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East Asian Financial Systems
as a Challenge to Economics:
Lessons from Taiwan

Robert Wade

[n economics something has only to be called a i dity” for it to be
recognized as bad. Rigidity means that market processes face some inter-
ruption, some obstacle, often of a bureaucratic or political kind. So when
economists writing about Taiwan’s financial system make frequent use of
the word," they are signaling that something is wrong. They have refrained,
in general, from trying to relate the rigidity of the financial system to
Taiwan's spectacularly successful industrialization, which 1 arguably the
most successful (by the double criterion of income growth and equity) that
the world has ever seen. Erik Lundberg is an exception. In the course of
along essay on Taiwan’s monetary and fiscal policy, he states the relation-
ship between the financial system and industrialization as follows: “In spite
of these shortcomings . . . the financial system as a whele must have
contained enough resilience and elasticity to meet the most urgent needs
of a rapidly growing economy in a great transformation process.” It must
have, indeed.

Tautologies can have their uses, but in this case Lundberg's serves only
todiscourage further thought. Here I shall argue that the rigidity of Taiwan’s
financial system has been a positive factor in its industrialization. Those
features which constitute rigidity have helped

® to get financial savings into the banks;
® to keep real savings vithin the country for use by the country's own
investors;
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® to encourage an active industrial policy, and

® to give the governn ent a particularly powerful tool for effecting industrial
policy; while

@ the success at mobilizing savings has had a direct bearing on the character
of that industrial policy.

The financial system and industrial policy are thus closely linked; which is
surprising only in relation to much of the discussion about industrial-policy-
in-general, which dcals with the “real” cconomy as though the “real” could
be kept distinct from the “nominal.”

What is more, the financial systems of those other most successful cases
of twentieth century capitalist development—Japan and South Korea—
hear a close resemblance to Taiwan’s, as also do their industrial policies.
‘The financial systenvindustrial policy nexus described here for Taiwan
applies to these other countries too, and there are good grounds for
presuming that it is an important part of the explanation of the superior
economic performance of all three. At any rate, all three are qualitatively
distinct in their financial systems and industrial policies from those of
Anglo-American-type ec ies, and (not latedly) distinct also from
what mainstream economics regards as desirable.

Investment and Savings

Over the period from 1965 to 1980, Taiwan's gross domestic capital for-
mation ran at an average of 28.4 percent of GNP. This is one of the
highest, perhaps the highest, rate of any country in the world over that
extended period. South Korea (Korea hereafter), also a heavy investor,
averaged 26.5 percent, atout 2 percent less.” In 1980, Taiwan's gross
capital formation accounted for 35 percent of GDP (tied for first with
Yugoslavia and Romania amongst the middle-income countries), which was
significantly more than Koiea’s 31 percent.'

What makes Taiwan's performance even more extraordinary is that
investment was financed entirely out of domestic savings; the share of
domestic savings in GNP over 1965 to 1980 was 28.7 percent, slightly
more than the share of inves.ment. In Korea, by contrast, only 70 percent
of investment came from domestic savings, the rest mostly from aid and
loans.

Savings increased from about 5 percent of national income in the first
half of the 1950s to over 30 percent by the late 1970s. By 1975, net
savings to net national product had exceeded Japan's—25.3 percent against
22.7 percent--and henceforth Taiwan has had about the highest savings
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common in Third World countries. In particular, Taiwan has had less
inflation than Korea, which in turn has had less inflation than any of the
major Latin American countr

Surprisingly little has been written about the reasons for Taiwan’s high
and rising level of savings. Two studies, ore by Sun and Liang, the other
by Scitovsky, go through a whole list of standard economic explanations
for savings behavior, and find most of them unconvincing for Taiwan.® It
seems that the growth rate of income does not explain very much, contrary
to what post-Keynesian theories would predict; nor does income distribu-
tion; nor do interest rate changes; nor inflationary expectations. But these
caleulations are in terms of aggregative savings, and more can be leamed
by examining the components.

Savings can be divided into those of households, firms, and government
(including public enterprises). The shares of each in Taiwan’s total are
shown in Table 1. "The main point we need to take from the table is the
large size of government savings. Over the period from 1970 to 1978,
government savings have averaged 38 percent of net savings, as against
35 percent in Korea, 20 percent in Japan, 22 percent in the Philippines,
and minus 14 percent in the United States.” High government savings have
helped to keep inflation low.

Government savings reflect a vigorous use of fiscal policy to mobilize
surpluses. The Taiwan Government budget has regularly, since 1964,
been in surplus; and so have public ente:prises in the aggregate, since
the early 19505, We see from Table 1 a shift in emphasis from (compulsory)
government saving in the 1950s towards (voluntary) private avings in the
1960s, and a shift back towards government savings during the 1970s.
Agriculture provided a major source of forced financing in the 1950s, at
the same time as the Government aggressively promoted agricultural de-
velopment. Agricultural taxes took the form of land taxes and, more impor-
tantly, of hidden taxes by means of compulsory government purchases of
rice at below-market prices, and by means of the rice-fertilizer barter
scheme. The total tax burden on agriculture, including the hidden taxes,
was significantly higher than for the noragricultural sectors: for 1957-61,
about 25 percent of farm income and 19 percent for nonagricultural income.*
Qver the 1970s, however, agriculture has become a subsidized sector, as
in many industrialized countries, and the tax burden has shifted to other
sectors of the economy. It is clear, then, that a substan
Taiwan's savings have been the result of government decisions about its
own revenue and expenditure, and about public-enterprise p

But government savings may have partly substituted for private
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Table 1. S of Net Nati gs in Taiwan (%)
Household
& Non-Profit Private Government &
Institutions ~ Corporations ~ Public Enterprises
1956-60 376 104 52.0
1966-70 57.5 96 328
1976-79 499 84 a7

Source: Chen Sun and Ming-yih Liang, “Savings in Taiwan, 1953-1980," in K.T. Li
and T.S. Yu, eds.. Expenences and Lessons of Economic Development in Taiwan:
Confererice Proceedings (Taipei: Institute of Economics, Academia Sinica, 1982),
p. 414,

figure for Taiwan compared to that for Korea, the difference is tremendous:
17.6 percent for Taiwan between 1965 and 1980, 7.6 percent for Korea.”
Why have housel old savings been so important in Taiwan? The under-
developed state of t i social security system probably has a lot to do with
it, Savings are higl hecause people save for old age or sickness. Only civil
servants, soldiers, and teachers are entitled to a retirement pension, and
then only a small fraction of their full working income; most of them prefer
to take the lump sum option. Firms are obliged to pay a lump sum ona
worker’s retirement (but the smaller facturing or service
tend to evade the obligation), Annual bonuses are usually paid, commonly
one to two months’ full wage or salary, adjusted upwards or downwards
according to the firm's profitability that year and the incividual's work
performance. The practice of annual and retirement bonuses helps savings
because a worker who reccives a lump sum payment rather than smal
installents is likely to save a larger proportion of it. A medical insurance
scheme has wide coverage of the work force, but includes only the cost
of treatment, not income foregone. For those without means of support
there is a “poor law"” safety net, but the size of the benefit is tiny and
conditions of eligibility severe; a strong stigma is attached to being a
recipient. Thus, in the absence of more than rudimentary pension and
social security arrangemnents, individuals must rely on family income pool-
ing, or save. For house purchase, a very large down payment is required
(commonly over 50 percent). Unlike the United States and Britain,
mortgage repayments are not tax deductible. Little public housing is avail-
able. Only a few big companies help employees buy houses. Education is
free for the first nine years. But at the university level about half the
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These features of the social security and education systems in Taiwan
help to explain the high level of houselold savings. But much the same
features exist in South Korea, where household savings are much lower,
Sun and Liang end their study of savings in Taiwan by suggesting that the
“frugality” sanctioned by Chinese culture may be an important influence
on savings behavior—which is probably true and may be relevant to the
Taiwan/Korea difference, but hardly gets us far. Scitovsky, for his part,
arrives at the conclusion that the much higher rate of houschold saving in
Taiwan compared to Korea may be the cumulative result of several differ-
ences: the slightly faster growth of Taiwan's GNP; the slightly faster
increase in the proportion of the labor force receiving part of its income
in the form of bonuses (but in hoth countries, the annual bonuses amount
to only one or two months’ wages, so they are less important than in
Japan); the greater proportion of the population saving to establish indepen-
dent businesses (as indicated by the much faster expansion in the number
of businesses, and their smaller average size); the greater proportion of
the population saving to enlarge the more numerous already-established
small businesses; a greater need to save for old age (if Taiwan’s greater
affluence has gone with a more marked shift from extended to nuclear
family forms); and greater willingness to save in financial form because of
higher real interest rates on deposits and, for the same reason, greater
willingness to keep real savings within the country. All these explanations
are plausible, Scitovsky concludes. He would be the first to say that the
subject needs more rescarch. It is extraordinary how little attention the
matter has received, given that Taiwan has for nearly a decade had one
of the highest rates of saving in the world.

Government policies have also directly helped savings, though neither
Sun and Liang, nor Scitovsky, discuss their impact. As in Japan, savings
in post-office accounts pay no tax on interest carned, and post-office in-
terest rates are set higher than commercial bank rates. Commercial hank
interest rates are taxable only if the payments exceed a certain very high
ceiling. Broadly speaking, then, interest on most bank deposits is exempt
from tax, and has been since 1961, (Dividend payments, on the other
hand, are mostly not tax exempt.) These measures have presumably helped
to get savings into the hanking system, and may perhaps have helped to
increase the rate of real savings. While the Government has not discouraged
the use of savings for house purchase, neither has it encouraged it; and
it has sought to discowrage meltiple house ownershi by preventing banks
from lending for second house purchase and by taxing second houses much
more severely than owner-occupied houses,
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Table 2. Monetization of the Economy, Taiwan
Compared To Other Countries: M,/GNP

Countrles 1955 1965 1975 1976-79

Taiwan 13 30 57 67
Korea 10 12 30 32
Japan 60 79 68
Philippines 19 25 17

Source: IMF, International Financial Stalistics, various issues; for Japan, Erik
Lundbery, "Fiscal and Monetary Policies,” in W. Galenson, ed., Economic Growth
and Structural Change in Taiwan: The Postwar Experience of the Republic of China
(Ithaca, NY: Cornell Universily Fress, 1979).

Nole: M, refers to currency plus bank deposils. The 1976-79 figures use GDP.

by fear that its very survival would be jeopardized if sach price rises
continued, introduced very high interest rates on bank deposits, against
the conventional wisdom of the time which favored low interest rates as
a means to promote investment. With savers still able to earn a positive
real interest on ther deposits, financial savings flooded into the banking
system. The policy of high real rates of interest on deposits has been
stuck to for 30 years, with the exception of some years during the 1970s.
South Korea followed a similar monetary policy starting 15 years later, in
1965; but stuck to it for only six years, until 1971, From then onwards,
the real rate of interest on savings deposits in Korea has fluctuated wildly,
frequently being near zero," Just how important Taiwan’s high real interest
rate through the banking system has been for increasing real (as distinct
from financial) savings is a matter of dispute. Sun and Liang conclude that
“interest rates do not explain why the savings ratio should be so high in
“Taiwan”; whereas Scitovsky suggests that “the steady, seven-fold rise of
the personal saving rate in Taiwan, from 3% of the disposable income in
1952 to 21% in 1980, may well have heen due largely to the continued
attractiveness of savings deposits as a means of assuring oneself of an
independent and comfortable old age.”" A dense network of banking offices
(one bank office per 10,000 people in 1980) may also have helped.

A final word about foreign savings. These were very important in the
1950s, when foreign savings accounted for 40 percent of total savings,
mostly in the form of U.S. aid. Since the mid-1960s, however, foreign
savings have been a very small part of the total.
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the ratio of My to GNP as an index. Another indicator is the rise in My
deffated by the wholesale price index, which represents the real lending
capacity of the monetary system: this grew 12 times between 1961 and
1970, making possible a huge expansion in the base from which credit
expansion could proceed.

However, financial deepening went with little diversification of the finan-
cial system, The financial system remains dominated by the hanks. Non-
bank financial institutions (such as investment and trust companies, bill
finance ies, insurance ¢ ies, and the like) acc 1 for only
5 percent of the assets of Taiwan's major financial instizutions by 1980."*
Or, in terms of financial claims outstanding at the end of 1979, non-bank
financial institutions represented only 7 percent; government bonds, cor-
porate bonds, and commercial paper outstanding represented another 6
percent; corporate stock, 13 percent; while claims on the banking system
accounted for three-quarters of the total." The limited development of
non-bank financial institutions could reflect a difficulty in competing against
highly competitive commercial hanks, just as a relatively large non-hank
financial sector could reflect government-imposed handicaps on commercial
banks. InTaiwan's case, however, the limited development of the non-hank
sector reflects strict government controls over it, with the aim of presery-
ing the dominant position of the (not highly competitive) banks. So in this
case, the small size of the non-bank scctor is a useful indicator of the
“illiberal” nature of the financial system. Only since the second half of the
1970s has the Government allowed an expansion in the non-hank sector—
partly so that it could better control the non-hank financial institutions
which were springing up anyway.

Taiwan’s firms are typically highly “leveraged” in the sense that they
depend more on borrawing and less on equity capital. (The Stock Exchange,
started in 1962, remains rudimentary as a source of finance; by 1980 only
102 companies were listed. Again, the Government has been less than
anxious to promote it.) According to official figures, the ratio of corporate-
sector debt to equity was between 160 and 180 in most years between
1971 and 1980; which compares with figures of only 50-90 for the U.K.
and the U.S. But Taiwan’s ratio is much lower than Korea’s, whose cor-
responding figure was 310-380." However the “true” Korean figure is
probably much lower than its official value, especially because of complica-
tions introduced by Korea's much higher inflation rate and higher permitted
rates of accelerated depreciation. One estimate puts the real Korean figure
in the same order of magnitude as Taiwan’s official figure. " Japan's figure
over the 19505 to the 1970s has same orde; i s
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The curb market is an unregulated, semi-legal credit market in which loan
suppliers and demanders can transact freely at uncontrolled interes rates.
Between 1976 and 1981, it is estimated for Taiwan that private business
borrowed only about 60 percent of total borrowings from banks and most
of the remainder from the curb market; while public enterprises got 96
percent of borrowings from the banks. Small private businesses would
have got less than 60 percent from the banks, large businesses more.
Overall, it is estimated for Taiwan hat some 20 to 30 percent of total
borrowings over the 1970s have come from the curb market." Despite
Taiwan’s high real bank interest rates (high by international standards),
curb market rates have been roughly fwice as high as bank loan rates
during the 1970s and, during the 1950s, three times as high." One cannot
reach straightforward conclusions about the extent to which bank interest
rates are in “disequilibrium” from the size of the discrepancy between the
bank rate and the curb market rate, however, because collateral require-
ments are more stringent for bank loans, increasing their real cost, and
compensating balances are often required for bank loans, again increasing
the real cost. The curb market tends to be used for riskier investments,
which would in itself make for an equilibrium discrepancy.

For Korea, estimates of the size of the curb market vary greatly, from
around 10-20 percent of total loans to “40 percent at the most.” Its interest
rates have been many times higher than those on so-called “policy loans”
through the banking system (loans for government-designated priority
purposes), which have amounted to roughly half of total bank loans over
the 1970s.* As for Japan, the nearest thing to a curb market is the market
for gensaki bonds, in which a company issues a security and agrees to
repurchase at a certain date and price (at an implicit rate of interest normally
ahove the bank rate of interest). Until the late 1970s, the Japanese Gov-
ernment frowned on gensaki, treating the market as semi-legal, because
it offered an escape from monetary and interest rate controls at times of
credit restriction. The quantitative significance of this market is unclear,
but it is certainly smaller than the curb markets in Taiwan and Korea.?

Businesses in all three countries depend heavily on banks for their
finance. InTaiwan, the banks are still today virtually all government-owned.
(The four private banks in “aiwan had only five percent of deposits and
branches of all the commercial banks in 1980, and the biggest of the four
is only nominally private.)* Government ownership goes with close govern-
ment control, which the very small number of banks makes much easier.
(Only seven banks accounted for almost 90 percent of total deposits of
domesti ¢ in 123 1) S ON e appointe e

ban enio nted.b




114 ROBERT WADE

also sets salary scales and regulates the annual bonuses that are allowed
to be paid to statf. These controls are I 1 by stringent i
requirements. All banks must report all their transactions to the Central
Bank weekly; all foreign exchange transactions must be reported daily.

Only since as recently as 1979 has there been even a limited foreign
exchange market in Taiwan. Until ther: all foreign exchange carnings had
to be surrendered to the Central Bank. Even now speculation in foreign
exchange is prohibited; hence, all foreign currency transactions must be
backed by trade contracts or accounted for by evidence of invisible trans-
actions (remittance of royalties, interest, and so on). Capital transfers still
require the Central Bank’s approval. Chinese money, it has heen said, is
the most nervous in the world, the merest hint of domestic or international
difficultie; often being sufficient to stampede moncy into North Ametican
havens,* These controls are partly to discourage such capital flight.

Foceign banks were excluded altogether until 1958. In that year, a
Japanese bank was permitted, which remained the only foreign bank until
1965. Even by 1972, only six hanks had been permitted to open an office,
only one office each. So, foreign banks operating in Taiwan had very litle
role in the great export boom. (By the end of 1980, a total of 26 foreign
banks had opened a branch or representative office.) Still today, foreign
banks are required to report all transactions daily to the Central Bank.
They are allowed only very limited access to local deposits. They face a
daily fimit on foreign currency lending per bank and per customer. They
are not allowed to take equity in Taiwanese companics. In effect, they
are allowed only into those pockets of business which the locals cannot do
well, inrewun for lending money to the country’s international borrowers,

Whereas South Korea denationalized most of its banks between 1980
and 1983, there has not even been public discussion of such a move in
‘Taiwan. Hofheinz and Calder are wrong to say of South Korea that “no
other non-Communist Eastasian nation has such a substantial public pres-
ence in its financial system.”** Moreover, the Taiwan Government has a
major presence even in parts of the non-bank financial sector, owning or
part-owning insurance and bill finance ¢ ics. Furthermore, the ruling
Nationalist party is said to have close links with the commission that runs
the Stock Exchange.

In 1982-83, several moves were made to liberalize the financial system:
first steps towards an offshore banking unit; a unit trust scheme for allowing
foreign capital to take equity positions indirectly in Taiwanese compailies;
a venture capital scheme; a market for bankers’ aceeptances; permission
from the military to allow financial data to leave the country by high-speed
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on condition that the amount of deposits accepted not exceed 12.5 times
the amount of capitalization already remitted into the country by the bank.
“Ihe decision is seen as a milestone in liberalizing restrictions on foreign
banks operating in the Republic of China,” said a semi-official newspaper.”
‘The intention is to make Taiwan the future business center of East Asia,
once Hong Kong reverts to the mainland. As always, the moves are being
made gradually, so that a retieat can readily be made if the consequences
of any particular change seem to be too costly.

“The structure and control of the banking system in Korea is very similar.
From 1961, when the Government repossessed those shares of the com-
mercial banks in private hands, until 1980, the Government had virtually
complete control over the entire financial system, excepting the curb
market. As in Taiwan, the fact that the banks were few in number made
control easier to enforce. Government control extended to low-level per-
sonnel policy, salary reviews, budgets, credit ceilings for individual banks,
control of operating funds, and control over interest rates. Even today,
after denationalization, the Government still sets interest rates, and the
banks still depend heavily on government (Bank of Korea) for operating
funds, making them responsive to unofficial guidance. Even though the
percentage of bank operating funds supplied by the Government has fallen
sharply in recent years (to 12 percent in 1983), the spread which the
Government allows on loans rediscounted from the Bank of Korea is so
large compared to the spread allowed on ordinary loans that more than
half of total bank profits on lending are derived from this small percentage
of total lending. So it would be incorrect to infer that the fall in the percen-
tage of funds supplied by the Government indicates liberalization. The
Government has mandated very narrow spreads between deposit rates
and loan rates so as to reconcile the need to keep interest rates on deposits
high enough to attract savings while keeping interest rates on some loans
low enough to give a powerful incentive for investment in designated
sectors. The very narrow profit margins means that the banks are more
dependent than otherwisc on government goodwill. Taiwan's hanks, by
contrast, are much more profitable, because the Government has allowed
higher real rates on loans. On the other hand, the formal non-bank financial
sector is larger in Korea than in Taiwan, partly because the non-bank
financial institutions have been able to offer higher rates on deposits than
the banks.

The post-denationalization methods of bank control in Korea closely
resemble those long used in Japan, where the banks have been mostly
privately owned. There too, the Government still fixes interest rates and

ission.



116 ROBERT WADE

Bank is a privilege, not a right, with conditions attached as to how the
loans should be used. Like the other two cases, the banking systen in
Japan is dominated by a very small number of banks, making unoficial
control easier to exercise. Even though Japan’s banking system is the
most “liberal” of the three, it has yet been described as “among the rost
centralized and controllable in the world.”

The Advantages of Rigidity

There are four principal reasons why close central control of the financial
yst y d more than by ind has heen
in Taiwan, Korea, and Japan.

Control at the Border—The first reason is that central control allows
tighter control over the flow of finance in and out of the country, and this
has several kinds of advantages. Control at the border

® gives the government more control over the balance of payments;

® gives it a way of reinforcing tariffs and quantitative restrictions as instru-
ments of selective protection; and

® gives it more influence over the cost of financial capital to domestic
borrowers.

The first two have »een more important in Japan and Korea than in Taiwan.

In Japan, from the mid-1930s to the late-1960s, all foreign exchange
earned from exports was concentrated into a Government account and
disbursed in line with a government-created and supervised forcign ex-
change budget. This budget was one of the Government's main tools for
restructuring the economy before the Second World War and again after
the war.™ The object was to make sure that the composition of imports
was determined nat solely by domestic demand in relation to international
prices but also by government-determined priorities.

In Korea, too, central control over foreign exchange ias been similarly
used. With a chronic balance of payments deficit to manage, the Govern-
ment has used control over foreign exchange to help discourage the use
of this scarce resource for importing non-cssentials. More particularly,
foreign exchange control has been used as a second pressure point to
bolster the effect of tariffs and quantitative restrictions. Would-be importers
of products competitive with the new sectors which the Government wishes
to encourage have been made to jump two hurdles, not just one; for
permission to import a certain item does not imply permission to use
foreign exchange for that purpose—the second permission has to be ob-

ssion.



EAST ASIAN FINANCIAL SYSTEMS 17

the Government, to which application for use has to he made. How this
control was used prior to the mid- to late-1960s, when foreign exchange
was short, is not clear. But since that time, with a balance of payments
surplus in most years, the need to bolster trade controls has been less
than in Korea and pre-1970 Japan. So once permission to import an item
is given, that permission in itself carries an entitlement to the required
foreign exchange.

All three Governments have been concerned about the use of border
control to influence the domestic cost of capital. By restraining the outflow
of finance, the Governments have limited the opportunities of savers to
invest abroad, helping to hold down the cost of funds to horrowers. By
centrally controlling the inflow, the Governments have diminished the influ-
ence of foreign lenders and foreign lending rates. The possibilities of capital
flight set a limit on how far out of line the domestic cost of capital can be
kept from the international cost; but still, the remaining room for maneuver
has been important for the Governments’ overall policy control of their
economies. It has become especially important over the 1970s, as a well-
integrated international finance market has taken shape. Now, with inter-
national capital and financial flowss running at about $40 trillion and inter-
national trade at $2 trillion, financial flows are dominating the international
economic system, swamping international trade as a factor influencing the
value of national currencies and changing relative prices in ways unrelated
to underlying changes in supply conditions.™ In these conditions, the effec-
tiveness of domestic monetary and fiscal policies depends all the more on
control at the horder.

In terms of these various advantages of border control one can under-
stand the strict controls over all the operations of foreign banks in all three
countries, and over all foreign transactions of domestic hanks.

Reducing Financial Instability—The second reason is more compli-
cated. If a government seriously wishes to promote rapid growth and
investment, it will have to take steps which encourage firms to borrow
heavily. It cannot afford to await the slow growth of firms’ own profits,
out of which they could finance rapid rei , or the devel

of a stock exchange; investment must grow faster than the growth of
equity permits. So where the government is promoting rapid investment,
firms will show high debt/equity ratios. But where debt/equity ratios are
high, there is an ever-present danger of financial instability in the national
cconomy, meaning: bankruptcies, withdrawal of savings, a fallin real invest-
ment—and so a fall in growth. A government must intervene extensively
in an economy with high debt/equity ratios if it wishes to prevent financial
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be delayed and vary with future carnings. Future carnings are uncertain
and variable. Where debtiequity ratios are high, there will be periods wher
cash flows on debit cannot be met out of current earnings. Therefore one
would expect to find at any one time a high proportion of firms (compared
to low debt/equity economies) which cannot meet interest payments out
of current income; they are technically illiquid and may even he insolvent.
Consequently, one would also expect to find a relatively high proportion
of “non-performing” assets in the loan portfolios of the banking system;
some of its constituent banks may even be technically insolvent. So lenders
(savers) will worry that borrowers (investors) will default. Risk-averse
savers might withdraw their deposits from the banks as a precaution,
leading to a shrinking of the basc for lending and even to the bankruptey
of some banks. Borrowers will worry that interest charges will absorh al
earnings, leaving nothing for profits (while a lower debt/equity ratio might
have left them with something). Borrowers may also worry that lenders
will force them to sell off their assets in order to meet their fixed interest
payments, probably at a price helow the long-term market value of the
assets (because of the costs of liquidating in a hurry), and so will be cautious
ahout borrowing. Thus, the gearing ratio will be limited, below the point
where the marginal efiiciency of capital schedule intersects the interest
rate. ‘The supply and demand for loanable funds will be less than if these
risks were eased; thus, the rate of investment and growth will be less
than otherwise.

The government of a developmental state” cannot afford to fet temporary
liquidity problems close major banks or firms. There is thus a powerful
incentive for the government to intervene as a lender of last resort for
the banking system: to assure the banks that if they get into trouble (for
reasons other than incompetence or corruption), the government will help,
But instead of wating passively for the “last resort” to arrive, the govern-
ment will be tempted to intervene in other ways before the last resort is
reached.

The intention of this intervention is to socialize the risks of private
loss—-to shift onto the government some of the risks of loss to which
private lenders and producers with high debl/equity ratios are exposed.
This is especially so for risks that are highly corvelated—risks to which
most firms in the cconomy or in major sectors ave exposed. So it applies
especially to such matters as interest rate changes, or cconomy-wide
recession, or changes in major export markets, or political ‘Thus,
the impetus for government to shoulder some of the risks of investment
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have to be financed in large part by borrowing, with very high debt/equity
ratios as a consequence, because private equity capital would not be forth-
coming to make the i unless the ive privale financial
returns were very high. The prospective private returns could be made
high enough, in a closed economy, by means of a higher-than-world-market
price, but the price might have to be very much higher, generating other
well-known costs. In an open economy, the project would always be a
price-taker, the return vzould he even more risky, and private equity capital
would be even less likely tv invest adequately. By borrowing, such projects
can gel enough capital—provided the government is shouldering some of
the risk. But also, if the government takes steps to encourage a levaraging
up (a higher debt/equity ratio), this in itself makes the return on the equity
pert higher, giving private equity investors more incentive to invest in the
project even in the face of low prospective returns on the overall (debt
plus equity) investment (provided that the real cost of debt is less than
the “low” return on investment). Taiwan, Japan, and Korea have been
investing heavily in such lumpy projects for many years.

Much the same argument applies to the case of investment for export
production, when the exports are relatively undifferentiated manufactures
sold in highly competitive markets. Here the country has no power over
prices, and the returns per unit of sales and per unit of capital are likely
to be low. With low prospective profits, i by private
(without socialized risk) will be checked; and reinvestment out of realized
profits will be small. If, however, the government lifts some of the risk
by spreading it over the whole of the export basket, private investment
in any one line of production will be higher than otherwise. And this may
well be socially very desirable: rapid reinvestment will lead to a rapidly
r'sing wage bill Gif technoiogy is labor-intensive); and if savings out of
income are high, firms can finance further investment not. only out of (low)
realized profit but also by borrowing the intermediated savings—-with high
lebt/equity ratios as the 1 This is the basic logic of the debt-
intensive export drives of all three countries (Japan with reference to
pre-1970).

In the general case, intervention to socialize risks may be of several
kinds: lender of last-resort facilities; deposit insurance; subsidies to banks
imperiled by loan losses; product and credit subsidies to firms in financial
difficulties; government shareholding in banks and large lump projects;
or outright government ownership of the banks (as in Taiwan and as in
Korea until the 1980s); plus, of course, government control of interest
rates, to dampen firms’ exposure 10 market fluctuations in this important
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government will bail them out (the so-called “moral hazard” problem). The
government has te tread a thin line between, on the one hand, shouldering
enough risk— which, if not lifted from private decision makers, would have
socially undesireable consequences—and, on the other hand, shouldering
teo much risk—so as to create a moral hazard problem, with ifs socially
undesireable conszquences. In general, one would expect the financial
system to shoulder more of the highly correlated risks and less of the
uncorrelated risks. Even in this type of system, the government would
be prepared to let some banks and major firms go bankrupt from time to
time, when the reasons for bankruptey are due to uncorrelaied causes
(e.g. excessive investments in real estate). The intention is to teach the
athers a lesson, so that honesty and respousibility are maintained.

“The second major problem is that once risk is lifted in this way, allocation
of financial capital by the markel is less cffective. By making risks more
nearly equal, and by curtailing the opportunities for capturing the bor
associated with equity investment, the government creates the ne
a central guidance agency to supplement market signals. Firms and banks
can then know that if they invest in the signaled priority sectors, their
risks will be lower than otherwise. Taiwan, Japan, and Korea all have one
or more pilot agencies, provided with an impressive armory of weapons
by which to guide the market: Japan's MITT is the classic example; similar
functions are carried out in Taiwan by the Council for Economic Planning
and Development, and the Industrial Development Bureau; in Korea, by
the Economic Planning Board, the Ministry of Commerce and Industry,
and the economic secretariat of the Blue House. There are no equivalents
in Anglo-American-type economies.

Guided Sectoral Mobility—So government efforts to promote rapid
investment and geowth will generate high debt/equity ratios, and high
debt/equity ratios pose great dongers of growth-disrupting financial insta-
bility. The government has thercfore to intervene extensively in the finan-
cial system g0 as to socialize risks, Beyond this, in an economy where
reliance is on bank rather than sharc capital, the government can quickly
shift the entire economy by a slight change in credit policy. Credit policy
becomes a powerful tool for guiding the allocation of investment between
sectors. Even snall changes in the discount rate, or small changes in
concessional credit availability between sectors, can have a dramatic effect
on resource allocation—much greater than in the less highly leveraged
Anglo-American economics. This matters especially because the govern-
ment of a developmental state will not be concerned simply to promote
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not at the world technology frontier is quite a different and more feasible
matter than for a country on the frontier. The judgement of which sectors
to promote can be made by examining trends in demand and technology
in more advanced countries—as the Japanese, Koreans, and Taiwanese
have most assiduously been doing.

High debt/equity ratios mean, then, that the government can have a
powerful influence on the sectoral allocation of and ificall,
can ensure that the allocation keeps moving towards industries higher up
the product cycle. Mason and his associates conclude for Korea, “The
most potent instruments for implementing economic policy have undoubt-
edly been control of bank credit and access to foreign borrowers.™ Taiwan
has used selective credit allocation less vig as an instrument of
industrial policy than Korea, but more vigorously than many other develop-
ing countries and more vij ly than ies of the Anglo-American
type. Also, in such a controlled financial system, the gcvernment can
restrict the use of i ble e rees for mergers, speculation, paper
entreprencurship, and consumer borrowing (an important point in the Latin
American comparison). Savings have a better chance of being translated
into productive investment. All three countries have used control over the
banking system to restrict borrowing for purposes not related to productive
investment.

“This then is the third main impetus to central control of the financial
system: to allow government to steer resources in a deliberately selective
way away from paper enterprencurship and consumer borrowing into pro-
ductive investment; and, within the fatter, into industries impoitant for
the entire economy's growth. The second and third reasons thus combine
as follows: the more vigorously the government tries to promote both
aggregate inve: and i in-selected-sectors, the higher
debt/equity ratios wil be. The higher are debt/equity ratios, the more the
governmert must intervene to reduce the risk of financial instability, the
more it must therefore supplement market signals with its own signals,
and the more powerfulis credit policy as an instrument for steering industry
in fine with those signals. It may also be that selective tax breaks, even
if not large in quantitative terms (e.g. a reduction of corporate income tax
from 25 percent to a maximum of 22 percent, on production of certain
specified priority products), or generous accelerated depreciation allow-
ances, may have a greater effect—and so be more powerful as a policy
instr in highly | ged pared to less highly leveraged
economies. The reason is that highly leveraged firms will be more anxious
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Political Support-~The fourth advantage of a closely controlled financial
system is more directly political. Industrial policy requires a political basis:
the choice beiween strategies is not just a matter of potentially superior
economic outcomes, but also of what can be implemented. Control over
the financial system has been used in all three countries to build up the
social coalitions aceded to support the government’s objectives. Jones and
SaKong conclude for Korea, “Government control of the banks is thus the
single most impon.ant economic factor explaining the distinctly subordinate
position of the private sector.”* Mason and associates likewise find that
“the credit instruraents . . . served to maintain control over, and coopera-
tion from, the busness ity. All Korean busi including the
most powerful, heve been aware of the need to stay on good terms with
the Government to assure continuing access to credit and to avoid harass-
ment from the tax. officials.”* So when the Yolsan conglomerate added to
President Park’s difficultics by (reportedly) flivting with the main opposition
leader in 1979, tha president used his ability to control credit to bankrupt
the company, taking several small banks with it (an admittedly extreme
case).  In Taiwan and Japan, too, credit allocation has been used to support
big firms or trade ssociations favorable to the government, and occasionally
to penalize those known to be against it. ‘This has helped to prevent
constant opposition to industrial policy, which has facilitated its implemen-
tation,

‘These are four kinds of advantages of a tightly controlled financial system,
But recall, finally, that in Taiwan, as also in South Korea, the rigidities of
the financial system are softened by the existence of a less formal, semi-
legal curb market for credit, where within broad constraints free market
forces prevail and where interest rates are higher thanin the formal financial
system. This curb market should be seen as not just an add-on, but as an
integral part of the whole. The effectivencss of the whole financial system
is likely to be the result of a combination hetween the controlled fimancial
sector and the uncontrolled sector; a combination in whizh the “liberalized”
sector is the smailer and subordinate part, mainstream economics not-
withstanding.

“Thus the logic of a controlled financial system (with flexible edges) is
similar in all three countries. But beyond this, the degree of suceess at
mobilizing domestic savings has an important hearing on the character of
industrial policy. Taiwan and Japan have been much more successful in
this respect than Korea. As between Taiwan and Korea, this helps to
explain why Taiwan’s industvial policy has been lighter in touch, remaining
M 0 R suas! J K 's has bed
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of the 19505 and 1960s was nearly as aggressive as Korea's, despite the
higher level of savings. The reason is at least partly that much less of the
Japanese economy has been directly exposed to the international marker
than Taiwan's or Korea’s, on account of its much larger overall size. With
a more closed economy, the potential for aggressive market-modulating
policies is greater than in a more exposed economy, where the power of
international market forces is greater,

Conclusion

“Taiwan, Japan, and Korea have financial systems far from the liberal type:
with tight controls over interest rates, limited choice of financial instru-
ments, limited fungibility, controlled foreign financial transactions, and a
good guidance agency. If their financial systems did not have such features,
the governments would have had difficulty in controlling money supply and
the cost of capital (difficulty in softening the influence of foreign market
fluctuations and foreign lenders); difficulty preventing growth-disrupting
financial instability; and difficulty in following a strategy of selective develop-
ment of key sectors designed to shift resources into industries higher up
the product cycle. The fact that savers in Taiwan, Japan, and Korea have
had few options other than to put their savings into a bank, and that the
banks have limited autonomy and are few in number (though with many
branches), means that the financial system can, potentially, be used in a
subtle way to help effect a national industrial policy. The fact of high
lebt/equity ratios propels ive government control over the financial
system, which means that market signals must be supplemented by gov-
ernment signals as to which sectors are to receive priority lending, And
the fact of high debt/equity ratios means that private business decision-
makers are extremely sensitive to credit policy, which becomes a much
more effective tool for steering resources into and out of sectors than in
more liberal financial systems. By the same token, it also means that the
government can build supportive social coalitions by using monetary con-
trols, which facilitates implementation of industrial policy.

B0 there do seem to be some advantages to financial “rigidity” which
mainstream economics largely ignores.™ The fact that Taiwan and South
Korea have a better development record since 1960 than, say, Thailand
or Malaysia, both of which have had more liberal financial systems, is
consistent with the argument.

However it is also true that compared to many other capitalist developing
countries, the financial systems of East Asia have been more market-
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almost by definition, this part of concessional credit has gone to industries
that are internationally competitive rather than to industries that without
aid could not compete. This Las helped to avoid one of the dangers of
concessional credit, that it diverts resources into projects that are not
viable in the long run. On the other hand, it is also true that another sizable
part of concessioral credit has been used for the major import-substituting
projects of the 1970s in Taiwan and Korea (petrochemicals, steel, shipbuild-
ing, nuclear power, heavy machinery, etc.), even though profitability and
competitiveness were less certain. But concessional lending was only one
element in a complex strategy for making these new industries eventually
internationally competitive without subsidies. As a second indication, the
administered cost of financial L'Ipildl in the East Asian systems has been
kept closer to the international price of capital than in many other developing
countries, even the coacessional part of it. (It is unponant to remember
that the cost of Korea's “policy” loans was not in fact as low as the
notorionsly low rates suggest, because of requirements for collateral, com-
pensating balances, and advanced interest payments.) Yet the East Asian
cases also show that domestic costs of credit in line with international
costs cannot be used as a straightforward indicator of a “liberal” financial
system. For high bank interest rates have the effect of attracting financial
savings into the danking system—uwhere in East Asia they are then able
to be controlled by government.

In terms of mainstream economics, it is paradoxical that the East Asian
financial systems have both more control and more market-determination
than those of many other countries. ‘The reason why the financial controls
do not produce the disasters that mainstream economics predicts is that
the public-sector-in-general is more effective in these countries than in
many others: more effective in promoting a competitively-oriented will to
produce. So my argument does not conclude that most other developing
countries shouid attempt to institute the same pattern of financial controls
as in Fast Asia. The same controls in many other countries, with less
effective public sectors, could be confidently expected to have the adverse
consequences that mainstrcam cconomics predicts, with no noticeable
heneficial ones. It is perhaps tempting to say that Taiwan, Korea, and
Japan are specia. cases, to be treated scparately from al the rest. But the
European middlacomers—Germany, France, Ru had financial sys-
tems not entirely different from these of the East Asian three. And in any
case, if the conceptual apparatus of ccanomics can only handle the financial
systems of the most successful cases of late development in an apologetic
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about the universal desirability of financial liberalization for developing
countries is in order.” The East Asian experience suggests that illiberal
financial systems can work well, and the theory needs to be modified to
show how this is possible.

References

L For example, Exik Lundberg, “Niscal and Monetary Policies,” in W. Galenson, ed.,
Economic Grotwtl and Struchural Change in Taiwan: The Postwar Experience of the Republic
of China (Ithaca, NY: Cornell University Press, 1979); Anton Galli, Taiwan: Economic
Facls and Tyends (Munich: Tfo Institut fur Wirtschaftsforschung, Weltforum Verlag, 1930);
S.C. Tsiang, “Monctary Policy of Taiwan,” in K.'T. Liand T.S. Yu, eds., Experiences and
Lessons of Economic Development in Taiwan: Conference Proceedings (Taipei: Institute of
Economics, Academia 1982); S.C. Tsiang, “Exchange Rate, Interest Rate, and
Economic Development e Experience of Taiwan,” in L. Klein, M. Netlove, and S.
‘Isiang, eds., Quantitative Economics and Development (New York, NY: Academic Press,
1980).

2. Lundberg, Ihid., p. 280 [emphasis added).

3. “Tibor Scitovsky, “conomic Development in ‘Taiwan and South Korea,” Food Research
Institute Studies, 19(3) (1985): 242,

4. A.K. Sen, “Development—Which Way?" Economic Journal, 93 (December 1983): 749.
In terms of gross capital formation to gross national expenditure, Japan reached 30 percent
in the late 1950s, when Taiwan's figure was about 16 percent; by the mid 1970s, Taiwan's
had reached 30 percent, some 15 years later.

5. Chen Sun and Ming-yih Liang, “Savings in Taiwan, 1953-1980,” in Li and Yu, eds.,
Experieaces and Lessons of Economic Development in Taiwan, op. «it., p. 404,

6. Sun and Liang, op. cit.; Scitovsky, op. cit.

7. International comparisons of government savings suffer from differences in definition
as to what is included and what excluded. Tn South Korea mast public enterprises are
included, but some are excluded for no obvious reason, their savings being put with
corporate sector savings. I do not know whether there are similar problems for Taiwan.
8. Chow, in Lundberg, op. cit., p. 304.

9. Scitovsky, op. cit., p. 243,

10. Tsiang (1980, 1982), op. cit.; Lundberg, op. cit.

1. The real cost of a bank loan in Taiwan in the mid-1960s was 12-13 percent, the nominal
cost around 14-15 percent. The nominal cost in Japan was then around 6 percent, in the
U.S. avound 5 percent. In Korea, the nominal rate was about 26 percent, the real cost of
“ordinary” loans was 17 percent, while the real cost of “policy” loans was very low or
even regative (such loans accounted for about half of total official loans). The cost of export
loans, one type of policy loan, was minus 2 percent. Korea Exchange Bank, Monthly
Review, various issues, for Korea. But see the discussion helow on the difficulties of
infecring costs from rates.

12. Svn and Liang, op. cit. A12; Scitovsky, op. cit., p. 246.

13. C. Liang and M. Skully, “Financial Institutions and in Tais M. Skully,
cd., Financial Markels and Institutions in the Far East: A Study of China, Hong-Kong,

ssion.



126 ROBERT WADE

Performarce of Financial hstitu-

17. Liang and Skully, op. cit., p. 188, But ¢f. Paul Chy
tions in Taiwan,” in Li ., Expericitces and Lessons, op. cit., p. 431, who talks.
of the “high equity position” of Taiwan's private manufacturing enterprises, referring to &
debl/equity ratio over the 1970s of, by his calculations, 160-165. He has in mind the
comparison with Japan, where he takes the ratio to be of the order of 400. Chalmers
Johnson, MITI and the Japanese Miracle (Stanford, CA: Stanford University Press, 1982),
p. 203, suggests a much lower figure for Japan. International comparisons of debt/equity
ratios are plagued by differences in adjustment of asset values for inflatio i
given in the text are not inflation-adjusted (except for the modified Korean figus
in Taiwan tend to tzke a debt/equity ratio of two-to-one as a rule of thumb. The macro
numbers are roughly in line with the official figures of between 160 and 180 percent. If
one takes industrial corporate as as equel to 100-110 percent of GNP,
in middle-income countries, as equal to 67 percent of GNP (Tabl
ves 3343 pereent of GNP for equity. S

E

a dchl/cqmly
not allocated
to the corporate sector. ulation for Korea would have to include its high
foreign debt in relation to GDP, offsctting low MyGDP).

18. )., S inncial Dualism and Industrial Development in Taiwan
Industrizl Development in ‘Ta Institute of Economics, Academia S
(Chinese only), p. 5; S. Ho, * 2 i n,

ff Working er No. 384, April 1680, Was| Chung Hua Institution for
Economic Research; H. Sandeman, “An Island on Its Own, Economist, July 31, 1682,
19. Lundberg. op. ¢ Taiwan Slatistical Data Book 1982, In 1981 the curb
market rate was about 35 per he bank vate on secured loans was about 15
percent. Curb market borrowings are not included in dent‘equity figures; if they were,
the real deht/equity ratio would he increased
20. The curb market estimates for Korea come from Scitovsky, op. «it., p. 253, who
gives the high figure, and from the “miscellaneous” column of loan uses in Korea Exchange
Bank, Monthly Review, 16(7) Guly 1982) from which one can calculate a maxinuon share
of curb market loans as 175 in 1979, 23% in 1980, and 8% in 1981. A more soph
caleulation in The Banker (Korean only), Getober 1982, p. 8, sugge:
curb market in 1980 of only 6%. My thanks to David on for help with the:
The best discussion in Englis in 1. Cole and Y.C. Park, Financial Development in
Korea 1945—1978 ((..unhndg MA: Harvard Unive s, 1933), Chap. 4.

21. Andreas Prind), Japanese Finance: A Guide to Bunking in Japan (New York, NY: John
Wiley and Sons, 1981).

22, Liang and Skully

'mnlcx nce on
arch 1983
\\’urld Bank

aiwan to have ove
iblems posed by a “government” bak of
nominally private for the same reason.

bank without running into the diplomatic pr
non-recognized couniry. China Airw:
23 Ihi 178,

is a favorite way of evading ¢ contre buyer may pay
31 pe . but on the invoi g 1.04. The local
difference ina bank

n Ikmy Kmlg




ST ASIAN FINANCIAL SYSTEMS 127
25. Roy HoMeinz and Kent Calder, The Eastasian LEdge (New York, NY: Basic Books,
1 p. 129,

26. China Post, August 27, 1933,

27. On Korean financial controls see, for example, R. Luedde-Neurath, “State Intervention
and Export-Oriented Development in South Korea,” in G. White and R. Wade, cds.,
Decelopmental States in East Asia, mimeo, Institute of Development Studies, University
of Sussex, 1985. The quote about Japan's banking system is from T. Pempel, “Japanese
Forcign Economic Policy: ‘The Domestic Bases for International Behavior,” in P. Katzen-
stein, ed., Between Power and Plenty: Foreign Economic Policies of Advariced Industrial
States (Madison, WI: University of Wisconsin Press, 1978), p. 152. Sce also Philip Wellons,
“Competitiveness in the World Economy: The Role of the U.S, Financial System," in B,
Scott and G. Lodge, eds., U.5. Compelitiveness in the World Economy (Boston. MA:
Harvard Business School Press, 1985).

28. C. Johnson, ‘Internationalization” of the Japanese Economy,” California Manage-
ment Review 25(3) (1983): 14,

29. R, Luedde-Neurath, op. cit. Ina properly di cither forei hi
control or trade Is should b igh. Whatis th i f Korea' h

30. G.E. Schub, “Strategic Issues in World Agriculture,” mimeo, The World Bank, April
1985.

31, On the concept of the developmental state, see Johnson, op., cit., 1982 and 1983,
32, E. Mason, etal., “The Economic and Sovial Modernization of the Republic of Korea”
(Canbridge, MA: Harvard University Press, 1980).

33. L. Jones and I SaKong, Business and E: ip in Economic
Developmient: The Korean Case” (Cambridge, MA: Harvard University Press, 1980), p. 296.
34. Op. cit. 37,
35. B, Cuming The Origins and Development of the Nor theast Asian Political Economy:
Incustrial Sectors, Product Cycles, and Political Conscquences,” Inleznational Organiza-
tion, 38(1) (1984): 31,

36. Sce, for example, R. McKinnon, Money and Finance in LEconomic Development
(Washington, 1).C.: Brookings Institution, 1973), a standard work.

37, Sce also E. Buffie, “Financial R ion, the New ists, and Stabilizati
Policy in Semi-Industrial £ ies.” Journal of Develop Economics 14(3) (1984):
306; Frank Vencroso, Essays in Financial Instability in Developing Countries, mimeo,
World Bark, 1985.

g




