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Abstract

This paperprovides a novel analysis of the South K orean financial crisis draw ng on the
findings of a unigque survey of IM F W orld Bank officials and South K orean econom ists.
The survey reveals that overoptn ism and inadequate recognition of fnancial risks
hadvertently led to excessive risk taking by Korean fnancial hterm ediaries. Tk also
hdicates that the sources of over-optin istic assesam ents of East A sian econom Jes,
hcluding Korea, were m ainly t© be found outside East A sia, lncluding the M F, the
W orld Bark, westem m edia and analysts. W esknesses I risk m anagam ent w ere the
result of (i) Jack of expertise In relation to handling the rsks associated w ith capial
flows, and (ii) dishcentives to m anage risks em anating from a rhtvely successful
history of governm ent provided safety nets for both ndustry and banking. Fancial
Iiberalisation w idened risk-taking opportunites, by allow ng lending to com panies
outside K orea. Ttalso created additonal dishcentives form anaging risk by htensifying
com petiton and eroding bank franchise values. Fnally, weaknesses In prudential
regulation allow ed bank portfolios t© becom e much riskier, In portently in term s of
m aturty m is-m atches betw een dollar-denom nated assets and liabilibes. The Iiquidity
crisis, which follow ed the re-assesam ent of the South K orean econom vy by Intemational
Jenders n Jate 1997, triggered a fullblown financial crisis because of the absence of an
effective ntermational Jender of last resort.
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1.Introducton
Fancial liberalisation Ivolves a relaxation of interest rate and capial controls,
therefore, itmay In principle lead t© a m ore efficient allocation of credit w ith banks

m aking higher retums on their Joans Fry, 1995). Fnancial liberalisation, how ever, also

offers fertdle ground for banks to dulge In m oral hazard behaviour Caprio, 1992;
M cK innon and Pill, 1997; C orsettd, Persenti and Roubini, 1999; Huang and Xu, 1999;
Hellnann, M urdock and Stiglitz, 2000). Indeed, Icreased deposit rate com petition
erodes profits and Jow ers franchise values (ie. the capitalised value of expectad future
profits), which In tum creates hcoentives for m aking risky Joars H ellm ann M urdock
and Stglitz, 2000). G overmm ent provided safety nets n a liberalised financial m arket
may also nduce m oral hazard behaviour. hdeed, such safety nets may lead t© over
Tnvesm ent n unprofitable projects and m ay persist because the governm ent’s prom ise
of a bailbut allow s banks t© gan access o foreign borow ng (€ orsetd et al, 1999).
Fancial Jberalisation m ay, therefore, induce riskier banking behaviour and offers an

envirorm ent n which a fnancial crisism ay ocour

This paperprovides a novel analysis of the South K orean financial crisis draw Ing on the
findings of a unigque survey of IM F W orld Bank officials and South K orean econom ists.
The survey reveals that overoptn ism and hadequate recognition of fnancial risks
hadvertently led to excessive risk t@king by Korean financial interm ediaries. Tk also
hdicates that the sources of over-optin istic assesam ents of East A sian econom Jes,
ncluding Korea, were mainly t© be found outside East A sia, lncluding the M F, the

W orld Bank, western m edia and analysts. W eaknesses In risk m anagem ent w ere the

! Fora recent account of the mle of financial nstiutions i the South K orean econcm v see D em etriades
and Luintel (2001).



result of (i) Jack of expertise In relation to handling the risks associated w ith capial
flows, and (i) dishcentives to m anage risks en anating from a relatvely successful
history of govermm ent provided safety nets for both hdustry and banking. Financial
Iiberalisation w dened risk-tvking opportunites, by allow ng lending to com panies
outside K orea. Ttalso created additional disihcentives form anaging risk by htensifying
competition and eroding bank franchise values. Finally, weaknesses In prudential
regulation allow ed bank portolios t© becom e much riskier, In portently in term s of
m aturty m is-m atches betw een dollar-denom nated assets and liabilides. The liquidity
crisis, which follow ed the re-assesam ent of the South K orean econom y by Intemational
Jenders n Jate 1997, triggered a fullblown financial crisis because of the absence of an

effective ‘ntemational lender of lastresort’ (ILLR).

Two sets of hitewiews were carried out?. The first in W ashington DC during the
Auttmn of 1999 and the second In Seoul during April 2000. A sam istuctured
questionnaire rlating to factors that contrbuted t© the crisis was enplyed’ T
W ashington 15 officials of the IM F and W orld Bank w ere nterview ed and in Seoul 29
private and public sector econom ists were nterviewed. A 1l nterview ees had direct

experence of the South K orean crisis.

The nterview regponses, in addition t© providing unigue nsiohts nto the causes of the
crisis, allow us to offera novel theoretical analysis of the crisis. To this end, w e adopta

theoretical fram ew ork em ployed by G reenw ald and Stiglitz (1990), Caprio (1992), and

2 The surveys w ere carried outby Panicos D em etrdades (PD ). Tn Seoul, PD w as assisted by Eun Jun Jang
and JiEun Jun, w ho acted as translators w here necessary .

> Dr Mark Steln, of South Bank University Bushess School, offered advice with respect o the
form ulation of the questionnaire.

‘A profile of the posts held by South K orean econom ists at the tin e of the crisis is reported In the
Appendix.



Greenwald, Levinson and Stglitz (1993). Specifically, we study the choice of bank
portfolios under conditions of over-optim ign , m oral hazard and increased com petition.
A dditionally, w e utilise banking and financial data to solidify the argum ents developed.
The diagramm atic analysis offers a useful exposition of the lnks betw een financial
Iberalisation and banking crises, and, as such, provides m ore general policy Jessons for

financial lberalisation.

The areas that the survey focuses on are reflected In the sttucture of the paper. Thus,
Section 2 focuses on overoptm ign and studies its inpact on banking behaviour.
Sections 3 and 4 present an analogous analysis of moral hazard and financial
Iiberalisation respectively. Section 5 provides a synthesis of the South K orean financial

crisis. Finally, Section 6 summ arises and concludes.

2.0 veroptin ism
2 1 Survey results
Table 1 r=ports regponses to questions conceming over-optim iam . Foreach question the
num ber that resgpond In each category of response is reported (oercentages are In
parentheses). Th order t© com pare the perspectives of M F ard W orld Bank officials

W ash) wih the private and public sector econom ists from South Korea (SK) their

responses are reported separately foreach question.

Both the South Koran econom ists and the M FW orld Bank officials agreed that
econom ic agents had over-optim istic expectations about the progpects of East A sian
econom Jes prior t© the crisis. The M FAWW orld Bank officials appeared to be more

certain of this as 86 67% thought this was the case against 65 52% of South K orean



econom ists. Both groups of individuals thought the nform ation produced by the M F
and W orld Bank regarding the prospects of the East A sian econom y w as not accurate;
80% and 7241% , reypectively. Nevertheless, a lower proportion of each group
considered this t© be a contributory factor to over-optin iam @4 83% of South K orean
econom ists and 40% of M FAW orld Bank officials). Th addition, 31.03% of South
K orean econom ists and 33 33% of M FIW orld Bank officials thought the assesan ents
m ighthave been a factor. Thus, a Jarge proportion of nterview eesw ere at Jeast nclined
o pont to the M F and W orld Bank assesam ents of the East A sian economy as a
contributory factor tow ards over-optin i9m conceming econom ic progoects I the area.
M ost M FA orld Bank officials (66.67% ) also thought that the westem m edia and
financial analysts were regponsible for generating overoptim iam conceming the
prospects of the East A sian econom jes. South K orean econom ists, how ever, w ere less
nclined t© blam e the westerm m edia as 44 83%  thought this was the case. Th contrast,
the South Korean econom ists were more lkely t© believe that the South K orean
financial nsttutions were over-optm istic about nvestm ent payoffs (61.72% against

4667% ).

2 2 Analysis

Bank m anagersm ay play an In portentrole In tranam itthg over-optn ism  throughoutan
econom y . This is because banks are at the centre of the flow of fimds in an economy
and because they price credit for Iiquidit~constrained fimm s H erring, 1999) . Thus bank
m anagers' opnion of financial lberalisation inpacts on the nondoank private sector.
Overoptim iam of the benefits of financial liberalisation m ay occur because signals of
poorly perform ng firm s m ay notbe revealed due to softbudget constramnts Huang and

Xu, 1999). This sends an incornrect signal to other econom ic agents, generating unduly



optn istic expectations regarding firm s’ perform ance and m acroeconom ic perform ance
if this practce is widespread. Overoptm ign also means that hdividuals fail ©
appreciate nvestm ent risks and their consequences In a liberalised m arket. Thus,
cognitive biasesm ean that ndividuals incorrectly calculate the probability of a financial
crisis H erring, 1999) . Bank m anagers behaviour due to over-optm ign is not tam pered,

how ever, due to poorrisk m anagem ent system s.

W em odel the behaviour of a representative bank m anager w orking for a representative
bank. W e ke the view that the bank manager is an agent of sharcholders and
undertakes decisions on their behalf. The m oral hazard of agents, therefore, plays an
htegral wle n nvestm ent decisions. Follow Ing Stiglitz and W eiss (1981), the m anager
confronts an adverse selection problan . A s the contractual rate of Interest she sets on
Joans rses there is an Increase n expected portfolio retums untl the expected portfolio
retum reaches a critical value and declines because low er risk borrow ers are deterred
from borow Ing and increasingly riskierbornow ers are m ore w illing t© borrow . Thus, as
the contractual rate of Interest ncreases, the standard deviation of the bank manager’s
portfolio aleo nhcreases. Thus, the Joan fronter (LF) tBkes an nverted U -chape, as
iustrated n Figure 1. The bank m anager nterm ediates a given level of w ealth and has
access o altermative nvestm ents, governm entbonds, in which t© vesta proporton of
thiswealth Greenwald etal, 1993). The govermm ent bonds yield an expected retum (L
+ g) and are assum ed t© have zero risk . An efficient portfolio frontder EP) is defined by
aray from the expected retum of the govermm entbond (1 + g) that is engental t© the
Joan risk-retum frontder. The t@ngency at r is the contractual Joan mate that m axin ises

the expected retum on Joans. Th Figure 1 the representative bank m anager’s Indifference



curve is ilustrated by 1 . It is assum ed that the bank m anager is risk averse; hence the

ndifference curve is convex o the orighn

Overoptm Ian m eans that the bank m anager expects a higher pay-off for any given
Jevel of rigk. Thus, In Figure 1 the bank m anager perceives the Joan risk-retum fronter
she faces t© be LF;, when the tue fronter is represented by LFg. The fraction of the
banks assets going on loans, and therefore the optim al portfolio, is determ ned by
tEngency betw een the bank m anager’s preferences and the efficient portfolio frontier.
W hen the bank m anager is over-optn istic the portfolio held is represented by point a,
which has an expected retum of T' w ith a stendard deviation of 6. Concidentally, at
point a, the bank m anager's portfolio does not nclude govermm ent bonds. H ow ever,
given that the ttue Joan frontier is represented by LF o, the true efficientportfolio frontier
I EPy. If the bank m anager decides not to hold any goverrm ent bonds 1n her portfolio
then thism eans the portfolio w illbe atpointb. Thus, the expected portfolio retum ism *
and the portfolio standard deviation is 6 * . Therefore, both the expectad portfolio retum

is Jow erand the portfolio stendard deviation is higher than the bank m anager believes.

W e have therefore dem onstrated that over-optim iam Jeads to bank m anagers &king
higher risks w ith Jow er retums. In portantly, w e have al®o shown that risky behaviour
can occur w ithout appealing t© m oral hazard behaviour. E ffective risk m anagem ent
system s, and/or prudential regulation should, however, be able t© prevent such

ehaviour.

> Em ployees are typically characterised as risk averse and receive nsurance from sharehoXers via a fixed
com ponentto theirpay (ie.salary) while it is the sharecholders of the firm thatbear the risk as they derive
a residual incom e from the em ployees activities. K night (1921) is an early exponentof thisview .



3.G overmm ent msurance and m oralhazard

3 1 Survey results

R esponses t© questions conceming the factors affecting m oral hazard w ithin the context
of financial reform are reported I Table 2. A high proporton 93 1% of South K oran
econam istsand 80% of M F MW orld Bank officials) believed that South K orean financial
sttutons enjpyed inplicit guarantees from the govermm ent prior to the crsis.
M oreover, upon further questioning, many IM FIW orld Bank officials believed that the
financial msttutions enjpyed explicit guarantees. There is indication from K orean
econaom Ists that the econom vy relied on goverm ent backing, which led to com placency
and continued bad loans via foreign nvestors because of the govermm ent guarantees.
Thdeed, 82.76% of South Koran econom ists and 80% of M FW orld Bank officials
believed that these guarantees encouraged excessive risk taking. This Implies that
govermm ental guarantees nduced nvestor moral hazard. Neither group, how ever,
thought that this factorw as the prin e cause behnd the crisis. N evertheless, the m ajprity
of South Korean econom ists and M F/ W orld Bank officials (6552% and 7857% ,

regoectively) thought itw as a contrbutory factor to the crisis.

The m ajority of both South K orean econom ists and IM F W orld Bank officials thought
the prine beneficiary of postcrisis rescue packages were the nhtemational
Jenders/mvestors. This is supported by the factthat 58 62% of South K orean econom ists
and 53 33% of M F MW orld Bank officials thought that the rescue packages w ere able t©
cover a large part of thelr Josses. For dom estic banks, In contrast, 65 52% of South

K orean econom ists and 60% of M F W orkd Bank officials did not think that dom estic
banks had a Jarge part of their Josses covered by rescue packages. This suggests that

m oralhazard, if any, w as notassociated w ith shareholder behaviour.



The m ajprity of South K orean econom ists and the M FIW orld Bank officials (82.76%

and 80% , regpectively) were both agreed that there had been significant changes t©

genior m anagem ent and or the board of directors at troubled financial insttutions as a
result of the crisis. There is also some ndication that those ndividuals thought
regponsible for the crisis were ram oved from  their posts; 60% of M FW orld Bank
officials thought this was the case, however, 51.72% of South Korean econom ists
thoughtonly som e had been ram oved. A gamn, these findings seam  t© suggest thatm oral
hazard behaviourby bank m anagers, if any, w as to a Jarge extentpenalised, even though
not fully. Thus, the m oral hazard argum ent as an explnation for excessive risk aking

by bank m anagers receives only lin ited supportby the survey findings.

A high proportion of South K orean econom ists (82.76% ) and M F W orld Bank officials
80% ) thought that tighter prudential regulation could have m itigated the problem of
excessive risk Bking within the flnancial systam . Som e suggested that this could be
achieved through a better disclosure systam making the system more transparent,
upgrading the loan classification systam , inproving capial adequacy, and In proving
accountng practices. A tighter regulatory regin e, therefore, could have reduced m oral
hazard, which m anifested n the form of K orean financial hstiutions investng In jink

bonds in Russia, Thailend, lhdonesia, and M alaysa.

32 Analysis

The analysis w e present here considers the m oral hazard of a bank m anager and the
financial incentives for behaving in a particular fashion.M oral hazard m eans the bank
m anager is gam blng w ith depositors and creditors cash. This is not I depositors or

creditors best Interests. H ow ever, if govermm ent insurance is provided neither of these



groups have a financial mcentive t© monitor bank m anager behaviour. M oreover,
depositors and creditors are not concemed if the bank m anager gam bles. The effect of
deposit nsurance, therefore, is to create a m oral hazard problem by creating incentives
for the bank m anager to nvest n riskier assets that yield higher expected retums. The
bank ‘s sharcholders are not detrim entally affect £ they have sufficiently diversified

theirown portfolio.

The provision of deposit nsurance will result n the bank m anager being less risk
averse, which means that her ndifference curves becom e flatter. Th Figure 2 this is
ustated by & being flater than Iy. W hen fnancial lberalisation occurs and the
controls on hterest rates or reserve requirem ents are reduced, the m anager w i1l change
her portfolio from that illustrated by pointa and the optin al portfolio isnow atpomntc.
This has the effect of ncreasing the portfolio sendard deviation fiom 6* © 6" and the
expected retums from T* © . | principle, the Investor is selling short govermm ent
bonds and borrow Ing at the riskless rate of nterest n order to Invest in riskier assets.
Greenwald et al (1993) argue that the analysis gpplies to any fnancial nsttution

provided w ith in plicit or explicit governm ent insurance.

An effective prudential regulatorw ould of course prevent such m oral hazard behaviour.
However, the Financial Supervisory Comm ission FSC), a consolidated supervisory
body was only created a few months prior to the crisis .n April 1998. Fom erly,
comm ercial banks w ere supervised by the O ffice of Bank Supervision of the Bank of
Korma (Balno and Ubide, 1999). The comm ercial benks, however, were able t©

m ahtahn tmst acoounts thatw ere less regulated than their other banking activities® At

¢ Trustaccounts are considered partofnon-ank financial interm ediation.



the end of 1997 tmst accounts accounted for 40%  of total banks assets Balno and
Ubide, 1999). Thus, trust accounts w ere used to circum vent regulation on comm ercial
bank Jending. Tmst accounts w ere not subkct to reserve requiram ents, there were no
soecific exposure I its, and there was looser control of hterest rates. Thdeed, a
com parison of the interest rates of D epositM oney Banks (DM Bs) and trust accounts In

Charts 1la and 1b illustrates this.

An analysis of the credit risks of banks' assets illustrates Increasingly risky behaviour in
bank practice. A num ber of ndicators suggest that the credit risk of assets held by banks
w as becom Ing increasingly high in the early 1990s. D ooley and Shin (2000) report that
the proportion of credit supplied by banks as a proportion of total credit increased from

about54% I 1990 and reached a peak of 63% I 1996, the year prior to the financial
crisis. M oreover, the proportion of credit w ith collateral o ol credit declined from

40% 1 1990 to about31% In 1996.N ote, how ever, that the proportion of creditw ith no
collateral form ed about54% 1n 1997.This decline from the 1996 figure could be due to
Joan wrteoffs. An increase h portfolio risk is illustated by an ncrease in the
proporton of securites I banks asset portfolios from 12% I 1990 t 16% 1n 1997.
Securities are exposad t© price changes com pared to cash, call Joans and deposits ie. the

other assets In a fnancial hterm ediaries portfolio.

Excessive rigk-taking by banksm ay w ell Jead t© bank nuns and financial panic. D coley
and Shin 2000) state thatw hen the contingent lisbilities of the governm entare equal t©
the govermm ent’s assets, com petition am ongstbank depositors and creditors w illm ean
that the nsurance option Is exercisad. Thus, Ivestors' m oral hazard and a desire t©

avoid Josses cause the attack. The South K orean econom ists w e surveyed thought that

10



w esterm nvestors deciding not o renew Aollover loans and other credits to South K orean
financial nsttutions w as a m anifesation of such financial panic. Indeed, the evidence
suggests that this did occur, particularty n N ovem ber and D ecan ber of 1997, despite
the K orean governm ent announcing a rescue package on 21 Novanber 1997. Betw een
July and O ctober 1997 the mllover rate of the seven largest South K orman Banks was
generally over 85% (in August itwas about 79% ), how ever, in N ovan ber this rate had
dropped to 58 8% and In D ecan ber ithad dropped to 322% (D ooly and Shin, 2000).
The decline In rolloverfenew rates could be due t© westem investors reassessing the
South Korean econamy due to the crisis In Thailbnd and I the region In general,
generating fear of a contagion effect. There m ay also have been concem that the Bank
of K orea w as unable to m eet governm ent guarantees to both dom estic and intemational
Jenders. Chart 2 illustrates that the panic by htemational nvestors caused the Bank of
Koreak foreign exchange reserves t© decline from $29.73 billion In O ctober 1997 t©

$19 .71 billion n Decanber1997.

W e have therefore, illustrated the effect of m oral hazard on bank m anagers' preferences
and the subsegquenteffect on the portfolio they hold.M oreover, if all nvestors behave n
the sam e w ay as the representative bank m anager;, the Individual behaviour of nvestors
may lead to hcreased systam ic risk and pending financial crisis. The focus on private

retums does not consider social costs, especially in the form of system ic rigk.’

4 .F mancial Iiberalisation , com pettion and m oralhazard

4 1 Survey results

7 Thus, financial stability can be thoughtofas a public good.

11



Table 3 reports regoonses t© questions relating to financial Iberalisation in South K orea.
58 62% of Korean econom ists and 66 67% of M FMW orld Bank officials believe that
financial liberalisation via the ram oval of hterest rate restraints and capial controls
leads t© both higher Invesim ent retums and a m ore efficient allocation of resources.
5517% of South K orean econom istsand 53 33% of M F W orld Bank officials believed
that financial lberalisation played a role In generating overoptm ign regarding
nvesm ent payoffs. Some South Korean econom ists further argued that westem
hvestors nitally ganed from high retums in Korea but were operating under an

usion thatean erging m arkets yield higher retums, possibly due t© herding behaviour.

Ihcreased nvestm ent payoffs could com e at a cost ie. mcreased risk undertaken by
Investors. lndeed, 65 52% of South K orean econom istsand 93 33% of M F W orld Bank
officials believed that financial lberalisation &d to increased risks w ithin the financial
system , In the form of credit risk and exchange risk . D egpite the perceived increase in
risk as a consequence of financial liberalisation, 86 21% of South K orean econom ists
and 9333% of M FW orld Bank officials thought that the South Korean financial
Tnsttutions did not have In place the risk m anagem ent systam s that are required t©
manage the new types of risk that arise as a consequence of financial llberalisation.
M oreover, 7586% of South Korean econom ists and 86.67% of M FMW orld Bank
officials thought that South K orean financial nsttutions w ere not equipped w ith the
human capital and expertse t© adequately manage the risks asswociated with the
nterm ediation of Jarge am ounts of foreign capial. h addition, 96 55% of South K orean
econom ists and 7333% of M FAW orld Bank officials thought that the insttutional
fram ew ork of prudential regulation and supervision w as not sufficiently w ell developed

o deal w ith the risks associated w ith the substantal volum es of capital flow s. G ven

12



this background n which financial insttutions w ere operating, the fact that 72 41% of
South K orean econom ists and 100% of M FW orld Bank officials thought that K orean
financial hsttitons and the financial system , on balance, faced increased risk m eant
that financial sttutions would face problan s when operating In a m ore Iiberalised
environm ent. Thdeed, cradit risk, m arket risk, exchange rate risk, interest;, rate risk, and
Tiquidity risks were all dentified by South K orean ecorom ists and M FW orld Bank

officials as different types of risk that the financial msttutions and regulators had t©

face. M oreover, 8621 $ of South K orean econom ists and 80% of IM FW orld Bank
officials thought that fnancial Iberalisation played either a significant or very
significant factor behind the financial crisis. A lthough there m ay have been a contagion
effect degpite Hberalisation, financial liberalisation and the lack of prudential regulation
allow ed m erchantbanks to borrow shortterm and lerd Jong tem |, creating fertile ground

fora Iiquidity crisis.

D espite the m ajrity of both South K orean econom ists and IM F/W orld Bank officials
believing that financial Iberalisation would lead t© higher nvesim ent retums, 65 52%

of the former and 53 33% of the Jater thought that flnancial lberalisation led to the
profits of financial nsttutions being effected downw ards. M any K orean econom ists
who thought that profits would be affected downw ards attributed this t© hcreased

com petition and low er Interest rate m argins.

Table 4 reports the concluding questions regarding the financial crisis. M ost of the
M FIWW orld Bank officials, 73 33% , thought that the crisis could have been avoided
whereas 4828% of South Korean economists concurred with this view . Better

prudential supervision was the factor chiefly m entioned that could achieve this. Thus

13



resulting In less risk t@king and less exposure to default. Slower reform s, better
understanding of the links betw een the corporate and fnancial sectors, and in proved
corporate govemance o that firm s w ere not exposaed t© high debt/equity ratos w ere

also cited as factors that could have prevented the problan .

A higher proporton of South K orean econom ists (79 31% ) compared t© IM FW orld
Bank officials @46 .67% ) ttought that htemational lenders over-reacted to the crisis
when they decided not to renew or rllover loans and other credits to South K orean
Tnstutions. Thisw as attributed t© a coordnation problan as once the panic sarted then
it was ratonal t© ph i, although some thought this was herding behaviour. The
behaviour of westem nvestors was also percelved as shorttem ist causing financial
distress for some Korean fim s (eg. Sam sung Electronics). deed, 93 1% of South
K orean econom ists and 86 67% of M FW orld Bank officials thought that the reaction
of w estern Investors to the crisis w as either a contributory factor or the prin e cause for

exacerbating the financial crisis.

The consequences of the financial crisis for borrow ers w ere potentially serious because
51.72% of South K orean econom ists and 53 33% of M FWW orld Bank officials thought
that illiquid borrow ers becam e lnsolvent as a result of the crisis. There is, therefore,
som e evidence to suggest that the K orean financial crisisw as triggered by the illiquidity
of financial hsttutions em anating from w eaknesses In risk m anagem ent and prudential
regulation . A dditonal inform ation collected durng the hterview s suggested that these
m echanign s m anifested them selves In the form of borow ing and maturity m ign atches,
semm g from shortterm borow g from  overseas sources and longerterm lendng,

again m ostly to overseas borow ers. These activibes essentially underm ined the ability

14



of the Bank of Korea to actas a ‘lender of lastresort! (LLR ) since these labilides w ere

denom ated In foreign cunrencies.

4 2 Analysis

The ability t© raise finance via the issue of foreign curnrency denom inated bonds and
deposits ncreased the lending capacity of financial insttutions n South Korea.
Financial Hberalisation also m eant that South K orean financial hstitutions w ere able to
vest In Russia, Thailand, M alaysia, and Indonesia, as expressed by the interview

respondents above. N otw ithstending the opening of new m arkets in w hich South K orean

financial nsttutions could lend, the findings In Section 4.1 reveal that ncreased
com petition reduced profitm argins as a consequence of reduced nterest rate m argins.
hdeed, for DM Bs, Chart 1a indicates that prior to the crisis nterest rate m argins in the
dom estic m arket w ere narow Ing, particularly on tin e deposits of less than 6 m onths
and general Joans of nationw ide com m ercial banks. M oreover, the nterest rates on these
products w ere virtually identical in Jate 1997 to early 1998 and interest rates on tim e
deposits of Jess than 6 m onths w ere higher than those on general Joans In m id 1998. T
January 1998, interest rates on nationw ide comm ercial banks general loans reached a
peak of 17 53% while depositm oney banks w ere paying 18 26% on tim e deposits of
Jess than 6 months. Tn contrast, Chart 1b Indicates that trust account loan and deposit
rates did notnanow prior to the crisis. Thus, w e can see why deposits and Joans from

these accounts w ere attractive to comm ercialbanks.

G iven that there w as an over-supply of credit, com petition w ould lead t© a decline in the

contractual mte of nterest for a given size of Joan untl credit m arket equilibrim is

attained. In Figure 3, the decline n lending rates is m odelled by interest rates declining
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from r o . If govermm entbond mates ram ain unchanged, this has the effect of rotatng
the efficient portfolio fronter, from EP, t© EP.. Given the mvestor's risk-retum
preferences the equilibriim portfolio shiftis from pointa to pomntb. Thus, the nvestor
m akes a Jow er conttactual retum, T°, on a portdfolio w ith a Jow er stendard deviation o°.
Theoretically, this should cause a decline in Joan Investm ents, therefore, reducing the
supply of Joans G reenw ald and Stiglitz, 1990). In practice, how ever, optin iam in the
South K orean economy meant that South K orean financial instutions were able to
obtain funds on the ntemationalm arkets n order to continue m aking loans and prop up

unprofitable nvestm ents.

The increase n com petition leads to declining retums, which in plies Jow er franchise
values. If the stock m arket is efficient, the equity value of the bank w ill reflect the Jow er
franchise value of the bank . Chart3 show s the stock m arketperform ance of retail banks
and financial services. The stock m arket Index show s the decline of financal services
and retail banks prior t© the crisis. This could be due t© a reassesan ent of the South
K orean economy as there is also a decline in the K orean Stock Price Thdex (KO SPI).
The equity Index of retail banks generally outperform s the KO SPI untl N ovem ber
1993, where the retail banks and financial services underperform the restof the m arket.
This could be due to the equity market resoonding to financial lbermalisation and
expectng the financial nsttutions profits t© reduce as a consequence. Tn addition, it
may reflect the markets assesament of financial nstmtions undertaking risky

Thvestm ents through, for nstance, trust accounts.

Low er franchise values Jow er the Incentives form aking good quality Joans and Increase

the m oral hazard of the nvestor Helin ann et al, 2000). W hether the bank m anager’s
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skills are firm-gpecific or general, if there is a decline in the franchise value the bank
m anager has hoentives to ganble? W hen the bank m anager has fim-specific skills
W illizm son, 1986) she nvests In more risky assets to save her b and contnue
receiving ram uneration for such skills. I herhum an capital is general she gam bles n an
attem pt to Increase the bank’s franchise value so that she is not associated w ith failure,
w hich would detrim entally affect future lifetim e eamings Fam a, 1980). Thus, a declne
I franchise value will Jead to the bank m anager becom Ing less risk averse. The bank
m anager’s Indifference curve will flatten, therefore, from § t L. Conssquently, the
efficient portfolio that the bank m anager holds is at pomt ¢. The portfvlio sendard
deviation is now 6" wih a mtum of . T this case, the financial hstutions are
borrow Ing at the govermm ent bond mate because of govermm ent guarantees. Idead, n
order to conthue attracting intemational nvestm ent the South Korean govermm ent

provided in plicitand explicit guarantees.

W e have, therefore, danonstrated that when financial Iberalisation occurs with a
subseguent Increase In com petition n the Joan m arket, this leads to the bank m anager
undertaking excessive risk because of a decline In the banks franchise value. If the
analysis for the representative bank m anager and bank are extrapolated to all financial
nsttutions In the econom vy, then we seehow the actions of iIndividual agents can create
system ic risk. Thdeed, Dooley and Shin 2000) suggest that liberalisation reduced the
franchise value of the banking system exposing weak balance sheets t© com petitive
pressures that prom oted riskier behaviour by banks. hcreased riskness of mvestor

portfolios m ay alwo Jead t© a decline In franchise values (D ooley, 2000). K orean banks

8 Note that the investor is gam bling by lending this to a recipient, who is w illing t© accept the credit
because itm ay preventbankruptcy or the firm , which the recipient is a m anager of, in the short run and
provide an opportunity to restructure the firm ‘s activities and m ake an unprofitable firm and/or activity
profitable in the future.
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w ere replacing riskless assets w ith riskier securities thatw ere exposad t© greater price
changes. Bank m anagers’ were, therefore, n a vicious cycle that was prom pted by

com petition betw een banks, w hich reduced financial nstitutions' franchise values.

5.Synthesis

Financial lbermlisation led t© haeassed lending and borow g opportunites as it
allow ed nonbank financial nstmtions and banks t© undertake new activites thatw ere
previously unavailable t© them . Tndeed, South K orean financial interm ediaries exploited
these new opportunites. Chart 4 Indicates a steady hcrease In both the foreign assets
and liabiliies of DM B s throughout the 1990s. Prior to the crisis and throughoutm uch of
the 1990s, how ever, South Koran DM Bs foreign liabilibes w ere greater than their

assets. This gap reached a peak of $12 14 billion 1 O ctober1997.

Fencial Iiberalisation also created the potential for ncreased retums and in proved
efficiency in the allocation of capital. Tk also brought, how ever, increased risk because
South Korean financial interm ediaries operated In markets Tn which they had no
previous experience (eg. Russia, M alaysia, ldonesia, and Thailand). O ver-optim ism
and m oral hazard am ongst financial nvestors, cited by the survey respondents, led t©
hereasngly risky vestm ents. Th addition, ‘disaster m yopia’ may also have played a
wle In generating over-optim ism  H erring, 1999). Poor risk m anagem ent system s and a
lack of supervisory control (ooth within financial instiitions and from  the regulatory
fram ew ork) allow ed Investors to hcrease the risk of their portfolios. It is not certamn,
how ever, thatm ore sophisticated risk- m anagem ent system s w ould have prevented the
crisis because such systam s are unable t© m odel high-in pact and Jow-probability risks.

The crisis w as triggered by w estem craditors reassessing their Jending t© South K orea,
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which was prompted by the contagion effects of the Thai crsis. Thh additon,
temational creditors realised that the ability of the K orean goverm ent to honour its
In plicit or explicitguarantees w as eroded by the Bank of K orea s practice of depositing
a large partof its foreign exchange reserves w ith K orean B ank branches overseas. Thus,
htemational Jenders did what w as rational from  their Individual point of view , which
was o refuse o wllover or renew loans to South K orean banks. Chart 2 show s that the
panic resulted In the Bank of K orea’s fo reign exchange holdings declining sharply . This
created serious liquidity problem s for South K orean financial nstitutions because they

w ere borrow Ing shortterm and Jlending long-term .

Chart 5 show s the assets and liabilides of the Bank of Koma. Th late 1997 karly 1998
there w as a sharp decline m the assets of the Bank of K orea. There w as also an ncrease
the liabilides of the Bank of K orea, reflecting the M F rescue package. The m assive
hcrease In the Bank of Kora's assets and the difference between its assets and
liabilides over the subsequent two years Indicates the crisis was largely due t a
Tiguidity problam . The 1apid recovery of the South K orean economy after the crisis is

consistentw ith this argum ent.

The MF was Iwolved In alleviating South Koreas liquidity problems. The M F
anmmounced on the 4 Decamber 1997 its gpproval for a threeyearstend-by credit
equivalent to $21 billion in order to support the liberalisation program ; $5 6 billion was
m ade avaibble mm ediaely. W ith the M F actng as an TLLR Y, the Bank of K orea was
able to Intervene and take over som e of the foreign liabiliies of financial nsttutions.
Tndeed, Chart 4 indicates that the liabilities of DM Bs w ere reduced from $48 26 billion

I Novan ber 1997 t© $31 95 billion In Decam ber 1997, while Chart 5 indicates that the
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Iiabilities of the Bank of K orea Increased from $0 64 billion in November 1997 to $9 83
billion In December 1997. W ih the MF actng as an ILLR, alng wih a
m icroeconom ic restructuring package, confidence in the South K orean economy soon

retumed.

6.Summ ary and concluding rem arks

This paper presents new results on the South Korean financial crisis usihg a unique

survey of M FIW orld Bank officials and South K orean econom ists who had firsthand
experience of the crisis. The survey is usad t© focus the analysis on particular factors
associated w ith financial liberalisation : over-optim ign , m oral hazard due to governm ent
safety nets, and moral hazard due to declining franchise values. A1l these factors,

com bined w ith w eaknesses n prudential regulation, resulted In ncreasad risk-taking by
banks, which m anifested itself in the form of m aturity m is-m atches between foreign-
currency denom hated assets and labilibes. W hen intemational creditors' re-assessed
the South K orean econom v, In the Iightof the Thai crisis and its contagion effects n the
region, they discovered that the South Korean govemm entts ability to honour the
obligations of K orean financial nstitutions w as severely Iin ited. W hatw as rational for
Intemational Jenders to do on an dividual basis w as, of course, to refiise t renew or
lover Joans to South K orea. H ow ever, the absence of an ILLR m eant that the Iiquidity

crisisw as able t© triggera fulbkblown financial crisis, w ith w idegpread banknptoies.

An inportant policy lesson t© be leamt from our analysis is that capital account
Iiberalisation erodes the ability of national central banks to act as Jenders of last resort,
w eakening an In portant safety valve of fractional reserve banking. Even worse, In an

environm ent where agents are Jeaming about the hew model' of the financially
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IJberalised econom vy, they m ay continue to assum e the existence of im plicit or explicit
safety nets, thereby taking advantage of the w dened risk-Bking opportunites. Due t©
these factors, cgpial account lberalisation can prove caastophic unless it is
accom panied by prudential m easures ain ed at lin itng risk-taking, partcularly foreign-
currency ligquidity risk. Such measures will essentially work like capital contmols,
Iim itng the ability of dom estic financial insttutions t© acquire certain types of foreign
assets. The only altemative t© this is to es@blish an effectve ILLR, which may be
In practicable or politically unacceptable, given that an effective ILLR would require

unlim ited resources.”

Anotherpolicy lesson, which to som e extentappears to have already been leamt in both
A g and W ashington, is to curb the euphoria associated w ith fnancial liberalisation. Tn
addition, a heightened aw areness of the risks em anating from financial liberalisation

could, In the future, prove t© be one of the keys to successfiil financial Iiberalisation .
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Table 1 -0 veroptim ism

Question Yes &) No &) M aybe & ) Don'tknow &) Noresonse %)
SK W ach SK W ash SK W ach SK W ash SK W ach

M ostanalystsnow argue thateconom ic actors had over— 19 13 4 1 6 1 0 0 0 0

optin istic expectations aboutprogoects of EastA sian ©552) @B667) @3.79) (6G67) 069) (©67) ©) ©0) ©) ©)

econom Jes. D o you agree?

Do you think thatthe M F and theW orld Bank alw ays 1 1 21 12 4 1 1 0 2 1

produced accurate and objective assesam ents of the B 45) 667) (241) @®000) @3.79) (L) 3 45) ©0) 690) 667)

prospects of EastA sian econom des (in theirpublications,
country repors etc)?

- Ifyes, could ithe the case that they m ay have contrbuted 13 6 3 2 9 5 1 0 3 2

to over-optin igm ? @483) @000) (@1034) (@333) (@103) @333) (@45 ©) (1034) (@1333)
Do you think thatthe w esterm m edia and orw estem 13 10 4 3 5 2 4 0 3 0
financial analysts played a ke in creating overoptdm isdc @4 83)  ©667) (1379) @000) (@1724) (@1333) (1379) ©) (10 34) ©)
expectations about the progpects of EastA sian econom ies?

Do you think thatK orean financial insttutions played a 15 7 5 5 6 2 0 1 3 0
1ole In creating over-optn istic expectations about 6172) @eo7) (1724) (B333) @069) (1333) ©0) ©667) (1034) ©)
Tnvestm entpayoffs?

Notes: (1) Parcentagesmay nottotal 100 due o rounding. 2) SK andW ash referto nterview eeslbased n South K orea and W ashington, regpectively.
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Table 2 -M oralhazard and financial reform

Question Yes &) No &) M aybe & ) Don'tknow & ) NoRegoonse ()
SK W ash SK W ash SK W ash SK W ash SK W ash
Do you think that financial nstitutions in K orea enjpyed 27 12 0 1 2 1 0 1 0 0
In plicitguarantees oy the govermm ent) priorto the crisis? ©310) (B0.00) ©0) ©67) ©90) 667) ©) ©6567) ©) 0)
- Ifso,do you think that these guarantees encouraged 24 12 1 0 4 1 0 0 0 2
them t© take excessive risks? 8276) ©8000) (345) ©0) a379) ©67) ©0) ©0) ©0) 13 33)
- W ere the m plicitguarantess a significant factor - - - - - - - - 1 2
behind the crisis? 3 45) (13 33)

a) Theprimecause 6 R069)1 (667)

b) Contrbutory factorl19 6552) 11 (78 57)

c) Notsignificant3 (1034)1 667)

W ho do you think w as the prim e beneficiary from the rescue - - - - - - - 3 1 0
packages thatw ere put together after the crisis? @000) (@B45) ©0)
a) Dom estic corporations (1e.chagbols) 3 (1034) 2 (13 33)

b) Domestchanks6 2069)1 667)

c) Thtemational nvestors/lenders 19 (6552) 9 (60 .00)

Do you think that rescue packages enabled dom estic banks 3 4 19 9 6 2 0 0 1 0
o covera large partof their Josses? (1034) @667) 6G552) ©O00) @Q069) (1333) ©) ©0) 3 45) ©0)
Do you think thatrescue packages enabled intemational 17 8 6 1 6 4 0 2 0 0
Thvestors/lenders to covera Jarge partof their losses? BG862) (B333) Q069) 6G67) Q069) R667) ©) 13 33) ) ©)
H ave there been any significant changes in the senior 24 12 1 0 3 2 0 1 1 0
m anagem entand brboard of directors of troubled fnancial  ©8276)  ©60.00) 3 45) ©) (1034) (@1333) ©0) ©6567) 3 45) 0)
Thsttutions as a resultof the crisis?
W ere those thoughtresponsible for the troubles ram oved 12 9 2 0 Som € H ave: 0 0 0 0
from theirposts? @4138) (6000) (690) ©0) 15 6 ©0) ©0) ©0) ©0)
G172) @000)
Do you think that tighterprudential regulation could have 24 12 1 1 3 2 1 0 0 0
m ibgated the problam of excessive risk Bking n thebanking 8276) (B000) (@ 45) 667) (@1034) (@1333) @45) ©0) ©0) ©)
Systam ?

Note:SeeTablke 1.
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Table 3 : Financial L beralisation

Question Yes &) No &) M aybe & ) Don'tknow &) Noresonse &)
SK W ash SK W ash SK W ash SK W ach SK W ach

M any econam ists believe that financial liberalisation 17 10 1 2 10 2 1 1 0 0

FL ) : the ram oval of interest rate restraints and capial G862) (667) (B45) (1333) (3448) (1333) (345) 6567) ©0) ©)

controls) Jeads to higher nvestm entretums (m ore
productive Investm ents, m ore efficientallocation of
resources) . D o you agree?

- G iven this, do you believe thatFL. may haveplyed 16 8 7 4 4 3 2 0 0 0
som e role In creatng over-optn istc expectations (6517)  (6333) @414) 667) (@13.79) @000) (©90) ©) ©0) ©)
about Investm entpayoffs?

Som e econom ists believe that FL Jleads to ncreased risks 19 14 4 0 6 1 0 0 0 0
I the fnancial system (e g. exchange 1ate risk, credit 6552) ©333) (@13.79) ©0) R069) (667) ©0) ©0) ©0) ©0)
risk, interest rate risk) . D o you agree?

D id K orean financial institutions have in place the risk 2 0 25 14 2 0 0 1 0 0
m anagem ent systam s required to m anage thenew types 6 90) 0) 8621) (©333) 690) 0) 0) 667) ©) 0)
of rigks thatFL, m ay bring about?

Do you think thatK orean financial nsttutionsw ere 1 1 22 13 6 1

equipped w ith the hum an capital and expertise t© B 45) 667) (7586) ©667) Q069) (667)

adequately m anage the risks associated w ith the
nterm ediatbion of large am ounts of foreign capial?

Note:SeeTablke 1.
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Table 3 € ontnued)

Question Yes &) No &) M aybe & ) Don'tknow & ) Noregonse & )
SK W ach SK W ash SK W ash SK W ash SK W ash
Do you think that the institutional fram ew ork of prudential 0 0 28 11 1 2 0 2 0 0
regulation arnd supervision w as sufficiently w ell developed to 0) 0) ©655) (71333) (345) (@1333) ©0) (13 33) ©) ©)
dealw ith the risks associated w ith substantial volum es of
capial flow s?
Do you think thatFL, affected the profitm argins of financial - - - - - - 1 6 2 0
Institutions? 345) @000) (290) ©0)
a) Upwardsb (1724)0 ()
b) Dowmwards19 (6552) 8 (63 33)
c) Noeffect2 690)1 667)
Taking into accountthe new types of risksasw ell as the 21 15 3 0 4 0 1 0 0 0
responses of financial insttutions and regulators, w ould you say (72 41) (L00) (@034) ©0) 13:79) 0) 3 45) ©) ©) ©)
thaton balance FL increased the risks faced by the K orean
financial nsttutions/systan ?
Do you think thatFL w as a significant factorbehind the crisis? - - - - - - 0 0 0 0
a) Very significant8 2759)5 (33 33) ©0) ©0) ©0) ©0)

b) Sinificant17 (6862)7 4667)
c) Notsignificant4 (1379)3 0.00)
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Tabl 4 - C oncluding questions

Q uestion Yes &) No &) M aybe &) Don‘tknow & ) Normesonse %)
SK W ash SK W ash SK W ash SK W ash SK W ash
Do you think that the crisis could have been 14 11 5 0 10 4 0 0 0 0
avoided? @48 28) (7333) (1724) 0) 34 48) (667) 0) ©0) ) 0)
Do you think thatw estem nvestors (ncluding 23 7 2 5 4 2 0 1 0 0
fimd-m anagers) overreacted (panicked (79 31) @4667) (©90) (333) (@13.79) (1333) ©0) 667) ) ©0)
urmecessarily) when they decided notto
renew Aollover loans and other credits t©
K orean nstitutions?
- TIf=o,how mporantw as thisasa factor - - - - - - - 1 2 1
n exacerbatng the crisis? 667) ©90) (©67)
a) Theprimecausell 3793)6 40.00)
b) Contrbutory factorl6 6517)7 @6 67)
c) Notsignificant0 (0) 0 (0)
- Do you think that illiquid borow ers 15 8 4 0 0 0 8 4 4 3
becam e nsolventas a result? (61.72) (333) (13.79) ©0) ©0) ) @759) @667) @379) ((000)

Note:SeeTablke 1.
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Appendix
Table A 1: Profile of R egpondents at tim e of July 1997 (nterview s conducted during

10420400 :n Seoul)

Thsttution Presidential D irectorBoard  Senior Econom ist/
comm ission on managanenty Fellow
financial reform Chief

Econom ist

Bank ofK orea - 2 1 2
Korea 1 - 1 2
D evelopm ent

Thsttute

M inistry of - 2 - -
Finance

K orea Institute of 1 2 1
Fiance

Korea Small 1 - - -
Bushess research

Thsttute

Econom ic - 1 - -
R esearch nsttute

A cadeam ic 1 - - -
Financial

Tnsttutions:

K orea Exchange - - 1 -
Bank R I.

K orea FirstBank - - - 2
Ciy Bank - - 1 -
hdustrial Bank of - - 2 -
K orea

C reditSw iss First - - 1 -
Boston

K orea Long Term - - - 1
CreditBank

Chaebols:

HyundaiR I. - - 1 1
HarwhaR I. - - - 1
Total 4 5 10 10

Notes: (1) R I.m eans Ressarch hsttute. 2) K orea Institute of F nance: R esearch Tnstitute
owned by comm ercial banks.
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Figure 1

O ptam al Jender portfolio w ith over-optim ism
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Figure 2

M omlhazard and risk
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Figure 3

O ptim al Jender portfolio w ith nterdank com petition
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Chart2 -Foreign Exchange H odings
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Chart3 -Stock M arket Perform ance of K orean Banks, F hancial Services, and KO SPT
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