic growth and development.

Based upon a broad perspective, designing appropriate bank regula-
tion should be viewed as part of the process of designing an appropriate
overall financial system (Herring and Litan 1995; Kaufman and Kroszner
1996). Since the different components of a financial system are interrelated,
one should not focus exclusively on any one entity or subset of entities,
such as depository institutions, when designing regulatory structures. Fur-
thermore, one should realize that a financial system can be viewed from
either a domestic or global perspective. In any event, by focusing too nar-
rowly on just banks, for example, one might consider certain regulations
as appropriate that from a broader perspective would be considered inap-
propriate. An example might be useful to help make this point clearer.

Prior to 1956, the mixing of commercial banking and commerce was
permitted through holding companies. In that year and subsequently in
1970, however, legislation was enacted that permitted commercial banks to
be affiliated only with nonbanking firms that were “closely related to
banking.” The mixing of commercial banking and commerce was effective-
ly terminated. Yet, in 1968 Congress enacted legislation that permitted a
holding company that owned a single savings and loan to engage in any
activity, even those activities unrelated to the savings and loan business.
As a result of this freedom and other important differences, the value of a
savings and loan charter was enhanced relative to a commercial bank char-
ter. Key to this example is that the relative enhancement resulted from leg-
islative and regulatory actions, not market forces. By focusing too narrow-
ly on one particular type of depository institution, in other words, policy
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makers enacted legislation that unintentionally altered the financial land-
scape in significant ways.

When one recognizes that there are many different types of financial
firms, one naturally must ask the question: What is a bank? Legally, a bank
in the United States is defined as a firm that makes commercial loans,
accepts demand deposits, and—after the enactment of the Competitive
Equality in Banking Act in 1987—one whose deposits are federally insured
by the FDIC. Yet, in 2003 commercial loans and demand deposits each
amounted to only about 15 percent of the total assets of commercial banks.
What was once a traditional bank no longer exists. Banks have been rein-
venting themselves to remain viable in a changing financial marketplace.
They must compete with a variety of other, less regulated financial and
nonfinancial firms as well as with the capital markets by increasingly
offering more services that generate fee income and by relying less on net
interest income.

Who would have thought only a few years ago that an automobile
firm and an electric company would be direct competitors of banks? In
2002, more than half of Ford Motor Company’s net income came from its
financial services operations. And General Electric Company earned about
40 percent of its net income from the capital services operations. In view of
this situation, one must broaden one’s focus beyond the legal definition of
a bank to encompass the functions performed by banks when designing
bank regulations. As the saying goes, “one needs banking services, not
banks.”

Various restrictions on banks undoubtedly contributed to the develop-
ment and growth of competing nonbank firms and capital markets. For
example, the branching restrictions on banks in the 1800s limited their size
and thus their ability to extend loans to increasingly larger corporate enti-
ties. This in turn provided a greater incentive for these firms to raise funds
through the sale of debt and equity in the capital markets. 

Emerging market economies, not only the United States itself, can ben-
efit from the broad lessons learned from the changing role of banks in over
200 years of U.S. financial history. Of course, individual countries differ in
many important respects, and thus no single approach to bank regulation
and supervision is necessarily best for every country. Beyond the broad
lessons described here, moreover, is the need for a more detailed and care-
ful assessment of what specific regulatory framework will work best for
each and every emerging market economy.
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Notes

Authors’ note: The views expressed in this chapter are those of the authors
alone and do not necessarily represent those of the Office of the Comptrol-
ler of the Currency or the U.S. Treasury Department. The authors are very
grateful to Cindy Lee for excellent research assistance. This is a revised
version of a paper presented at the 2004 EWC/KDI Conference on Regula-
tory Reforms in the Age of Financial Consolidation: Emerging Market
Economies and Advanced Countries, East-West Center, Honolulu, Hawaii,
July 29–30, 2004.

1. The conditions are as follows: (1) The bank holding company (BHC)
must be adequately capitalized and adequately managed; (2) the
BHC’s community reinvestment record must pass a review by the
Federal Reserve Board; (3) the acquisition must not leave the acquiring
company in control of more than 10 percent of nationwide deposits or
30 percent of deposits in the state; and (4) the bank to be acquired
must meet any age requirement (i.e., in terms of years in existence), up
to five years, established under state law.

2. See Barth et al. (2000) for an excellent summary of GLBA.
3. See Board of Governors of the Federal Reserve System (2003) for a

detailed description.
4. Foreign banking organizations subject to the Bank Holding Company

Act can also elect to become FHCs. See Board of Governors of the Fed-
eral Reserve System (2003) for a detailed explanation.

5. For a recent example of such research, see Jones and Critchfield (2004),
whose literature review focuses in particular on previous efforts to
forecast structural changes in the U.S. banking industry. Note that
banking industry consolidation has been a key feature in many other
countries as well. For example, see White (2004), De Nicolo et al.
(2003), Van der Zwet (2003), and the Group of Ten (2001). 

6. Jones and Critchfield (2004) discuss in detail a parallel trend for bank-
ing deposits. See especially pages 9–10.

7. The fact that relatively few FHCs have chosen to expand across a wide
range of previously restricted activities has caused Federal Reserve
vice chairman Ferguson to remark that conglomeration has unfolded
at a much slower pace than many imagined. See Ferguson (2003),
especially the discussion on pages 3 and 4. 

8. See, in particular, Samolyk (2004:Table 11.4).
9. A secondary aspect of the increasing integration of domestic and inter-

national financial markets, but one that nevertheless has been the sub-
ject of intense focus recently, is the cross-border provision of inputs
into banking—that is, cross-border outsourcing. Data on this aspect of
banking are scant, but recent estimates suggest that it is a rapidly
growing phenomenon. For example, see Kelly and Nolle (2003).
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10. Grosse and Goldberg (1991), Nolle (1995), Nolle and Seth (1996), and
DeYoung and Nolle (1996) document and analyze the growth in for-
eign banking in the United States through the early 1990s.

11. See Office of the Comptroller of the Currency (1999).
12. DeYoung et al. (2004) report this fact, citing a study by Triplett and

Bosworth (2002).
13. For a clear introductory survey to technological innovations in bank-

ing and payments and possible supervisory implications for banks,
see Furst et al. (1998).

14. DeYoung et al. (2004) provide an interesting analysis of the emergence
of securitization in banking.

15. See Ergungor (2003) for further details. These figures are for privately
issued ABSs and do not include federally related mortgage pool secu-
rities.

16. DeYoung et al. (2004:98) opine that “It is quite possible that the biggest
impact of technology on the banking system may have been on the
payment system.”

17. Furst et al. (1998) suggest that 1995 marks the beginning of the “Inter-
net banking era.”

18. Eglund et al. (1998) were the first to systematically analyze the nature
and extent of Internet banking. See also Furst et al. (2000, 2002) and
Lang and Nolle (2001) for descriptions of the growth in the incidence
of Internet banking across size groups of banks.

19. Ferguson (2003:6) observes that data from the Federal Reserve’s 2001
Survey of Consumer Finances shows that, although 20 percent of house-
holds with checking accounts engaged in some form of online finan-
cial services, 78 percent still report using branches for some banking
business.

20. Ibid.
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Comments
Joon-Ho Hahm

The need for better management of systemic crises has been highlighted
by recent financial crises in emerging market countries. Faced with global
trends of financial consolidation and conglomeration, efforts of emerging
market countries to liberalize and internationalize their financial systems
are often frustrated with heightened financial fragility and vulnerability to
systemic financial disruption. Indeed, maintaining a robust financial sys-
tem by minimizing systemic risk potential has become a most urgent task
for policy makers of emerging market countries.

The paper by Shin, “Regulation and Policy Response to Systemic
Crises,” provides an intuitive and succinct explanation on the nature and
channel of a typical systemic risk in modern financial markets. By illustrat-
ing from historical experiences, and based upon a neatly constructed theo-
retical framework, the author clarifies the nature and propagation mecha-
nism of systemic contagion. The simulation results reveal how various risk
factors interact with each other to propel an initial local disruption into a
systemwide failure. 

The present work provides many interesting findings that could not be
clearly understood in the existing literature. For instance, we now under-
stand why the degree of balance sheet interconnection is not linearly relat-
ed with the degree of contagion. Furthermore, the paper offers a set of
important and practically applicable policy recommendations for more
effective management of systemic risk. 

While I agree with most of major arguments made in the paper, in the
sense that good papers always raise numerous interesting questions, I will
address a couple of questions and issues unresolved in the paper.

The first issue pertains to the nature of systemic contagion in the bank-
ing system. In the present paper, the key channel of systemic contagion is
the interaction between credit risk and market risk (asset price risk). Given
the limited success of traditional models in explaining the magnitude of
systemic contagion solely by interbank credit exposure, this paper intro-
duces an additional channel in which minimum capital requirement inter-
acts with asset market price. The main trigger of this “endogenous risk” in
the present model is marking to market of the bank balance sheet. In other
words, a fall in the price of illiquid assets due to forced sales of capital-
constrained banks leads to another round of forced asset sales by initially
unaffected banks as their net equity values are evaluated at the market
price.
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An interesting feature of the current model that differentiates it from
traditional bank crisis literature is that this model does not resort to bank-
run incentives (e.g., Diamond and Dybvig 1983; Chari and Jagannathan
1988). Instead of asymmetric information and the first-come, first-served
bank liability contract, this model assumes proportional loss sharing
among bank creditors and instantaneous marked to market of bank assets.
In the traditional models, it is a depositor run that causes a forced sale of
opaque and illiquid assets leading to the insolvency of initially solvent but
illiquid banks. However, in the present model, it is minimum capital
requirement combined with marking to market that causes forced sales of
illiquid assets leading to bank insolvency. 

While both models imply the necessity of maintaining an adequate
level of liquid assets to protect banks from forced sales of illiquid assets,
the source of the contagion clearly differs in nature. For instance, the pre-
sent model cannot generate a contagion effect in the absence of the mini-
mum capital constraint. This implies an important paradox in this model
in that prudential regulation to minimize negative externality of a bank
failure actually becomes the source of systemic risk. Would then the aboli-
tion of the capital requirement reduce systemic risk potential in reality? 

I would agree with the argument that an ex ante prudential regulation
such as the BIS capital requirement could yield a perverse destabilizing
effect, amplifying the business cycle. However, once asymmetric informa-
tion comes back into play, the importance of letting banks maintain ade-
quate capital soon becomes evident. Adequate capital buffer is a credible
signal to depositors and creditors for bank safety, and hence it reduces
incentives to run on the bank. It also minimizes the moral hazard of bank
managers to engage in aggressive risk taking. 

For the current model to be more realistic in explaining the potential
magnitude of systemic risk, it would be desirable to incorporate this bank
“run” possibility on the part of depositors and creditors. I do not know
how complicated the model would be if the run possibility is to be explicit-
ly modeled here. However, the interaction of this additional genuine
“liquidity risk” with the model’s credit and market risks would generate
nontrivial and potentially important propagation patterns. For instance, a
bank failure may cause a panic and increase withdrawal demand for bank
deposits, which leads to forced sales of illiquid assets for other banks even
if those banks are not capital constrained, which would in turn deepen the
asset price effect.

A second issue is on the validity of the assumption of marking to mar-
ket. In actuality, bank capital and assets are not fully marked to market.
Only securities in the bank trading book are marked to market, and the
value of a bank loan is adjusted through provisioning of loan loss reserves.
As a consequence, the adjustment of illiquid asset prices—p in the
model—is neither continuous nor instantaneous. It will fall slowly and
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affect bank capital only if banks realize loss by accumulating more provi-
sion or by liquidating nonperforming loans. Even if the value of loan col-
lateral such as real estate falls, typical banks maintain a buffer by imposing
a loan to value (LTV) ratio that is significantly less than 1. In other words,
an adequate bank supervision and internal bank risk management practice
could significantly dampen the incidence of a systemic risk arising from
the asset price side. Rather than falling asset prices, the credit crunch
caused by reduced collateral values and aggravation of borrower credit
risks may cause even more serious problems for the banking system.

Third, given the theme of the present conference, an extension of the
model toward heterogeneous banks would be rewarding. Emergence of a
few large banks and transition toward a more concentrated banking sys-
tem may yield nontrivial implications for systemic risk potential and con-
tagion patterns. The research would provide a clue for the necessity of dif-
ferential treatment of large banks in liquidity and capital requirement
regulations. Note also that a critical assumption of the present model is
that asset prices are reasonably sensitive to the change in asset supply.
However, in reality it is not likely for the failure of a bank and its liquida-
tion to cause a significant fall in the asset price when there are many small
banks. Still, the failure of a large bank in a concentrated banking system
would make this model more realistic. 

Fourth, the present paper suggests a set of interesting policy implica-
tions. One such implication is joint provisioning of liquidity and capital
buffers. Note that current prudential regulation requires banks to satisfy
liquidity ratios as a guard against duration mismatch in bank assets and
liabilities. However, the present paper argues that an additional liquidity
buffer may be necessary to cope with negative capital shocks. More impor-
tantly, to some extent, liquidity buffers are more effective than capital
buffers if illiquid asset prices fall a lot when banks are selling into a falling
market. Another interesting implication is the possibility of linking the liq-
uidity requirement with capital adequacy requirement. Well-capitalized
banks could be allowed to maintain a low liquid asset composition. How-
ever, as capital ratio becomes lower, banks may need to maintain a high
liquid asset portfolio.

Finally, I want to add a comment on the role of the central bank in this
model. According to the author, there’s an important role for the central
bank as a lender of last resort as timely liquidity provision is critical in
mitigating the fall of asset prices and thus containing systemic risk poten-
tial. However, this implication is not directly warranted in the theoretical
framework of the present paper. In traditional bank-run models, liquidity
provision of the central bank could be justified as it lets solvent banks
avoid inefficient liquidation of illiquid assets. On the contrary, in this
model there is no direct mechanism through which the provision of liquid-
ity can prop up capital ratios of troubled banks unless the provision is in
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the form of equity participation or purchase of subordinated debts. The
central bank may be able to support troubled banks only indirectly by mit-
igating the collapse of asset prices by monetary injection. However, the
effect would be only temporary unless the central bank actually absorbs
the excess supply of illiquid bank assets, which is highly unlikely in reali-
ty. In sum, to provide a rationale for central bank intervention in the pre-
sent context, a more explicit mechanism must be introduced. Of course, all
of these issues and questions do not undermine the contribution of the
present work. Rather, these are left as interesting future research agendas. 
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Sung-In Jun

Summary

This paper aims to identify external shocks, both permanent and tempo-
rary, to the Korean economy using the structural VAR technique and to
analyze their implications for the financial system of Korea. It also uses
microlevel data on the balance sheets of firms and financial institutions to
test the existence of the so-called credit channel of the crisis. Specifically,
several panel regressions are estimated where the default premium of a
firm is regressed on firm-specific variables and also on several macrovari-
ables. It is found that in the presence of the call rate, some idiosyncratic
variables such as gearing ratio and/or interest coverage ratio become
insignificant. Also the balance sheet data of banks and other financial insti-
tutions show that there is a significant amount of comovement in financial
assets across institutions, thereby making them vulnerable to common
macroshocks.

On the Structural VAR

Is It a Good Tool to Analyze Financial Crisis or Systemic Risk?
Financial crisis or systemic risk is triggered by a big negative shock. When
this rare and unhappy event occurs, the economic system nearly collapses
and the economy gets derailed from the old path discontinuously. The
problem is that this process is usually perceived as asymmetric. In other
words, a large favorable shock is not believed to cause a similar jolt to the
economy (in the opposite direction, of course). There is general agreement
among economists that a positive shock, however large it may be, simply
boosts the economy along a historical path, while a negative shock, if it is
big enough to deserve the name of systemic shock, will hit so hard that the
economy will jump to a totally new path that is hardly anticipated by the
past serial correlations.

To the extent that this is a true picture, VAR, be it reduced form or
structural, is not a good tool to analyze the crisis, since VAR is a system of
linear equations and hence symmetric.

Choice of Variables, Estimation Period, and Recovery of Big Shocks
It is rare to use a default premium variable in a VAR setup. In this sense, it
could be a contribution of this paper. There are, however, two problems
here. 
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The first problem is that it unduly shortens the estimation period. The
data points are around sixty, which is small considering that there are thir-
teen regressors in each equation. The loss seems all the more painful
because the missing period of 1986 to 1988 experienced a very large favor-
able supply shock called the “three-lows.”1 With the inclusion of this era,
the system would have had both a big positive shock (the “three-lows” of
1986) and a big negative shock (the currency crisis of 1997), and it might
have enjoyed a more balanced picture.

The second problem is that the measured number, calculated by sub-
tracting riskless rates from the yields of investment-grade corporate bond,
does not live up to the concept of default premium a typical firm faces in
the capital market. Remember that before the currency crisis of 1997,
almost all corporate bonds were explicitly guaranteed either by banks or
by some government-sponsored guarantee funds. In short, there is no
default risk whatsoever as far as corporate defaults are concerned. One can
say that the variable still measures the default premium in the sense that
banks and other guarantee funds themselves can go bankrupt. This is true,
but different from what is discussed in the paper.2

Remedies Suggested
One can try several remedies to the above problems. First, one can substi-
tute the default premium of short-term interest rates for the long rates. It is
true that interests on three-year maturity bonds are closer to the theoretical
opportunity costs of investment. Short-term rates, however, can serve
proxy variables since many firms, especially small firms, carry out invest-
ment projects based on short-term financing. For example, one may try the
interest differential between CP and the Monetary Stabilization Bond
issued by the Bank of Korea.

Second, one can set up a VAR with more “standard” variables to
extract permanent and temporary shocks and use the recovered shock
series to analyze the correlation between shocks and default premiums.
For example, (a) set up a VAR with output, price, and/or money, (b) recov-
er structural errors after identifying the system, and (c) run a default pre-
mium on current and lagged series of recovered shocks. Note that step (c)
essentially tries to recover (the first approximation of) the MA representa-
tion in terms of structural errors.3

Discussions Presented in the Paper
There are some minor points to mention. First, it will be helpful to present
the unit root test result on GDP or the growth rate of GDP. Usually it is
believed that the level of GDP is I(1), so that the growth rate is a stationary
variable. This paper seems to treat the growth rate as I(1). Evidence is
needed on that. Second, the argument presented regarding transitory ver-
sus permanent shocks is somewhat misleading, since what is really hap-
pening in the financial world is not that some kind of shock is realized ear-
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lier (which is what Dr. Kang seems to try to explain), but that the financial
world simply responds faster than others to the same shock (which is what
the theory of forward-looking expectation implies). Third, the explanation
given to the exceptional aggregate performance in 1999 (in relation to Fig-
ure 10.3, after the Daewoo crisis) is also misleading, since the data Dr.
Kang used is seasonally adjusted and the growth rate is calculated com-
pared to previous quarter, rather than to the same quarter of the previous
year.

On Microlevel Data Analysis

Implicit Guarantee among Affiliates of Chaebol
The first half of section four is about the empirical relevance of the hypoth-
esis that the capital structure of a firm affects its borrowing rates. One has
to be careful, however, not to ignore the fact that sometimes looks can be
deceiving. There is an explicit or implicit internal capital market within big
conglomerates, and a firm that is affiliated can enjoy much softer budget
constraints either in terms of quantity or in terms of price. Especially in
Korea, chaebol are famous for binding their affiliates through cross-share-
holdings and cross-guarantees. With this guarantee, even if implicit, an
affiliated firm can enjoy far more favorable borrowing rates compared to
similarly situated nonaffiliates, even in the external capital market. So the
regression equation (4.1) would perform a lot better if there is a chaebol
dummy.

Importance of Collateral
Banks almost always prefer collateralized loans to uncovered loans. Firms
without collateral, especially small firms, were often kicked out of the cap-
ital market or had to be content with whatever interest rates banks might
charge as long as they could borrow. So the estimation results of equation
(4.1) could be seriously flawed if the weight of the collateralized loan fluc-
tuated significantly either serially or cross-sectionally.4

Well-Diversified Portfolio and the Role of Common Shock
Unlike manufacturing firms, maintaining a good asset portfolio is what
financial institutions are about. At least in theory, they maintain very well
diversified portfolios so that they are vulnerable only to nondiversifiable
shocks. So finding a significant role for common shocks may not mean
much as far as financial institutions are concerned. In order to test the
credit channel hypothesis, what really needs to be answered is whether
there is a propagation of financial shock after controlling all effects of com-
mon or macroeconomic shocks. Showing the vulnerability of financial
institutions to nondiversifiable macroshocks is not enough to reject the
hypothesis.
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Notes

1. This period enjoyed low oil prices, low raw material prices, and low
exchange rates vis-à-vis the Japanese yen (in other words, a strong
Japanese yen against Korean won), hence the name “three lows.”

2. Of course, almost all corporate bonds were issued without guarantee
after the crisis. So the default premium does measure what it intends to
in the latter period. Anyway, it is simply surprising to see how rapidly
the financial world adjusted to the new environment.

3. You can do even “impulse-response analysis” by perturbing structural
errors. The only difference is that now they are explanatory variables
rather than error terms technically.

4. Collateral is important in a theoretical sense in that it provides an
important transmission channel for the propagation of shocks.
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Hong-Bum Kim

Although it looks lengthy at first, “Financial Supervision and Crisis Man-
agement: U.S. Experience and Lessons for Emerging Market Economies,”
written by Barth, Goldberg, Nolle, and Yago, is a nicely written, concise
piece of work in the sense that it condenses the whole U.S. banking history
extended over the last 200 years. The paper views the evolution of U.S.
banking as the serial process of regulation, circumvention of regulation
(financial innovation), deregulation, and sometimes reregulation. In the
process, banking legislation has certainly provided the context in which
the depository institutions and the supervisory agencies interact. Probing
into backgrounds, proposed changes, actual impacts, and ensuing prob-
lems of the respective major banking laws, the paper gathers up the
threads to provide a broad perspective with which to understand the U.S.
banking evolution in general as well as the disaster story of the S&L crisis
in particular. Further, the paper sheds light on the current trends and
developments in the U.S. banking industry since the early 1990s such as
deregulation, consolidation, conglomeration, globalization, and technical
innovation. Upon completion of its journey into the U.S. banking history
with a special focus on the progress of the S&L crisis, the paper finally
comes up with the following three lessons, which it finds helpful to emerg-
ing market economies:

• Lesson 1: “Be careful in limiting the activities of depository institutions.”
• Lesson 2: “Let market discipline work without interference.”
• Lesson 3: “Focus regulation on financial functions, not financial

institutions.”

On the Three Lessons

Considering the paper to consist of two parts—the U.S. experiences and
the lessons—I find that the U.S. experiences part seems difficult to find
fault with. It is a nice primer that contains an updated, inclusive picture of
the U.S. banking evolution drawn in a balanced perspective. As for the
lessons part, I understand that it provides some of the fundamental princi-
ples toward which regulatory legislation and policy should be consciously
oriented in both emerging market economies and advanced countries. In
this sense, I have no objection to each of the three lessons. I do, however,
have some additional comment on each of them. Further, those lessons are
about the substance of financial regulation. Emerging market economies
may also be in need of lessons about the institutional structure of financial
regulation with which regulatory substance incorporated in legislation
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and policy will be put into practice by regulators. Let me begin by dis-
cussing each of the three lessons, together with their respective back-
ground contexts.

The S&Ls were initially heavily regulated to borrow short term and to
invest long term in residential mortgage loans at a fixed interest rate. As
the Fed tightened money supply in its fight against inflation during
1979–1982, the interest rate suddenly began to soar and most S&Ls went
insolvent. Hence comes Lesson 1. This lesson is derived after the fact and
is certainly sensible. But things may not necessarily be that obvious before
the fact. To cite an example, there is no straightforward answer to the
question “with respect to the extent to which banks are permitted to own
nonfinancial firms and vice versa,” since it will depend on specific features
of the country in question, such as historical evolution, political and cul-
tural tradition, and financial structure. 

Turn next to the background of Lesson 2. S&Ls that should have gone
out of business in the early 1980s were in fact not closed. This was because
their supervisory agency (FHLBB) and its deposit insurance subsidiary
(FSLIC) chose to “sweep their problems under the rug in the hope that
they would go away” (Mishkin 2004). FSLIC’s fund was far from sufficient
then anyway. And Congress gave an indulgence to these regulators by
enacting two major laws—the DIDMCA of 1980 and the DIA of 1982—
which enabled them to lower capital requirements by expedience. This
was regulatory forbearance that was soon to invite moral hazard—that is,
“gambling for resurrection” on the part of the S&Ls. Things were thus dri-
ven on to the catastrophe thereafter. Hence comes Lesson 2. This lesson is
absolutely correct in theory per se, but it becomes hard to abide by in prac-
tice since systemic concerns, being all too often politically motivated, will
come to the fore, especially in emerging market economies.

Consider Lesson 3, which is somehow related to Lesson 1. The more
diversified are the activities of a financial institution, the less meaningful
becomes the traditional distinction between financial institutions—banks,
securities firms, and insurance companies. If we regulate by institution (or
sector) in this circumstance, competitive distortions and regulatory arbi-
trage will result (Lumpkin 2001; Di Giorgio and Di Noia 2001). There thus
arises a need to focus regulation on financial functions. There is an impor-
tant caveat, though. Prudential regulation by nature should not focus on
financial functions only. This is because “it is institutions and not functions
that become insolvent,” as Goodhart et al. (1998) once noted.

On Institutional Structure

Now let me discuss institutional structure. By “institutional structure,”
Llewellyn (2003) means “the number and structure of agencies responsible
for the regulation and supervision of financial institutions and markets,
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which includes the role of the central bank in this area.” I have noted earli-
er that the three lessons put forward in the paper are about the substance of
financial regulation. Generally speaking, good regulatory policy (i.e., regu-
latory policy that incorporates good substance) is certainly of first-order
importance in achieving the objectives of regulation, whereas good institu-
tional structure is of second-order importance. However, the order of
importance may be reversed in countries where institutional distortions
are huge enough to prevent good regulatory policy from achieving the
objectives of regulation. The issues that are covered under the heading of
institutional structure of financial regulation and supervision include the
optimal allocation of functions and power among the public agencies
responsible for financial stability1 and the interagency arrangements for
information sharing and cooperation and for checks and balances and
their modus operandi, respectively, in normal circumstances and in crisis sit-
uations.2 Discussions on institutional structure are based on the proposi-
tion that “the efficiency of regulators and supervisors in achieving their
objectives may be influenced by the particular institutional structure in
which they operate” (Goodhart et al. 1998). Some rationales for this propo-
sition are found in Abrams and Taylor (2000) and Goodhart (2000), as well
as Goodhart et al. (1998). For example, regulatory efficiencies depend on
regulatory culture as well as the skills and experiences of regulatory staffs,
all of which in turn depend on institutional structure at least in the long
run. In addition, regulatory overlaps and underlaps as well as the cost of
financial supervision, and thus regulatory efficiencies, are all related to the
choice of a particular institutional structure. 

Regulatory governance becomes the main perspective that the theme
of institutional structure offers, especially when it is applied in the context
of emerging market economies. Regulatory governance refers to the inde-
pendence and accountability of the public agencies responsible for finan-
cial stability. Quintyn and Taylor (2002) consider that weaknesses in regu-
latory governance were a significant factor that invited the East Asian
financial crisis in the late 1990s. 

Emerging market economies can benefit much, in terms of regulatory
efficiencies, from improving upon regulatory governance. In this regard,
some aspects of emerging market economies can be highlighted (Abrams
and Taylor 2000; Goodhart 2000; Goodhart et al. 1998; Kim 2003). In
emerging market economies in East Asia, there is a strong cultural tradi-
tion in which people tend to identify their own social status with that of
the institution where they work. This may have something to do with
Confucianism, which is deeply rooted in the region. There, less indepen-
dence of the supervisory agency seems directly linked to lower quality
and weaker achievement motives of staff. In addition, chances are higher
that emerging market economies experience tensions or conflicts of inter-
est between public agencies. It is because institutional division of functions
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and power is often not very clear there. Even if such conflicts do occur,
there may not be a well-defined resolution mechanism. Further, emerging
market economies tend to be exposed to politics. It is easy to observe that
the government is deeply involved, explicitly or implicitly, in the alloca-
tion of financial and/or human resources in the financial sector.

On the Recent Credit Card Fiasco in Korea

I will conclude my comments with a brief mention of the recent credit card
fiasco in Korea and on its implications for institutional structure.3 Attribut-
ing the fiasco to supervisory failure, I conclude in my recent research (Kim
2004) that “supervisory failure . . . is mainly due to policy dominance that
the Ministry of Finance and Economy has wielded upon the other public
agencies [i.e., supervisory agencies (Financial Supervisory Commission
and Financial Supervisory Service) and the central bank (Bank of Korea)]
for years and to the resulting vacuum of institutional cooperation and
checks and balances.” This finding clearly suggests the urgency of ironing
out regulatory governance problems in Korea.4

In many emerging market economies, institutional structure is what
matters most, as the recent Korean experience clearly demonstrates.

Notes

1. Typically, the public agencies responsible for financial stability include
the government (usually the Ministry of Finance), supervisory agencies,
the central bank, and the deposit insurance agency. See Hayward (2000).

2. One of the issues of concern that the paper mentions at the end of its
journey into the U.S. banking evolution is the question regarding
“whether the current regulatory structure is in tune with the current
and likely future structure of the [U.S.] banking industry.” This question
also relates to institutional structure.

3. To quote The Economist (2004): “Credit-card troubles were caused by a
giddying increase in consumer borrowing, which coincided with South
Korea’s recovery from the 1997–98 financial crisis. . . . The government
helped fuel the plastic craze by offering tax breaks for credit-card pur-
chases. Between 1999 and 2003, the number of credit cards in circulation
more than tripled and credit-card debt more than quintupled.” As a
result of all this, both credit card issuers and households alike are cur-
rently in seriously bad shape. 

4. In my research (Kim 2004), I discuss some ways to activate institutional
cooperation and checks and balances. They include merging FSC and
FSS not into a government agency but into a private corporation that is
equipped with strengthened arrangements for independence and
accountability and establishing explicit legal bases for active involve-
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ment of BOK in maintaining financial stability and for a formal stand-
ing committee for interagency information sharing and cooperation. I
also argue that in normal circumstances, MOFE must maintain an
arm’s-length relationship with the other public agencies. 
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Comments
Chung H. Lee

The paper by Barth, Goldberg, Nolle, and Yago, “Financial Supervision
and Crisis Management: U.S. Experience and Lessons for Emerging Mar-
ket Economies,” presents a brief but succinct review of the evolving struc-
ture of U.S. banking, the banking crisis of the late 1980s and early 1990s,
and the postcrisis developments. Given their good coverage of these top-
ics, I have little to add to or comment on their discussion. I will thus con-
fine my discussion to the three lessons that the authors draw for emerging
market economies from the U.S. experience. But before I do that, I would
like to first discuss a lesson I myself have drawn from reading their paper. 

The lesson is that laws and regulations are made in the context of
extant technologies and social conditions, while technologies are ever
changing and social conditions vary from country to country. As the
authors point out, laws and regulations are created quite often in reaction
to actual or anticipated problems, and they may be quite adequate in pre-
venting the recurrence of similar crises under the same social and techno-
logical conditions. But given that technologies never remain constant and
the market forces that new technologies engender likewise change, the
laws and regulations on the books eventually become inadequate to pre-
vent a new crisis. 

The geographical banking restriction that the authors discuss is a case
in point. Through the nineteenth century and the early part of the twenti-
eth century, the restriction was probably not too costly to society given the
relatively underdeveloped state of communication and transportation and
given the limited geographical boundary of what people considered to be
a community. With improvements in those technologies, however, the
restriction became burdensome to society by becoming an artificial and
binding barrier to efficient allocation of funds. Concurrent to that change
was the expansion of the geographical notion of community. It is my read-
ing of U.S. history that before the Civil War, people in this country general-
ly identified themselves as citizens of a state and not as citizens of the
United States. It was the Civil War that expanded the notion of community
to the level of the entire nation. It was thus changes in technology and the
geographical notion of community that made the cost of geographical
banking restrictions become too costly for society and generated political
support for change.

I now turn to the three lessons that the authors draw for emerging
market economies. 
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I find the first lesson (“Be careful in limiting the activities of deposito-
ry institutions”) to be eminently sensible. The devil is, however, in the
details. Apropos to this lesson is the authors’ statement that the relatively
dismal performance of U.S. depositories in the 1980s and early 1990s had
to do with “overly restrictive laws and regulations on depositories,” as
they tend to inhibit their ability to adapt to changes in technology and
market environment. The questions are: (1) What constitutes overly restric-
tive laws and regulations? and (2) How do we determine whether they are
so or not before a crisis is upon us? 

The authors’ statement that most bank regulations have been reactive
and not proactive to actual or perceived banking problems is absolutely on
the mark, but again the question is how to make laws and regulations to
be proactive and not merely reactive, especially when financial markets
are, as the authors say, dynamic and not static. If financial markets are
dynamic and ever changing and technological changes that drive the evo-
lution of financial markets cannot be predicted, how can the regulators
devise laws and regulations that will keep the financial system dynamical-
ly on a “safe and stable” path? Perhaps, following Mr. Jordan’s suggestion,
we might place on the regulators the burden of proving a new product or
activity too costly for society and stop it from being introduced only if
they prove it to be so! But for such a system to succeed, we will of course
need to have regulators who possess the technical competence to carry out
cost-benefit analysis and do it, furthermore, with independence from polit-
ical and interest group pressures. 

The second lesson (“Let market discipline work without interference”)
is again a good idea in principle but may be difficult in implementing. Is
the market solution always the best? Should we, for instance, have let
Chrysler go bankrupt instead of helping it with a government loan guar-
antee? How about the major airlines that received government subsidies
after 9/11? If, as the authors say, adverse movements in interest rates had
devastated the savings and loans in the 1980s and 1990s, their financial
health would have been restored with opposite movements in interest
rates. If that actually happened quickly enough, I would hazard to guess
that regulatory forbearance would have been less costly to society than to
have some of the savings and loans shut down. Would the market have
predicted the movement in interest rates correctly and have taken appro-
priate market discipline on savings and loans? The point is that whether
regulatory forbearance is too costly or not is easier to judge after the fact
than before. 

Again, with the third lesson (“Focus regulation on financial functions,
not financial institutions”), my quibble is with the difficulty in implemen-
tation. Their point that banks are now only one of many financial interme-
diaries and that their regulations should thus be designed as part of the
process of designing an appropriate overall financial system is on the
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mark. But again, how practical is it to do so in emerging market economies
where banks are still the dominant financial intermediaries? Also, in terms
of actual supervision, how difficult would it be to regulate a subset of a
firm’s activities instead of the firm itself? 

My final comment has to do with the appropriateness of the three
lessons for emerging market economies. Are these economies different
from both fully developed and developing economies? If so, what are the
characteristics that differentiate them from the other two groups? If emerg-
ing market economies are indeed different from, say, that of the United
States, how appropriate to them are the lessons drawn from the U.S. expe-
rience? One thing that my research on the Asian financial crisis of 1997 has
taught me is that for financial liberalization or deregulation to be success-
ful in bringing about a safe and stable market-based financial system, a
country needs to have a number of institutional preconditions. Thailand,
for example, was ill equipped before the crisis to handle huge capital
inflows, as it lacked sound financial institutions, markets, and policy
instruments. Indonesia was another such country; although it had an ade-
quate provision of prudential rules and regulations on the books, it lacked
legal and accounting systems that could effectively enforce prudential reg-
ulations and supervision. If emerging market economies lack some of such
basic institutional preconditions for a sound market-based financial sys-
tem, we must then ask how appropriate to them are the lessons drawn
from the U.S. experience, especially when my reservations with the
authors’ three lessons has to do basically with difficulties in implementing
them. The authors of the paper have done an excellent job in drawing
lessons from the U.S. experience, but what still remains to be done is to
demonstrate that they are indeed appropriate to “emerging market
economies.” 



Part III

Major Policy Findings
and Implications
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Roundtable Discussion

Dr. Choongsoo Kim, Chairman: I have attended a lot of conferences, but I
find this conference one of the most valuable, with lively discussions. I am
very impressed and pleased with the results. Not only were all presenta-
tions outstanding, but also the commentators made great efforts to provide
informative insights. 

Now let me proceed with the roundtable discussion. As you know,
KDI is a policy research institute, so we must draw up some policy recom-
mendations for the government. In this respect, we are fortunate that
Deputy Minister Byong Won Bahk from the Korean Ministry of Finance
and Economy (MOFE) is here with us. Before we begin, let me give
Deputy Minister Bahk an opportunity to say a few words about some of
the issues discussed during the conference. 

Deputy Minister Byong Won Bahk: For the past twenty-nine years of my
career, I have attended numerous conferences—academic or practical—but
I have never seen as sincere and enlightening a meeting as this. Though I
have a few questions I would like to raise. As I have mentioned yesterday,
the Korean government’s firm position is to establish an independent and
competent regulatory agency. The consolidation of regulatory agencies,
which resulted in the establishment of the FSC (Financial Supervisory
Commission) and FSS (Financial Supervisory Service), was actually initiat-
ed by the MOFE and was made possible only by the help of the IMF after
the 1997 financial crisis. I would like to remind you all of the fact that
throughout 1997, MOFE tried to establish an independent, ministerial-
level, strong agency in order to strengthen prudential regulation but was
frustrated by the opposition of vested interests of the existing regulatory
bodies. MOFE is still trying to clearly define and really make more inde-
pendent the financial supervision. The problem is that in Korea, we have
not been able to build consensus on the organizational structure of finan-
cial supervision.

With regard to the consolidation of financial laws into one statute, I do
not have a firm belief yet. I am not even sure whether it will be possible or
not in the face of the deep-rooted tradition of the continental civil law sys-
tem. I think the new trends in the finance industry—such as consolidation,
conglomeration, and globalization—can only be achieved by pursuing
financial liberalization and deregulation. But the move in this direction is
usually initiated and led not by the interested business groups but by
MOFE against strong opposition of vested interest and sometimes the min-
istries and politicians representing them. In most cases, the private circle
calls for more protection of prolonged privilege and is not usually willing
to accept the necessary and inevitable changes. I understand that consoli-
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dation of financial laws is not in itself a logical necessity to meet the new
trends in the finance industry. But this time again, as was the case in estab-
lishing a consolidated regulator in 1997, difficulties may come from politi-
cal reluctance. 

But the most important thing that I have learned here is that agencies
and laws, whether they are consolidated or not, cannot solve the problem
without the necessary infrastructure in place. It seems to me that the Unit-
ed States is doing fairly well without a consolidated statute or regulatory
agency. I think they might be necessary conditions but not sufficient. The
lack of adequately experienced and trained staff of financial companies, as
well as informed consumers, are challenges faced by Korea. In Korea, most
people feel financial companies do not have the experience in evaluating
and taking on financial risk. By and large, they have been dependent on
implicit government insurance. This may be another cause of herd behav-
ior among financial companies in Korea, and it is the greatest obstacle to
developing Korea’s capital market coupled with Korean’s inclination to be
risk averse. It’s striking to me to know the fact that even the UK’s FSA
feels that financial capability initiative is necessary. The necessity is even
stronger for Korea. In concluding, I would like to ask if any of the partici-
pants have any other ideas that can help prevent or alleviate herd behav-
ior.

Chairman: Thank you. As Deputy Minister Bahk has said, herd behav-
ior emerges as an important policy issue in Korea. But let’s discuss it a bit
later, along with the issues of systemic risk and moral hazard. But before
we do, let me talk about what Professor Jackson hypothesized, in that reg-
ulatory intensity has something to do with cost and efficiency of regula-
tion. I think that is right; however, if we apply this to other economies,
what we find is that in some economies like Korea, achieving high regula-
tory intensity may not be necessary. Why? It is because Korea has a rather
strong government. The Korean government tends to make ex ante inter-
vention rather than ex post monitoring. Therefore, policy and regulation
are very closely correlated—probably inversely correlated. 

So, let’s raise the following issue. Korea is trying to follow the UK’s
regulatory structure as far as financial supervisory authority is concerned.
Mr. Foot said there are four objectives of the FSA: maintaining confidence
in financial stability, promoting public understanding of financial issues,
consumer protection, and reducing financial crime. Those were the four
explicit objectives of FSA. For Korea, if you take a look at the FSC Act,
what you find is that in addition to those four objectives, the FSC has to
take into account national economic development as well. And this is to a
certain extent a dilemma for policy makers and financial regulators. Let
me first direct my question to Mr. Foot, then to Commissioner Collier. Can
you give us examples of certain kind of conflicts between these two policy
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objectives? So as a regulator, do you think you should take into considera-
tion the state of the economy? And if so, to what extent? 

Mr. Michael Foot: To answer your question Mr. Chairman, I think the
way we try to deal with this is as follows, although we do not have an
explicit objective of the kind you described for Korea.

We could see that there was a risk we would be criticized if there were
a situation like this. The way we try to deal with it is by saying up front,
right from the very beginning, that there were certain features of regula-
tion which in the long run would benefit the economy even if in the short
run there appeared to be a conflict. So for example, we wanted to have
higher standards of dealing with insider trading and market abuse than
the European minimum standards were. This was because we thought that
countries having good records of market abuse actually have a lower cost
of raising capital for companies. So we said, we are often going to go for
higher than the minimum standards, because we think in the long run this
will benefit the UK economy. Now, we have not fortunately for a long time
had a situation, for example, where monetary policy and regulatory policy
were at loggerheads, as you obviously had in 1997. But we’ve recognized
the possibility that this could happen. All I think one can do in that situa-
tion is to make sure that the matter is brought to the highest level of gov-
ernment. It’s going to then require a political solution. What we have done
on occasion, because these four objectives can conflict, is to reach a judg-
ment, giving priority to one aim and not to another. The best example is on
money laundering after 9/11. Many new measures were proposed. When
we did a cost-benefit study, this showed the cost would be several hun-
dred million dollars a year to the banking sector. And we could see no
identifiable benefit in terms of reducing terrorist financing. We said,
frankly, we are not prepared as a regulator to put these measures into
place. And after some surprise, that decision was actually widely accepted. 

And so the basis we laid out in open consultation, endless cost-benefit
analysis, endless subjecting of new policies to critical review has from time
to time helped us. But we set out the ground in advance. I think that’s all I
can suggest. Occasionally, there’ll be cases where you do have conflicts. I
think all you can do is set out the ground rules as best you can.

Chairman: Thank you, Mr. Foot. Commissioner Collier, is there any
case where your industrial policy conflicts with your regulatory policy? 

Dr. Berna Collier: I am trying to think of an example where it does and
I really cannot think of any particularly striking example. I was just look-
ing at our aims here at ASIC, our statutory objectives, which are to main-
tain facilitation and prove the performance of financial systems and enti-
ties within that system similar to what Mr. Foot was saying before in
relation to the UK. I can think of some small examples, which may be illus-
trative. I am not sure if they answer your question, though. One, which I
have mentioned before in relation to this, is like a small economy thing
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rather than a big economy issue. And that is as a market integrity regula-
tor and not as a prudential regulator. One slight difference, though we
have some things in common with the FSA, obviously not totally in com-
mon, is our obligation to ensure that the market is informed at the end of
the day no matter what. In theory, if there is a choice between depositors
being protected and the market being informed, our role is to protect the
market—not to protect the depositors in an organization like a bank. Hav-
ing said that, we face the reality that if where we have our own prudential
authority (APRA) working with banks to protect depositors, it is not
responsible for us to ignore the work they are doing. After all, we are on
the same side. They are another government agency like we are, and it is
part of the twin-peaks role. And the way we deal with this is by working
with them. We have a strong working relationship with our fellow regula-
tor. To try to work through any conflicts we have and continuous disclo-
sure obligation of listed companies in Australia, is one where we have the
potential of going head to head with our brother agency. We must work to
do all we can to make sure that the whole financial system does not lose its
integrity in Australia. 

Another example of where we try to overcome problems inherent in
our financial system, because we have our own role to enforce the law, is
when sometimes business will come to us and say: What you are asking us
just doesn’t allow us to work. It doesn’t allow us to run our businesses. In
this situation, what we will do is to consult. We will go to government if
necessary and say, look, this is not working. In the meantime, we have a
limited ability, as part of our own legislative system and our own legisla-
tion, to modify the law—and to exempt parts of the business community
as is necessary, or indeed, the whole business community as is necessary
from operating with the laws of certain periods of time. And we can do
that pending a realization by the government or pending on our discus-
sions with the government that something is not working. So, there are
possibly two illustrations.

Chairman: Let me ask a similar question of Professor Jackson and Dr.
Barth from the United States. As we have discussed, Korea’s economy is
more closely related to the U.S. economy. However, Korea has adopted the
UK type of institution for financial supervision. For the United States,
since functional regulation works well, there is no need to pay a lot of
attention to institutional reforms. As far as I understand, the U.S. made
some substantial efforts in the late 1990s to reform supervisory institu-
tions, but since you have a long history of separate independent institu-
tions, therefore it was not easy for you to come up with an agreed proposal
for an institutional reform. In any case, I think the United States is proba-
bly the only economy in the world where market principle functions well.
Besides in the U.S., why can’t genuine market economic principles func-
tion well? Is this due to the small size of the economy, where there are
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fewer suppliers and demanders, in which free competition cannot function
well? When I lived in Paris, what I learned was that one of the motives for
the European monetary union was probably to create a large market econ-
omy to compete with the United States. It was probably part of the main
reason, and not all. So assuming that functional regulation works reason-
ably well in the States, are there any examples where policies and regula-
tions conflicted each other? Secondly, what is your view on the future
prospects of revising your supervisory institutions?

Prof. Howell Jackson: Well, let me start with the first question. In my
experience, the United States has definitely faced examples where finan-
cial regulatory reforms have had negative policy implications for the
broader economy, at least in the short term. So there are examples where
financial regulations conflict with other government policies. For example,
if you look at the timeline Professor Barth was discussing in the early
1990s when the United States substantially raised the capital requirements
of banks, there was a pretty substantial negative effect on the commercial
real estate market in the U.S. In the 1992 presidential election year, that
effect may well have had negative consequences on the incumbent. So
financial regulatory reforms can have unfortunate consequences for the
economy, at least in the short term. But raising the capital requirements for
banks in the early 1990s was an appropriate decision, in my view, for the
long-term health of our banking industry and the economy at large. More
recently, the Sarbanes-Oxley Act in the securities field is another example
were U.S. financial regulatory reforms have had real and potentially prob-
lematic economic consequences. At least every CFO and CEO in the U.S.
has complained about the costs of our new corporate disclosure require-
ment, and many foreign issuers have also bitterly complained about the
act’s new requirement. It remains to be seen whether the Sarbanes-Oxley
was a wise regulatory reform. But the act definitely represents a regulato-
ry policy that had macroeconomic effects. So I think the choice between
financial regulatory reform and short-term economic costs does come up.
The fact that we are in a deep market structure does not mean we don’t
have to make those choices occasionally and also suffer the consequences.

In terms of the second issue the chairman raises, I think that the regu-
latory structure in the U.S. is unique and is not likely to change substan-
tially anytime soon. As I mentioned in my paper, there are many things
about the U.S. that make it quite difficult for us to go to any form of con-
solidation similar to the FSA in the UK. I also think the reforms we
engaged in in the late 1990s, while they were denominated functional reg-
ulation in certain areas, we still basically have an institutional-based struc-
ture of regulation in the U.S. I think that what has been important has been
the coordination mechanisms that we have put together connecting our
principal banking regulators with the Securities and Exchange Commis-
sion (SEC) and to a lesser extent with the insurance regulators.. To some
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degree, it’s very similar with what goes on in the FSA and consolidated
agencies. They have coordination issues, and there are a variety of ways of
solving them. Australia solves them in different ways than the UK does.
And, we solve them differently, too—for example, through memoranda of
understanding and interagency consultation and coordination. While it’s a
bit cumbersome, our alternative approach to coordination seems to be
working reasonably well. My guess is that the U.S. would be a more effi-
cient economy if we resigned ourselves to our institutional structure some-
what. But, I think it’s a relatively small issue in the greater scheme of
things. Much more important is the substance of the regulation rather than
its institutional form.

Chairman: Professor Barth, you served as a regulator under President
Reagan. Was there any case that your decision could have been different
had you been a lawyer rather than an economist? 

Prof. James Barth: No, of course not. Seriously, I’m not so sure of the
counterfactual since I’m not an attorney. One could turn it around and ask,
Would an attorney make different recommendations had the attorney been
an economist? I don’t know for sure, but I did work closely with attorneys
as a regulatory authority. I know of no group of professionals in the regu-
latory agencies in the U.S. that puts in more hours and is more dedicated
than the attorneys, and that includes the economists. When I worked, the
attorneys were always there while I was there, night and day, always on
call. I don’t know what it is about this group, but they worked very hard
and were very diligent. And I always felt quite confident in my decisions. I
don’t know of any different decisions I would have made as an economist.
I have recently been advising the People’s Bank of China. I am the team
leader of a group of about twenty members, and I think I am the only per-
son that is not a lawyer. The Chinese requested that an economist be the
team leader, and it is quite interesting working with mainly attorneys. I
won’t go into the various reasons why; suffice it to say that we worked in
a complimentary fashion. It’s not as if attorneys and economists are substi-
tutes for one another. I think the attorneys I worked with know a fair
amount about the financial issues and regulatory issues. So I don’t think
that we are substitutes. Instead, I think we are compliments. And it’s best
to have both types of professionals in an agency. We had both in the
agency where I worked. I’ve worked closely with Julie Williams, who is
now the general counsel at the Office of Comptroller and Currency, and
she writes more papers than many economists. So she’s quite competent,
with respect to both legal and economic issues. 

Chairman: Let me ask a somewhat different question of Professor
Kanda, Professor Kon Sik Kim, and Professor Chung Lee. I have thought
that institutional reforms have not succeeded primarily because the mode
of behavior and way of thinking of economic agents failed to make neces-
sary adjustments. For Korea, in the course of rapid changes in the past few
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decades, without making due changes in the way of thinking or behavior
of people, the government tried to experiment with new institutions. For
Japan’s and Korea’s financial systems, we have basically learned from the
experiences of Western countries. For the case of Korea, I think that the
financial illiteracy of the general public poses particularly a very serious
problem. Although one of the objectives of financial supervision is to pro-
mote the public’s understanding of financial issues, I think the Korean
government has not made much effort in this direction. For both Korea
and Japan, financial restructuring has attracted much public attention dur-
ing the past few years. In terms of raising public awareness or changing
the way of thinking of economic agents, what kind of efforts do you think
are necessary?

Prof. Hideki Kanda: I was very impressed by the remarks by Mr. Bahk.
Japan has many things in common with Korea. There are bureaucrats who
are very poor but are dutiful, while many others are forceful. Although I
am not in the Japanese government, our law school has a tradition of grad-
uating bureaucrats, some of which are very good and hold positions at the
national level and are involved in policy making. And therefore, I happen
sometimes to work closely with them and the government. My experience
shows two things: One, the Japanese economy has been indeed managed
in a very restrictive regulatory environment including the financial sector
and so forth. However, Japan clearly has taken the policy of changing to a
more free and fair one than those environments in the past. But, here is the
problem. Japan tries to remove or be ex ante preventive regulation in the
financial sector. Japan tried to remove that and tried to substitute with
more remedial things. In regard to the problem of conflict between policy
makers and regulators, in Japan the financial sector has a very small part
in Japanese politics as well as in the national economy. Since politicians
place attention on other things, the Japanese people do not spend much
money and do not talk much about the financial sector. Therefore, the
result is that staff members at financial agencies tend to be quite limited. 

Theoretically, I think causality is the problem in terms of the situation
described by Professor Jackson. So, in Japan we started out with a given
number of staff. It’s much easier if you could maintain more ex ante pre-
ventive that can be easily managed by a smaller number. But we thought it
would not work. And therefore, our question in Japan was how to move
from ex ante preventive to an ex post remedial situation. However, we
cannot change the staff members because of political constraints and other
constraints. Therefore, we have to maintain a small number of staff mem-
bers. We have been struggling with this dilemma. But, I think if Korea
could drastically increase the number of regulators or staff members of
FCC or FSS, then you get a very different picture. But if Korea is unable to
increase the number of staff members, then Korea may have the same
dilemma as Japan. In other words, how can you move from ex ante envi-
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ronment to more ex post remedial regulatory structure? That is a difficult
question. But for Korea, the Japanese experience may be of some interest. 

Second, I think that Japan has exactly the same dilemma as Korea
regarding policy conflicts. It is a very interesting question. In Japan, we
generally distinguish two things: crisis management and other things
including active regulatory reform. Also, we distinguish, generally, global
standards and national interests. For the former, crisis management is
much easier. But it is more difficult to change the statute including the pos-
sibility of having one confident relaxation in order to produce or boost our
national economy or more forward-looking reform. And similarly, Japan
generally takes into consideration global standards like Basel, IOS, and so
on. However, once those standards are there, a review is done when we do
some reform domestically. On the other hand, Japan of course is aware of
how to boost or support domestic and national interests. And that’s the
general approach. Let me give you some specific examples. Such as, how
do you help boost industries in Japan? We tried to do a couple things. One
is that we tried to encourage new entries. In the case of good companies
like Toyota and Sony, we encouraged their entry into the financial busi-
ness. As a result, we tried to let Sony establish a bank. The hope was that
this would give way to new thinking, new ways, and new ideas in the
banking sector. And to do so, we made a special statute with a very differ-
ent structure with banking coding from the U.S. We did this in 1998. And
the other example, we tried to create new business in the financial sector.
To do so, for instance, in terms of the holding structure of investment secu-
rities, we decided to completely dematerialize share certificates and bond
certificates. It may be five years from now, but we are hoping this can lead
to the creation of new businesses in this area, such as securities clearance
and settlements and so forth. And so, this is a way of creating new busi-
nesses in the financial sector. The last example is a little complicated. But
because Japanese people are very risk averse, we tried to establish some
legal framework for maintaining the confidence of the general public in
the financial system as well as capital markets. One way to do this was to
introduce special deposits—that is, deposits would be 100 percent guaran-
teed, insured by the government. The rationale behind this was to protect
the payment of settlement system. Though functionally the thinking is the
same, this is not a formal lender of last resort, and it is very unique to
Japan. By doing so, before we could keep the complete confidence of the
general public and we tried to prevent them from moving away from bank
deposits from the financial system in general. And that is the third exam-
ple. I’m not sure those examples will be helpful. I think that some of those
Japanese experiences in recent years might be helpful in Korea. 

Chairman: There are many similarities. But I am struck to hear that the
Japanese government is allowing industrial capitalists to enter the banking
sector. Let me now turn to Professor Kon Sik Kim. In regard to revisions to
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the consolidated financial service related laws, do you take into considera-
tion the general public’s awareness? Establishing a new law is one thing,
but if people don’t observe the law, it cannot be effective. In case of intro-
ducing a new law, how many economic agents, do you assume, know
about a new law? 

Prof. Kon Sik Kim: Certainly, we are mindful of the problem in drafting
a bill. First of all, as I told you, one of the reasons why we try not to change
the substance very much is to make this new law as familiar as possible to
those people in the financial industry. So we would like to limit any sub-
stantial revisions to the minimum. It is easier to make some changes after-
wards, if you have one law instead of twenty-five laws. Also, it’s easier for
people in the industry to understand the contents of the regulation if it is
just one law instead of twenty-five laws. Of course, I don’t claim that hav-
ing one law is a kind of tendency or norm—not at all. 

May I try to answer one of the questions you raised? After this confer-
ence, I have realized as a lawyer, I must be very careful when I make some
remarks related to empirical questions. I also admit that institutional
changes are very difficult. But I think as far as this unification of various
regulatory agencies into one single mega regulator in Korea, FSC and FSS,
it was a good thing, though it may not work perfectly at the moment. I
think if we had three or four different regulatory agencies fighting each
other, it would have been a mess. I think at least having one regulatory
agency we can find a better solution rather than having three or four dif-
ferent regulatory agencies.

Prof. Chung H. Lee: I take it that your question or statement is that
reforms do often fail, right? In the case of Japan, the reforms after World
War II were successful, although gradually there were a lot of adaptations
and changes after the initial reform. Reforms sometimes succeed and
sometimes fail. In my view, there are three factors that determine the out-
come of a reform. The first is whether a country has an ideology or a
model to guide its reforms. Unless there is a model to follow, it has no
blueprint to guide its reforms. In the case of the Meiji Reform, the western-
ization was the model or ideology that guided the reform. Japan borrowed
institutions from the West, including the United Kingdom, Germany, Bel-
gium, and France. After World War II, it was the United States that provid-
ed the model for reform. Its constitution was copied from that of the U.S.
As a matter of fact, the person in charge of writing the Japanese constitu-
tion was a young American woman. The second factor is interest politics:
Who are the gainers and who are the losers from reform? Usually potential
losers tend to be better organized and able to mobilize against the change
than potential gainers. As pointed out by Mancur Olsen, societies general-
ly fail to carry out reforms that would benefit the entire society because
powerful interest groups are able to block such reforms. The third factor
that determines the outcome of a reform is informal institutions. Informal
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institutions are culture, norms, taboos, and so on and are deeply rooted in
the tradition of society. They don’t change easily and quickly. Formal insti-
tutions are statutes, the constitution, laws and regulations. Institutional
reform often involves transplanting formal institutions from another coun-
try, and, as many studies have shown, such transplantation would succeed
only if they were compatible with countries’ informal institutions. 

Deputy Minister Byong Won Bahk: How can you explain the wide-
spread complacency in Korea? Korea has no reason to feel superior to
Western countries.

Prof. Chung H. Lee: I think Korea is in a very difficult situation now.
But there is a time lag between reality and perception, and it will take
some time for perception to catch up with reality. It may require another
crisis in Korea before people realize that their institutions may have to
change. I hope it doesn’t happen that way.

Chairman: Let me ask one more follow-up question. I think one of the
more important issues related to financial supervisory services in Korea is
the lack of qualified human resources at supervisory services. So, I think
we need to pay more attention to educating and training the staff at the
supervisory agencies. Because in Korea, in the past, the government didn’t
pay much attention to monitoring and supervision. But with further liber-
alization, the government intervened less in the market. In this case,
supervision must be strengthened. In order to supervise the market, those
who supervise should be at least as highly qualified as those doing busi-
ness in the market. But as you know, in almost all countries, the salaries of
public servants or salaries of supervisory institutions are usually lower
than those of the private sector. So it is difficult for them to compete. I
think this is probably the single most serious problem in Korea, but little
attention has been placed on this problem. 

Dr. Berna Collier: We face this problem all the time. And what you are
saying is absolutely right. Sometimes I sit around the room and look at our
executive directors and say, what are you doing here, when they can be
outside earning three times as much. And I know what they are doing
there. I sort of figured it out after two and a half years at ASIC. One is that
they like the work. So, I think the quality or the interesting work should
never be underestimated. So, I think that interesting work with flexible
and good work conditions are things the public sector can provide are also
something that often the private sector cannot or will not provide. Things
like study leave and other studying opportunities, as well as things like
maternity leave, and sometimes part-time work. These are the sort of
things which we offer our employees to try and keep them. 

For instance, we have a particular unit in ethics, which is dedicated to
insolvency work. For this group, we get people to come from outside to
work in sort of strictly supervised condition for up to a year. Now, obvi-
ously you’ve got to be careful with that because they will then go back out.
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However, we promote to the firms, as a way of building relationships with
them. And they are very keen to build relationships with us. I think that
the interest factor and the networking factor and I guess the status factor
of working for a regulator is something that should not be underestimat-
ed.

Mr. Michael Foot: Those are some of the things I would have said, too.
I think also just to cover a point: We try to look, and I’m sure they do too,
at a variety of sources of employment. We want some people who can pro-
vide continuity. For that, we go and try to recruit the best graduates. We
offer one of the best graduate training programs in the city of London.
Further, we offer a reasonable salary, but it’s not as good as Goldman
Sachs or whatever. But for the first two and half or three years, the training
program we offer is as good as any of the other firms. And that has
become known in the universities. And then we try and promote those
people and develop them quickly—so that they feel the continuity and
loyalty to the organization. In contrast, many private sector professionals
in the financial sector do one thing very well. We need some of those but
not that many. Finally, I’d like to reemphasize the importance of flexibility
in a regulator offering possibilities like career breaks and so on. In the FSA
we are attracting a varying number of young people, including many
accountants and lawyers that place importance on work-life balance and
work environment that they cannot get in the private sector; and for that
they are prepared to forego high salaries.

Chairman: Now let me introduce a government official from the Kore-
an Financial Supervisory Commission (FSC). Mr. Hong is now serving as
deputy director at FSC. I would like to give him the opportunity to make
some comments in regard to the FSC and the topics covered during the
conference.

Mr. Myung Jong Hong: First, I think there is some misunderstanding in
regard to the relationship between MOFE and FSC and FSS among people
in the private sector and academia. As a staff member of FSC, I have never
felt that MOFE intervened or influenced in the daily operations of FSC.
Sometimes I cannot understand why some scholars believe that MOFE
intervenes. I really want to say that FSC and MOFE are totally and com-
pletely and legally independent of each other, even though they need each
other’s help and cooperation. Also, I would like to say that FSS is not
under the control of FSC. In reality, it is impossible for the FSC, which has
a little over 50 employees, to control the FSS, which has nearly 1,500
employees, even though FSS is legally under control of FSC. And now, I
would like to say that there is some misunderstanding about the way the
financial supervisory body is being consolidated. I do think that the super-
visory body should be a private entity and should have administrative
powers such as lawmaking, licensing, applying sanctions, and so on. But
there may be some constitutional or legal issues. My experiences in law
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and government tell me that those powers cannot be delegated to the pri-
vate sector according to the current Korean constitution. That is, rule or
lawmaking power exclusively belongs to the National Assembly, which
can be delegated by the president and executives by way of a presidential
decree. But to my knowledge, I don’t think that powers of lawmaking can
be delegated to the private sector. In short, I think the problems regarding
the financial supervisory system are not due to a lack of independence but
rather a lot of vagueness exists in the role of distribution among the agen-
cies. For example, though lawmaking powers originally belong to the FSC,
they are in fact performed by the FSS. So, if such vagueness is made more
clear, then Korea’s financial supervisory system would be much better.

Chairman: Now let’s turn to the issues regarding systemic risk, moral
hazard, and herd behavior. For those not familiar with “herd behavior,”
when the Asian crisis occurred in late 1997, many scholars studied the
causes of the crisis. And one of the theories that emerged, which tried to
explain the causes, was herd behavior. There are several reasons for herd
behavior, such as asymmetric information and differences in incentives.
Basically, if one individual or group leads, and all others follow the leader,
then as a result the whole system can become vulnerable to external
shocks, which can lead to crises. As the deputy minister mentioned, Kore-
ans tended to become risk averse. Professor Kanda agreed that the Japan-
ese people also tended to be risk averse. I would like to direct this question
to Professor Hyun Song Shin: How can herd behavior be explained? Do
you really think it can lead to a crisis? And is it unique to Koreans or Asia
in general? 

Prof. Hyun Song Shin: That’s a very deep question. I’m not sure I can
do full justice to it. But I would like to just share some reflections on some
of the big themes that bear on the issue of herd behavior. If we look at
some of the big themes on the reforms of institutions, we have topics like
reform of corporate governance, accountability, disclosure, transparency,
and market forces. Now, these issues have been very important in address-
ing issues of governance abuse under the cloak of opaqueness and, of
course, moral hazard. These big themes have shone a very bright light on a
very dark corner; really contributed to the improvement of governance,
and given a big impetus to institutional change. But if you think about
these types of issues, these are precisely the type of concepts which also
have spillover effects onto what you call herd behavior. I think it’s proba-
bly better to describe it as being more constrained behavior or behavior
which is constrained by shorter horizons. The flip side of accountability, of
course, is that you need to be able to demonstrate that you have been
doing your job. For instance, if you are a fund manager, you have to have
a very close eye on your short-term performance. If you have to go and
explain your performance to the trustees of a pension fund, you have to
demonstrate at the end of each quarter that you have been doing your job
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properly. And if you haven’t been trading, then, of course, it’s very diffi-
cult to demonstrate that you have been actively doing nothing. It could be
that the best thing possible was for you to do nothing. But it’s actually
very difficult to actively do nothing. In the case of LTCM (Long Term Cap-
ital Management) and other hedge funds, it’s very difficult again to
demonstrate that you have been keeping free capital in order to profit
from market distress when it arises. When you suspect that there will be,
very soon, a big market crash, therefore the most prudent thing for you to
do is to stay out of the market and keep everything in cash. But of course,
if you’re a fund manager this is a shortcut to losing your mandate from the
trustees. So, the flip side of accountability is short-term behavior—the
horizon becomes shorter—because much more subtle issues of agency
problems are manifested in the necessity to demonstrate that you have
actually been doing your job. And this is not related simply to the private
sector. If you think about, as you mentioned earlier, the clause about con-
tributing to national economic development, there is a very similar issue
that is affecting monetary policy in all central banks. And now many coun-
tries are following New Zealand, including the UK, with an explicit infla-
tion-targeting regime where there is a numerical target for price inflation.
It’s one of the big dilemmas for central banks in conducting monetary poli-
cy. When you have such a numerical target and if you believe that there is
in fact a property bubble going on, it is in fact very difficult politically to
justify heading off that property bubble through monetary policy because
you are constrained by the mandate given to you by your national assem-
bly through the central bank act, which says it is your mandate and you
must keep that. Again, it’s a very subtle version of the same incentive. It’s
an agency problem between the electorate as the principal, through the
elected government, to the agency of the central bank. Again, you have to
demonstrate that you are following the rule and the spirit of the mandate,
and yet there may be this very gnawing doubt. So there is always this flip
side of accountability and transparency, and marking to market is of
course a very good aspect of transparency. In transparency, we need to
mark to market because we need to know the truth. What could be a better
example of the truth than the cold fact of the market itself? But as I hope to
have shown this morning, there is of course a very dark side to that trans-
parency because prices not only shine a light on the truth, they also pro-
vide an imperative to action. And therefore, you have this feedback. If that
is combined with the short-term horizons that arise, that will also lead to
what looks like herding. In my theoretical work, I have tried to argue
against such behavior being labeled as herding. Herding, I think, gives too
little credit to the intelligence of the people working at the coal face, as it
were. If you think about the people actually working at the computer sta-
tions or the daily decisions at the portfolios, frequently these decisions are
the best decisions these people could make under their individual circum-
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stances. It is just that the externalities that spread from one agent to anoth-
er cannot be taken into account when decision makers make that decision.
So if everyone else is selling, it is in fact not only your optimal choice but
also your duty to also sell as a way of minimizing your losses. But of
course, it’s very difficult to internalize the externalities that actually cause
the problems. So what is the response? Clearly, there are two aspects. One
is that you have to set the right ex ante incentives. You have to draw up
the rules in such a way that these problems are minimized and they apply
both to the private sector and public sector and to inflation targeting and
the dilemmas the central bankers are really facing now in the UK, Aus-
tralia, and to a certain extent also in the U.S. about the balance that is
struck between financial stability and monetary stability. It is a variation of
the same issue, which has been projected onto the larger states for the pub-
lic sector. So that would be the optimal response. But also, there is a role
for ex post policy response, which is the variations on the lenders of last
resort. We didn’t really have time this morning to discuss these issues. But
we can think of a much more imaginative policy where—even though
there are very big taboos against the central bank taking on credit risk on
its own balance sheets—we may think of policies where the lender of last
resort function could be extended, where the credit risk could be mini-
mized; where, for example, you can get the needed private sector firm to
sell the asset, or rather do some kind of REPO transaction. After one of Dr.
Barth’s very sharp V-shape bounces, you can then return and receive the
asset back in return for giving back the loan from the central bank. And I
think the Bank of Japan (BOJ) faced this very recently: the debate about
whether long-term Japanese government bonds could be bought by the
central bank—whether that could be part of their portfolio. So these issues
will arise in all respects. It’s a balance between transparency on the one
hand and opaqueness on the other. The balance in the case of Korea
should be toward more transparency. But I would caution against what I
may call a more utopian vision where if you go to the extreme, everything
will be fine. That is not the case. Just like to caution that even in the most
advanced, most institutionally developed economies, very similar prob-
lems arise. The more transparent you are, the more market prices have a
role, the more volatile financial markets will be potentially, and the shorter
the horizons of the decision makers. So, more transparency, but there is no
utopia at the end. 

Chairman: Now let me turn to Dr. Dongsoo Kang, who has done work
on systemic risk, moral hazard, and herd behavior. 

Dr. Dongsoo Kang: I will try to interpret herd behavior from a systemic
risk perspective. Basically, the very nature of systemic risk is all encom-
passing. For instance, the threats are incredible, and sanctions or penalties
are ineffective. Under this huge economic shift or some structural change,
no threat can be credible and effective enough. This means that we have to
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give a rain check to somebody else. So, some moral hazard is involved in
causing systemic risk. The natural example is the deposit insurance sys-
tem. By introducing the deposit insurance system, the government or the
deposit insurer provides assurance with the depositors. They don’t have to
manage their risks for themselves. Systemic risk nurtures some of the
problems of moral hazard committed by not only market participants but
also the government. One aspect of moral hazard by market participants is
a herd behavior. For instance, if I belong to a big group, I think that I can-
not fail because the government or other forces cannot punish me. Thus,
this is a kind of insurance. From the government’s perspective, they may
know that they will be bare-handed if something big happens. So they
intentionally try to find out some structural ambiguity. They want to have
some room in order to be dynamically inconsistent. They have dual
modes, for example. Under normal circumstances the financial superviso-
ry authority, in general, asks financial institutions to manage their own
risks. During a crisis, usually the financial authority harmonizes efforts.
It’s against market discipline, definitely.

So how to divest this unintended result of insurance from each agent
is the hard part. As Professor Shin mentioned, I want to interpret the poli-
cy suggestion as being a kind of a precommitment approach. You have to
commit in advance, ahead of what you should do. You have to be dynami-
cally consistent. No matter what happens, you have to be consistent. Oth-
erwise, there will be a penalty. That is a well-known economic solution out
of many others. But it’s easier said than done, because the government
wants some insurance, and usually market participants will accuse the
government of being dynamically inconsistent. You have to be truthful
and faithful to some commitments. Usually, the government does not pro-
vide a clear code of behavior in advance. Since the market often follows a
collective behavior, the government accuses market participants of herd
behavior. The question is, “How do you punish market behavior?”
because under the given constraints, moral hazard is a “rational” behavior.
“Rational” here means that it may be ethically wrong, but it is consistent
with human nature. So, this is a never-ending debate, and there is no exact
solution. 

Chairman: Now let’s focus our discussion on regulation. During the
last couple of days, we have talked about “good or optimal regulation.”
However, how do you define good or optimal regulation, or what should
be considered good regulation and optimal regulation? In addition, some
professors argued that independence in regulatory institutions is needed.
But I ask, independent of what? Is it independence from the government
or political influence, and so on? So, let’s try to define what independence
means and then define what can be considered good or optimal regula-
tion. 
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Prof. Sung-In Jun: First, I think there can be no institution in a democ-
ratic society that can be absolutely independent from any influence in soci-
ety. By independence of supervisory institution we mean that indepen-
dence from interest groups, independent from those who are supposed to
supervise, independence from those who are supposed to be taken back by
the design of that institution. So, it is not possible for any supervisory
authority to be independent from the public’s voice in general. It should
usually be independent from the interest groups. And sometimes, it
should be independent to a certain extent from the government, defined in
a narrow sense. And sometimes, independence means arms-length rela-
tions, so there are many colors or many degrees of being independent. In
terms of good regulation, what I learned from the past few years, especial-
ly again in the past two days, people can be infinitely rational, of course,
given material and communitive constraints. Also, people can be extreme-
ly self-motivated, however you define “self.” And there is a need for trans-
parency. For example, Professor Shin alluded in his paper that there may
be a case where the central bank has to deal with firms in a direct way.
Sometimes, the central bank should be allowed to assume risk more direct-
ly. In Korea, it didn’t happen this way at the central bank, but in the other
way. Sometimes it worked well. Sometimes we do see some side effects.
For instance, if I have a large amount of assets and also some liabilities, but
I just back off from my liabilities; then, if I sell my assets, which are collat-
eralized to an agency at a very low price, I would cause negative effects to
the institutions. This allows me to get outside using the backdoor and then
recover my assets at a different price. This kind of thing happens. Why?
Because, there is a lack of transparency. So I think we are still too far from
where we can say that a balance needs to be struck between transparency
and other discretion. We are way too far from being transparent. That’s
why principles matter. That’s why precommitment matters. That’s why
discipline mechanisms matter.

Prof. Joon-Ho Hahm: As I agree with Professor Sung-In Jun on the defi-
nition of independence, I want to add one more point on this front. The
flip side of independence is accountability. We have to make the regulatory
body more accountable in terms of their jobs, and to do so, we need to
clearly define the duty of regulatory bodies. I think the regulatory body
does not need to be one big giant regulator. If regulatory objectives are in
conflict with each other, we can separate them and establish independent
regulatory bodies, so that each of them can be more accountable for their
own jobs. And make those regulatory bodies monitor and balance with
each other. As a result of this check and balance among regulatory bodies,
I think, we could achieve “optimal regulation,” although I am not sure of
its definition. Conceptually, if any optimality in regulation exists, we must
be able to define an objective function. Then we can maximize this objec-
tive function under various constraints to derive optimality. For any regu-



Roundtable Discussion 495

lation, there exist costs and benefits associated with the regulation under
consideration. These costs and benefits of regulation can be balanced by
designing a regulatory mechanism where multiple regulatory bodies do
their best for their own jobs. In this process, each regulator must be inde-
pendent and clearly be accountable. In that sense, I think—for example, in
Korea—in regard to the job of maintaining financial stability and contain-
ing systemic risk, the duties and functions of the MOFE, FSC, and the
Bank of Korea are not yet clearly defined. As we observed, some serious
financial disruptions such as the insolvency of credit card problems could
not be appropriately dealt with in the absence of the coordination among
these major regulatory bodies. In this regard, in order to achieve optimal
regulation I think we have to improve the governance structure of the
public regulatory system, making respective regulatory bodies more
accountable. 

Prof. Hong-Bum Kim: I would like to talk more about the issue of inde-
pendence. I think our supervisory regime is based on the division of labor
among the public agencies, including BOK, MOFE, KDIC, FSC, and FSS.
When each of these public agencies is to be independent in the real sense
of the word, there should be both functional cooperation and horizontal
checks and balances. Public agencies are said to be cooperative, provided
they cooperate with each other in terms of their respective functions. Also,
institutional checks and balances will work, provided the relationships
among those public agencies involved are horizontal. But, in fact, I don’t
think such functional cooperation and horizontal checks and balances
exist, in Korea, between the public agencies. 

As for herd behavior, I think that the economic agents involved are all
responsible for such behavior. So consumers and firms involved are
responsible. Note at the same time that there may be some cases in which
the regulators must be held equally or more responsible for it. Let me take
credit card companies in Korea as an example. They have recently suffered
a fiasco. In early 2001, there were already signs of excessive competition
among those credit card companies. Those signs included such practices as
indiscriminative issuance of credit cards, aggressive street solicitation, and
so on. Suppose that you are the CEO of a credit card company and that
you observe many of your competitors are involved in these unhealthy
practices. And further suppose that your competitors are doing it without
being penalized by the regulator for such practices. Then what will you
do? You will be urged to do the same, I would say. This way you will fol-
low suit, contributing to herd behavior. Regulators, in that case, have
failed in setting and administering the minimum requirements which all
those credit card companies must observe. As this example clearly sug-
gests, the problem may lie significantly with the regulators. Institutional
independence, based on functional cooperation and horizontal checks and
balances among the public agencies, certainly counts in this matter. 



496 Discussants

Prof. Choong-Kee Lee: First, in terms of optimal regulation, I am not too
sure. But I do agree with the other participants’ views in terms of indepen-
dence. One thing I would like to emphasize is cooperation within FSS,
among the different divisions, including the securities, banking, and insur-
ance supervisory divisions. Although it is consolidated into one single reg-
ulator, I think a “Chinese Wall” exists between them, though it is not
imposed. As Mr. Foot noted, the new team at the FSA made their best
efforts to create a new culture by cross-cultivating their different ideas.
And that is the very example we have to follow and have to learn. That
kind of approach or effort is the most important thing we must do. 

In terms of conflict of issues, I think the more important thing is coop-
eration—as I have said, cooperation between different divisions. By and
large, if we are going to be successful in consolidating the different divi-
sions in FSS, the next level of cooperation needed is between FSC and FSS.
I think the question whether to remove the role of the FSC’s restructuring
responsibility or FSC as a secretariat is another matter. I think that only if
cooperation between FSC and FSS is achieved can they operate very effi-
ciently. And if there is willingness to cooperate between the two, the prob-
lems we are talking about may not arise anymore. However, in Korea, the
movement of workers between the public and private sector is very limit-
ed. Though Dr. Collier said this was valuable, in Korea it is much harder to
achieve this. Since positions in the government sector are limited, the
scope and room for workers to move around is very limited. I think one
way to solve this would be if the government enlarged some posts open to
the private sector, as well as allowing public workers to move to the pri-
vate sector. 

Chairman: I would like to ask this question of Professor Jackson: What
made the U.S. financial system so strong, considering that there is no
megaregulator and there is no consolidated financial law? 

Prof. Howell Jackson: One factor, to which other participants have
alluded many times before in our discussion, is the informal mechanisms,
such as the market participants, the financial analysts, credit rating agen-
cies, the accounting community, and financial institutions themselves. All
of these entities have played important roles in enhancing our regulation.
It was the depth of the informal structures and the expertise outside of the
regulatory system that propelled our economy, not our choice of regulato-
ry structures. 

Chairman: Now I would like to give the floor to the fellows from KDI.
Dr. Inseok Shin: Let me just make a few comments on optimal regula-

tory structure. I’ll begin first with “independence” and its definition. I
think the concept means, first, objective independence—meaning regulators
shouldn’t have conflict in cause. The second, which may be more impor-
tant, seems to me procedural transparency. How can we devise a setup or an
institutional arrangement that can create a system with these two charac-
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teristics? I think the effectiveness of formal institutional reform in this
regard has been oversold in Korea. I don’t think these two characteristics
can be created or rooted in Korean society or politics merely through
enacting a new law or legislation. Indeed it has been attempted, and I
think there is not much room left for further improvement. Continuing my
theme on the importance of institutions, or in this case informal institu-
tions, I would like to mention the reputation mechanism. One good exam-
ple is independence of the SEC and the Federal Reserve Board (FRB) in the
U.S. Independence of these financial regulators didn’t take legal reform.
For example, the FRB was known to be under the direction of the Treasury
in the 1960s and 1970s. But since the early 1980s under Paul Volcker, the
FRB has been known to be independent. It’s probably the most indepen-
dent central bank in the world now. But this was achieved without reform.
One reason that explains this transformation is the change in the public’s
notion regarding the role of the regulators. The question of what changed
this informal institution is a really difficult one, though. 

Let me just add a quick comment on relationship among regulators.
When there are multiple regulators, a natural question that arises is who
sits in the driver’s seat. For Korea, it tends to be MOFE, while in the UK, it
probably would be the FSA, and the FRB in case of the U.S. Which model
is right? I do not think there can be a uniform answer to the question. It
varies across countries according to surrounding institutions. Included in
the institutions are the legal system of a country, the historical reputation
of each regulator, and random historic accidents.

Dr. Chang-Gyun Park: I think that I can summarize what I’ve learned
in one sentence: It is the people, not the laws or formal institutions that
actually make it possible for financial regulators to achieve their true goals
or missions. Also, I would like to say, contrary to the opinion that substan-
tial changes in substance are not being suggested in financial regulatory
reform, I do think we are suggesting some substantial changes. Let me
give you an example. We suggested that the separation existing among the
securities industry should be removed. In Korea, if you are involved in
underwriting or brokerage, you are not allowed to be involved in the sell-
ing or brokering of futures. These two are separated. If you want to be
involved in that kind of business, you either need to set up a subsidiary or
set up a financial holding company. It’s not allowed under one roof. We
suggest that this rule of separation should be removed, since it seems to be
unnecessary at the moment. That’s just one example of many others.

Dr. Hyeon-Wook Kim: I would like to make a comment on herd behav-
ior. Simply put, herd behavior is a factor that triggers individual financial
institutions to open the doors to the problems that can cause a systemic
crisis. I think regulators should keep an eye on systemic risk rather than
herd behavior. In other words, rather than looking at herd behavior and
providing a safety net, financial supervisors should recognize that this is a
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problem that financial institutions expect and represents the implicit guar-
antees and also herd behavior. 

Also, I think the view that the FSS and FSC are controlled by MOFE
comes from the FSS itself. When you examine the data in the papers, you
can see that Korean financial supervisors are paying too much attention to
macroeconomic situations rather than the balance sheets or viability of
individual financial institutions. That may be a reason why lots of people
believe that the MOFE is controlling the FSS or FSC. 

Dr. Joon-Kyung Kim: I trust that this conference provided a big
momentum for KDI’s research project regarding legal regulatory reform
commissioned by MOFE in collaboration with the Center for Financial
Law at Seoul National University. 

I would like to comment on the problems related to time inconsistency
in implementing regulatory or financial supervisory policies. We know
that regulatory or supervisory policy is supposed to be implemented as a
microeconomic policy instrument to resolve market failures, which can be
caused by asymmetric information or agency problems inherent in the
financial sector. Instead, in Korea you find that these policies at times are
used as a macroeconomic policy instrument—for example, to boost the
economy. For instance, during the credit card boom, the regulatory and
supervisory authority seemed to not have taken timely actions against the
overextension of credit to consumers. Also, we find that in the real estate
sector, the government often takes a deregulatory approach to help revive
the real estate market, and on the other hand, whenever the real estate
market was booming, it would take a reregulatory approach. So what we
find is that the boom-bust cycle tended to be repeated. In this respect, it is
important to ensure that a regulatory or financial policy is not used as a
microeconomic policy in order to maintain credibility of policy or time
consistency.

Chairman: Before I bring this roundtable discussion to a close, I would
like to take this time to thank all the conference participants for their hard
work and knowledgeable insights. I am sure that the papers and discus-
sions will prove to be very valuable not only to researchers but also to pol-
icy makers. Lastly, let me express my appreciation to the organizers of this
conference. The conference was made to be a success by the leadership of
Dr. Lee-Jay Cho, the dedication of Professor Y. H. Kim, and the hard work
of Dr. Joon-Kyung Kim. Now, I would like to turn the floor over to Dr. Lee-
Jay Cho.

Dr. Lee-Jay Cho: Well, we have finally come to the end of the two-day
conference. I think we can say the conference was almost a success in
terms of the quality of the papers presented, discussions, and interactions
that took place. And we have learned from the wisdom of people with
great experience in this area as well as we have a bright set of people
doing research in this area, and I just want to change the color of the con-
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ference, ending the conference by quoting a line from a another very high-
ly popular, respected Chinese Tang Dynasty professor. He has written a
long poem. The line I am going to quote comes after he has beautifully
described the music playing as long, sweet, sad, fast, quick, joyful, and
pleasant—exhausting all the sounds that make it so beautiful. Then he
says, “No sound is far better than sound.” Similarly, I think we have heard
beautiful interactions and sounds that are related to regulatory financial
reform, like having heard a great piece of music by an orchestra. Confer-
ences like this can start with a great dragon’s head but end with a skinny
snake’s tail. But I think this conference began with a dragon’s head and
ended all the way with a dragon’s tail. So on this occasion, I want to
extend sincere appreciation to Dr. Choongsoo Kim, president of KDI, who
has provided tremendous leadership in leading, I would call it, high-quali-
ty staffs he has demonstrated with his views and ideas and wisdom in the
course of this conference. And we appreciate all the friendship we have
developed over many years. And we are evolving into greater cooperation
in the years to come. I want to extend our sincere appreciation to people
who have traveled a long distance: London, Boston, California, Australia,
and Japan. With that, I want to say thank you.
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