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This paper discusses the effectiveness of credit policies during
the early stage of economic development in Japan and Korea. We
examine the importance of institutional arrangements for managing
credit policies in these two countries. We emphasize participatory
government intervention, where credit policies could be viewed as
part of an internal allocation mechanism: government, banks and
large industrial firms may be said to have formed what we call a
“government-led internal organization” (GLIO). We examine the the-
oretical foundations of this view and discuss the implications for
the efficiency of credit allocation. We argue that, in early economic
development, such a participatory approach may have helped over-
come pervasive market imperfections. But there were also signifi-
cant dangers—problems of entrenched interests and institutional
inertia. In both countries, the relative importance of GLIO gradually
diminished as competitive capital markets and large conglomerates
(“privately-led internal organizations” or PLIO) expanded with eco-
nomic growth. (JEL Classifications: G18, N25, 053)

I. Introduction

The remarkable success of the East Asian economies has refueled old
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debates on the role of the government in economic development. One
significant branch of this debate has centered on the merits of govern-
ment intervention in credit markets: can it successfully promote indus-
trialization and growth in the early stage of economic development?

The only simple answer to this question is that there is no simple
answer. Throughout the world, examples abound where government
intervention in the credit market has led to large loan defaults, ineffi-
cient financial institutions, and poor resource mobilization without
encouraging growth in targeted sectors or industries. If we compare
credit programs and interest rate policies in African, Latin American
and East Asian countries, it is difficult to find clear and significant dif-
ferences in the individual program structures. This leads us to examine
more fundamental aspects of credit market intervention.

Our research focuses on the nature of the policy environments in
which the programs were implemented in Japan and Korea. We discuss
the Korean experience during the period of 1960s to 1980s, and
aspects of the Japanese experience 1930s-60s, i.e., the rapid industri-
alization period. What we believe is of central importance, but is often
not well understood, is that the success of credit policies is strongly
influenced by how they are managed and what type of institutional
environments support them. Although countries may target the same
industries and borrowers, results may differ, depending on how closely
credit programs are monitored, how well they are managed and how
carefully they are coordinated with other policy measures. The effec-
tiveness of credit policies depends on targeting the right groups of bor-
rowers, on monitoring the performance of these borrowers and, more
broadly, on crafting an environment that ensures the success of the
supported firms or industries. Furthermore there is a need for flexibili-
ty of the policy instruments and a willingness to adjust policies in
response to changing economic circumstances. All these aspects of
effective policy management and implementation rely heavily on the
institutional environment, the formal and informal arrangements that
establish the relationship between the government, business, and
financial institutions.

In the two East Asian countries we consider, during their earlier
stages of economic development, the government played a significant
role in the credit market. We argue that there were important common
elements in the nature of the government's involvement in the credit
market. Intervention was based on a participatory view on the role of
the government. The government, the financial sector and the large
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industrial firms shared a common responsibility in the allocation of
credit. We call this affiliation the “government-led internal organiza-
tion” (GLIO).1

Within the GLIO, there was much emphasis on communication,
coordination and cooperation. These relationships were supported by
institutional arrangements such as deliberative councils, industry
associations, federation of industrialists, monthly export promotion
meetings, etc. In this paper, we attempt to explain how and why these
aspects should be considered central to the understanding of the effec-
tiveness of credit policies in Japan and Korea.

We focus mostly on examining the effectiveness of credit policies in
terms of their “internal consistency”: How well were policies imple-
mented? What were the incentives to the government, to banks and tn
firms? And in what sense do information and decision rights matter?
We also consider aspects of the external consistency of credit policies,
i.e., how well credit policies in this institutional environment were inte-
grated into the broader structure of industrial and macroeconomic pol-
icy making.

While in both countries aspects of participatory government and
aspects of internal organization were prevalent, the actual institutional
environment, and especially the degree of government intervention, dif-
fered significantly. In Korea, the government owned the major commer-
cial banks and specialized banks. The government employed tight con-
trols on interest rates and directed loans to support specific sectors
and industries, allocating more than half of bank credit in directed
programs. In Japan, government intervention in the credit market was
less extensive and more indirect. The policy directed loans were
extended mainly by government-owned specialized financial institu-
tions, such as Japan Development Bank (JDB). The commercial banks
were privately owned, but the government indirectly influenced their
lending. The government controlled interest rates, and overall a sub-
stantial amount of loans were directed by policy.2

Another aspect we stress is the dynamics of government intervention
in the credit market. How did the role of the government in credit mar-
kets change in the process of economic development? We argue that
the comparative advantages of the governments’ involvement in Japan
and Korea were greatest at the early stages of their economic develop-

IThis concept is similar to Lee (1992).
2See Japan Development Bank and Japan Economic Research Institute
(1993).
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ment. But as their economies approached levels of more developed
economies, the centrality of governments became a hindrance to fur-
ther growth. While some structural transformations were clearly visi-
ble, and in particular a shift from the GLIO to an economy with several
large conglomerates and more market-based system, we also argue
that the efficient devolutionary process faced opposition from entren-
ched interest in bureaucracy and business community, which was
favored by the status quo and adamant to institutional change.

The central purpose of this paper is therefore to gain a greater con-
ceptual understanding of the essential elements of the institutional
structure that supported government intervention in the credit market
in these two countries. The underlying hypothesis is that this institu-
tional arrangement explains at least some of the differences between the
Japanese and Korean experiences with credit policies, which seemed to
have at least some success, and the many experiences in other devel-
oping countries, which have been considered failures.3

II. Further Motivation

Our emphasis on understanding the institutional environment when
considering effectiveness of credit policies is unlike much of the previ-
ous analysis on credit policy. Consequently, it may be useful to provide
some further motivation before going into the main part of the paper.
We review four broad reasons why we stress the institutional approach.

First, the debate on the effectiveness of government intervention in
the credit market has often focused solely on issues of financial repres-
sion. This analysis focuses on situations where government controls
over interest rates result in artificially low or even negative real rates,
and where banks make substantial loans to the government or to gov-
ernment-designated sectors. The lower the interest rate ceilings and
the larger the proportion of funds directed, the heavier the financial
system is said to be repressed.

In practice, however, the dimensions of government control over the
financial system are more complex. In assessing the role of government
in the credit market, one should beware of applying too simplistic mea-
sures. In many cases, the government influence over the credit alloca-

3To address these important issues more directly, a proper comparative anal-
ysis would be required. This is beyond the scope of this paper. This paper
chooses to concentrate on only one side of the comparison.
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tion could be much stronger even though the interest rate is mildly
repressed, and the amount of explicitly labeled selective credit pro-
grams are relatively small. For example, Japan or Taiwan (China) had
reasonably high real interest rates, and relatively few (explicitly labeled)
directed credit programs compared to many other developing countries
during the early period of economic development. Nevertheless, this
does not mean that the role of government in credit allocations was
less significant in Japan or Taiwan (China) than, for example, in Sierra
Leone or the Philippines. There the government could exercise only a
limited degree of influence over commercial banks, even if interest rate
levels were more severely distorted and selective credit programs were
more complicated. Similarly, one may not assess the degree of govern-
ment intervention in a country over time by simply looking at one or
two variables. For example, Korea doubled the level of interest rate,
yielding highly positive real rates in 1965, which was often interpreted
as financial liberalization. But in fact this strengthened the role of gov-
ernment in credit allocation by shifting financial resources from the
unregulated curb market to the banks which were under the tight con-
trol of the government.4

Second, economists tend to dichotomize market competition and gov-
ernment intervention, and tend to equate market competition with effi-
cient allocation and government intervention with distortion. In prac-
tice, many transactions, even in the most free competitive market
economies like the United States, are made within internal organiza-
tions, such as large industrial firms, at non-market determined prices.
Such transactions are based on administrative decisions, not on
prices.5 Internal organizations and internal markets exist mainly to
reduce the transaction costs, risks and uncertainties that prevent the
establishment of efficient markets.

We can view government control of the financial system in a similar
context. In other words, in the early stage of economic development,
when market imperfections are pervasive and only few banks and
industrial firms are important, an economy may find it more efficient
to form a kind of internal capital market and direct credits by adminis-

4See Cho and Kim (1993).

5To take a simple example, a businessman would not contract for a typist
every time he needed a document to be typed, searching for the lowest bid from
several typists. Instead, the businessman would employ a typist. Thus, internal
organization is an efficient outcome in the presence of pervasive market imper-
fections, and high transaction costs.
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trative decisions. Viewed this way, government control of credit alloca-
tion or “financial repression” might be interpreted as an efficient
response to pervasive credit market imperfections in the early stages of
development.

Third, an issue which has not been paid much attention in the cur-
rent debate on the effectiveness of credit policy is the effectiveness of
government’s “economic management”. For business firms, good man-
agement is said to be the “alpha and omega”. The performance of
firms, although they are producing the same kinds of product and
employing the same input mix, can be widely different, depending on
the effectiveness of management. Although economists nowadays often
stress the importance of appreciating good firms vs bad firms or good
workers vs bad workers,6 they have not come to fully recognize that
there could be good and bad government or good and bad policy imple-
mentation. Indeed, while economists have recognized that there are
some merits for government intervention in certain areas, they have
often compared these to a simplistic notion of government failure.
What needs to be studied is precisely what contributes to “good eco-
nomic management” or “good policy implementation.” Good manage-
ment, even for an economy, is not always least management. It
requires effective incentives schemes to motivate the members of the
organization, and close monitoring of their performance. We argue that
government control over credit should also be understood in light of
governance structures. Credit allocation was used as a powerful ins-
trument for governance control over industrial firms in Korea, and to
some extent, in Japan. Again we argue that the effectiveness of using
credit for such purposes depended to a great extent on an appropriate
institutional environment.

Fourth, the role of government and the merit of government interven-
tion should be understood in a dynamic context. In the early stage of
development, when many markets are missing, and the existing mar-
kets are highly imperfect, and when private sector institutions are
poorly developed, the government can play an important role in over-
coming some of these problems. However, in the later stage of econom-
ic development, when the private industrial sector becomes more
sophisticated, the merits of government intervention may diminish sig-

6The recent debates about corporate control dwell extensively on this issue.
This recognition has also become the basis for a large part of the asymmetric
information theories.
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nificantly. Effectiveness of credit policies should always be weighed
against the specifics of the economic backdrop.

The remainder of the paper is organized as follows. The third section
briefly reviews the theoretical rationale of government intervention in
the credit market. The fourth section describes the main features of the
institutional settings in Japan and Korea, the incentive environments
for banks and industrial firms, in which credit policies were imple-
mented. The fifth section, based on recent theories of internal organiza-
tion, provides an in-depth analysis on how we can try to understand
some of the unique aspects of the Japanese and Korean experience
with credit market interventions. The sixth section discusses the
diminishing merit of credit policies as their negative effects become
more significant in the process of successful development. The last sec-
tion summarizes and concludes the paper.

II1. The Role of Government in Credit Markets:
A Theoretical Background

In this section we address three questions that relate to whether gov-
ernment intervention in the credit market could be an effective mea-
sure to facilitate industrialization and growth. First, does the govern-
ment have a potential role in improving the resource allocation in the
economy? Second, if so, should the government's role be to direct cred-
it policy, or should other measures such as a lump sum tax/subsidy
be employed to improve resource allocation? Third, if the government
should use direct credit policy, under what circumstances could credit
policies be an effective instrument for industrial development?

A. Recent Economic Theory on the Role of Government

The fundamental theorems of welfare economics (Arrow-Debreu) have
formed the theoretical underpinning to the laissez faire view of the role
of government. Under certain assumptions, private markets efficiently
allocate resources; therefore government intervention is unnecessary
and could be harmful. Distancing itself from this paradigm, a large
body of literature has developed on identifying market failures, such as
externalities, public goods and increasing returns to scale. Market fail-
ures give a fairly apparent and well-defined role to the government for
specific policies.

Recently, economists have focused on market imperfections, rather
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than on market failures,” where asymmetries of information and other
transaction costs obstruct the smooth functioning of the price system.
The argument applies to credit markets, where transactions differ in
important ways from the exchange of neoclassical goods. Since credit
is only a promise rather than a commodity, credit markets require a
great deal of information and strong institutions to enforce contracts.
The discussion in the recent literature on imperfect capital markets
can be summarized broadly in four conclusions.8 First, some classes of
borrowers may be excluded from the credit market (in other words,
credit may be rationed). Second, an imperfect capital market may pro-
vide insufficient risk-sharing, so that borrowers become excessively
risk-averse. Third, the capital market may exert pressures on borrow-
ers to maintain high short-term profitability at the expense of long-
term investments (in other words, short-termism). Finally, the public
good aspect of monitoring, and the problems of delegated monitoring,
may result in too little and too diffuse monitoring being provided by the
market. These conclusions give a potential role to the government to
improve on market failures and imperfections.

Despite the recognition of market imperfections, however, the ques-
tion remains on the government's role in modern economic theory: why
should the government go where private markets fear to tread? Even if
a government is aware of biases in credit allocation, it may not be able
to overcome the problems of asymmetric information and transaction
costs. Therefore, although current economic thinking recognizes the
potential for government intervention in the financial market, it does
not necessarily support government intervention to alleviate market
imperfections.

B. Why is Intervention in the Credit Market Necessary or Preferred?

If a government is in a sufficiently good position to identify and
address the problems that arise from market imperfections, why
should government use credit supports (in other words, preferential
access to credit or subsidized interest rates) to address these pro-
blems? Why can’t market failures be addressed by other mechanisms,
such as fiscal incentives or input/output subsidies? These questions

7This distinction is used for expositional clarity, but neither of these terms
are used consistently in the literature.

8See Jensen and Mecklin (1976), Stiglitz and Weiss (1981), Stiglitz (1985}, Cho
(1986b) and Hellmann (1992). For a good general discussion, see Stiglitz (1992).
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have not been discussed extensively in the literature. Here we provide
some explanations.

First, there are cases where problems originate in imperfect financial
markets. For example, when a firm faces a binding financial const-
raint, such as a cash constraint due to a temporary external shock,
funds can be obtained either in the form of capital (i.e., issuing new
shares) or credit. However, transaction cost involved in raising funds in
the capital market could be prohibitively high for firms in developing
countries, especially when current profit trends are bad in view of
external shock. Also, when product market failures arise, they are
often linked to capital market failures. Credit policies could be very
flexible and effective instruments to address these problems.

Second, credit policy as an industrial policy instrument does not
simply depend on the amount of support, but on the timing of the sub-
sidy and the resulting flexibility. Credit policies may permit subsidies
to be allocated flexibly, and may take into account the performance of
supported firms or industries. Credit support can avoid the “lumpi-
ness” and “asset specificity” (Williamson 1985) which are often entailed
with fiscal supports. Since many loans must be refinanced, well-mea-
sured refinancing decisions provide incentives and determine the ongo-
ing selection of who receives support: good performance can be re-
warded by rolling over existing debt or extending new debt, and bad
performance or the diversion of funds can be punished by reducing or
terminating support.? Furthermore, in an ongoing credit relationship
the government has an interest in recuperating its loans, and the sub-
sidized firm has an interest in continued support. In the language of
Williamson (1985), the two parties create “mutual hostages™. The gov-
ernment as creditor also obtains some explicit governance rights over
the subsidized firms. Therefore, it may have less moral hazard effect
than grant or tax subsidy.

Third, apart from purely economic reasoning, credit policies also

9The benefits from the flexibility of credit policies cannot be taken for granted.
Poor information may turn potential effectiveness into a large hazard; renegotia-
tion and refinancing decisions involve delicate trade-off. In order to make good
use of credit as a selection and incentive device, creditors must understand two
crucial aspects of a firm's performance. First, to provide an effective incentive
scheme, the creditor should be able to distinguish external factors from man-
agerial performance. Second, to make effective selection decisions among the
external factors, creditors should be able to distinguish cyclical from structural
influences, and they should have good information on whether financial distress
is due to temporary or permanent problems.
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have the advantages of political ease of implementation, and a certain
degree of autonomy from social and political pressure.l0 Budgetary
measures, such as fiscal incentives, must be approved by the legisla-
tive branch. Since directed credit is decided upon by the government or
the central banks, it may benefit from greater administrative flexibility
and (limited) insulation, compared to tax measures, from politicization
of the decision making process. Governments may be able to formulate
policy and policy changes faster, especially for the sectors that should
become the beneficiaries of government policies. Tax administrations in
developing countries are often poorly developed and are unlikely to be
able to effectively implement industrial policies.

C. Under What Circumstances Could Credit Policies Be Effective?

In order to successfully implement credit policies and promote in-
dustrialization and economic growth, government commitment should
be firm and visible, and should be supported by strong political leader-
ship.!! The Japanese and Korean economies succeeded in mobilizing
national consensuses for economic growth as their highest national
goals. The political environment, the stability of the administration,
and the government organizational structure (for example, the Econo-
mic Planning Board (EPB) of Korea, the Ministry of International Trade
and Industry (MIT]) and the Ministry of Finance (MOF) of Japan) might
have contributed to the process. In these circumstances, policy makers
were able to use longer planning horizons, thus problems of short-ter-
mism were alleviated and stronger commitments (the “repeated game”
effect) were made, both of which were essential to implement the
growth policies. The governments also protected their economic policy
making and implementation from social and political influences that
could have pushed for more redistributional goals.

Furthermore, macroeconormic stability (at least avoidance of hyperin-

10This, of course, depends on the government's administrative structure, the
political environment and its kind of leadership.

l1Government commitment is less trivial than it may sound. This is perhaps
one of important factors that can explain the different in the impact of credit
policies on economic growth betwcen East Asia and South Asia. Many credit
policies have been criticized for not achieving economic growth, when their true
{although possibly covert) purpose was to redistribute and to meet the interests
of vested groups. If credit policies fail because of these reasons, it says little
about whether directed credit policies were ineffective as a tool for expediting
economic growth.
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flation) was crucial for reducing the volatility of relative prices for long-
term investment planning, mobilization of financial savings, and estab-
lishing the creditability of the government industrial policy goals.
Without macroeconomic stability, credit interventions typically entail
larger than intended subsidies, and they are more likely to be subject
to hard-to-detect corruption and abuse. In highly unstable macroeco-
nomic environment, credit policies can have unintended effects: as wit-
nessed in many other developing countries, they may then add to the
instability and be in the way of financial deepening and growth.

However, macroeconomic stability and firm government commit-
ments alone do not seem to have been sufficient for the credit policies
to contribute to high economic growth.12 We argue that in addition,
governments must be able to effectively manage and implement the
credit policies to serve their original purposes. This required well estab-
lished institutional settings to identify problems promptly, to monitor
effectively and to transmit specific policies into desired goals.

It is on these arguments that we want to focus on in the next two
sections. We begin by discussing the institutional settings in Japan
and Korea, that may have significantly strengthened the positive
aspects of credit policies.

IV. Institutional Settings and the Effectiveness of Credit
Policies in Japan and Korea

In this section we discuss the experiences of credit policies in Japan
and Korea. We are looking at mainly the period of postwar(up to 1960s}
Japan and (from the 1960s to the early 1980s) Korea, i.e., rapid indus-
trialization period. Our main focus is on the institutional settings
which supported the effective management and implementation of
credit policies. We emphasize the interrelations between the relevant
decision making units: the government, banks and industrial firms. We
characterize this institutional settings by the GLIO.13 It should howev-
er be noted up front that the notion of a GLIO should be understood
somewhat differently in Japan than in Korea. In Japan the interactions
in the GLIO are based much more on aspects of horizontal coordina-

12There was also the issue of choosing the right policies-especially the right
mix of policies. We address this problem briefly in section IV. D.

13We explore the theoretical foundations to this concept in greater detail in
section V and VI.
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tion between fairly autonomous decision makers, whereas in Korea the
GLIO has a more centralistic and coercive nature. Nevertheless we find
the concept of the GLIO useful to highlight similarities in the institu-
tional settings.

Section IV.A provides a broad overview. Section IV.B and IV.C look at
the incentive environment of banks and firms respectively. Section IV.
D briefly discusses the some issues of how credit policies interacted
with other policy instruments.

A. Relationships between Government, Banks and Firms in Japan
and Korea

This section traces out the broad contour of the institutional rela-
tionships between the government, banks, and industrial firms in
Korea and Japan in the early stage of economic development. To sim-
plify the discussion, we limit ourselves to a very stylized picture and
ignore many details and differences between the two countries.14

1) Japanese Structure

The banking sector can be divided into two major components. There
were the large government financial institutions such as the JDB, the
Export-Import Bank of Japan (EXIM), and, at least before the war, the
Industrial Bank of Japan (IBJ).15 These channeled loans under the gov-
ernment’s industrial policy framework. In addition to these, there were
commercial banks, which were privately owned. The government and
the central bank (Bank of Japan (BOJ)) exercised strong influence over
the entire banking system through its power of licensing entry and
establishing branches in specific areas, through its discretionary pur-
chases of debentures issued by the banks, and through the “overloans”
provided by BOJ. Particularly during the period of postwar rapid eco-
nomic growth (1950’s and 1960's), directed credit constituted a large
share of total credit (Nakamura 1983; Noguchi 1992; JDB/JERI 1993).16

MFurther useful references for these countries include Aoki (1988,1990,
1992), Cho (1986a, 1989, 1990), Cho and Kim (1993}, Cole and Patrick (1986),
Drake (1986), Hong and Park (1986), Horiuchi (1984), Horiuchi, Packer and
Fukuda (1988), Kato et. al. (1993), Johnson (1982), Kim and Utterback (1989),
Lee (1992), Lim (1989), Nam, D.W. (1992), Nam, S. (1992}, Noguchi {1992),
Prowse (1992), Sakakibara and Feldman (1983), Sheard (1989, 1991), Vittas
and Wang (1991), Wade (1990) and the World Development Report (1989).

15After the war, the IBJ was privatized, but it maintained very close contacts
with the government
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The postwar directed credit included the “fiscal and loan investment
programs” operated by government financial institutions which alone
accounted well over 10 percent of loans by whole financial institutions.
In addition, there were preferential credit programs extended by com-
mercial banks which were funded by the central bank’s (BOJ) redis-
count facility to support export, import, manufacturing and agriculture
sectors. Total BOJ lending to commercial banks and other financial
institutions for these purposes amounted to more than 10 percent of
total money supply (M2} in the early 1950s. The heavy government in-
tervention in credit allocation during the wartime influenced the post-
war relationship between the government and banks, which continued
close consultation and maintained a cooperative relationship.

In the prewar period, there were many public firms, but after the
1945, most of the industrial firms were privately owned, except for
some key strategic industries. Banks and firms were interrelated
through direct ownership within larger family groups in the case of
prewar Zaibatsus, and through substantial ownership links in the case
of postwar Keiretsus. These large industrial conglomerates have
assumed dominant positions in the Japanese economy. But even firms
that did not belong to a Keiretsu had “main banks” which held equity
participation and representation on the firms’ boards. Small firms typi-
cally had a subcontracting relation with a large firms which gave the
latter certain control over their business. There were various “delibera-
tive councils” which were represented by the managers of industrial
firms, bankers, and former senior government officials which provided
channels for discussion of policies and mobilized consensus for the
policies put forward by the government. Various industry associations
also transmitted the flow of information and policy objectives between
the industries and the governments. The government had a complicat-
ed web of leverages to control or influence the behaviors of firms and
banks.

16During the war period also, the government had extensive intervention in
the credit allocation. The government began intervening heavily in credit alloca-
tion in the 1930s for the promotion of heavy and chemical industries, at first
through the IBJ, and then later, also through the private commercial banks.
The Temporary Funds Adjustment Law, enacted from 1937 to the end of World
War II, directed about 70 percent of total credit to industrial sector: 31 percent
to machinery, 21 percent to metal, 11 percent to the chemical industry, as ver-
sus, say, 1 percent to food. See Nakamura (1983), pp. 299-300.

17Even after their privatization in the early 1980s, the government continued
to exercise strong control over their management and credit allocation.
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2) Korean Sturcture

In Korea, banks (both specialized and commercial ones) were owned
directly by the government.l7 More than half of total bank credit was
directed explicitly or implicitly under various types of selective credit
programs. In the early stages of economic development (1950s and
1960s), public enterprises were quite dominant in the industrial sector.
They were gradually privatized, being taken over by large industrial
groups (Chaebols) which acquired dominant roles in the Korean econo-
my starting in the 1960s. The Korean industrial sector could be broad-
ly divided into, on the one hand, about 30 to 50 large Chaebols18
which had firms producing goods and services in almost all industries,
and, on the other hand, a still large number of smaller firms. As in
Japan, many of the smaller firms had subcontracting relations with
large firms. The large industrial groups typically had a close relation-
ship with the government. They strongly depended on its bank loans
for the expansion of their business. Korea also had various “industry
associations™ which facilitated the consultation of policy direction and
implementation, channeled market information to the government, and
assisted in the effective transmission of policy goals to industrial activi-
ties. It also had “Monthly Briefings on Economic Trends” and “Monthly
Export Promotion Meetings” which were chaired by the President and
attended by senior government officials, bankers, business and labor-
union leaders. By attending the economic briefings presented by the
EPB, all the participants shared a common understanding of current
economic conditions and issues.

In the monthly export promotion meeting, the Ministry of Trade and
Industry (MTI) would make reports not only regarding the progress on
achieving annual export targets, but also the problems and difficulties
facing the industries and firms in meeting their export goals. The per-
formance of exports were reviewed item by itern and country by coun-
try in the meeting. As in the case of the Monthly Economic Briefing
Meeting, decisions were often made on the spot as to how problems
might be addressed. In addition, the meetings were utilized to recog-
nize those individuals and firms who had made outstanding contribu-
tions toward achieving export targets. After discussions about the bot-
tlenecks for exports or progress of specific projects at these meetings,

18As of 1985, the largest 30 Chaebols received more than a quarter of the
total bank credit and were responsible for more than half of the manufacturing
output.
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the President gave instructions as to how the problems should be re-
solved, and asked all participants, including government officials,
bankers, and the representatives from the private sector, for their
cooperation and input. These meetings constituted a forum, both
among ministries and between the government and the private sector,
where progress towards achieving policy goals was monitored and
where consensus could be achieved on ways to deal with emerging
problems.

We may say broadly that the GLIO involved the government, bank,
and large industrial groups in Korea. A very similar arrangement can
be noted for Japan. However, for postwar Japan, we witness a looser
affiliation between the government, banks, and large industrial firms.
The GLIO was complemented by strong private internal organizations
that linked the banks and industrial firms more closely. In postwar
Japan, the role of government was more indirect, where the private
sector could make mostly independent decisions, but cooperated with
each other and through the government. Furthermore, in both coun-
tries the role of the government diminished as the countries industrial-
ized and as the private sector expanded its own internal market. This
devolutionary process happened earlier, and went further in Japan
than in Korea.

B. The Incentive Environment for Banks

The institutional setting in Japan and Korea provided different in-
centive structures to banks and firms from what normally can be
expected under the free competitive financial market. In Korea, bank
ownership implied that the government could dictate the objectives of
bank operations closely. Since bank managers were appointed by the
government, their incentives were determined by the hierarchy. Perfor-
mance evaluation was not based on narrow indicators, such as profit
maximization; a manager’s most important incentive was to conform to
the policy guidelines established by the government. That is, the man-
ager carefully executed government directives and prudently avoided
visible failures such as large loan defaults.l9

The profit motive for banks may not be always consistent with the
goal of long-term economic growth as was mentioned in section IV.
This concern, with that of financial instability, led the government not

19The same situation prevailed in Taiwan {China), where all banks were
owned by government.



398 SEOUL JOURNAL OF ECONOMICS

to emphasize market competition and profit-maximization among
banks. Instead, maximization of deposit mobilization to support indus-
trial investment was the major objective set to bank managers. With
controlled interest rates, which were set to reduce the risk of financial
instability and to encourage investment, deposit mobilization needed
particular efforts by the banks.

On the lending side, the interest rate controls prevent lenders from
charging appropriate risk premia, resulting in a bias for low default
risk projects irrespective of the expected economic return of projects.
But there were directed credits to certain targeted high risk sectors, so
that total risk taking within the GLIO was probably higher than what
would have resulted in an otherwise imperfect capital market. There
were moral hazard problems, however, for the banks managers since
they would not be directly held responsible for all bad loan decisions.
Nevertheless, they were pressed to monitor their loans closely, were
held directly accountable for the success of their discretionary lending
and were encouraged to make the directed loans profitable.20

Compared to Korea, postwar Japan offered smaller subsidies and the
directed credits were smaller. Japanese commercial banks also operat-
ed in a more competitive environment. In postwar Japan, the old
industrial conglomerates (Zaibatsus} quickly reemerged under some-
what different forms (Keiretsus), and industrial firms clustered around
main banks, with which they had a close monitoring relationship. The
government may have felt less compelled to intervene by directing cred-
it explicitly since this institutional environment could overcome market
imperfections to some extent. But the incentive environment of banks
was still influenced by the government. Private banks were given
incentives to support the government initiatives, such as lending to the
same firms or sectors as the government financial institutions by par-
ticipating in syndicated loans organized by the JDB. The private banks
also paid close attention to the administrative guidance of the MOF and
BOJ because they depended on discretionary decisions of the govern-

20The moral hazard problem of bad loans was however far from being com-
pletely solved. The Korean government had to use interest rate concessions and
other credit intervention repeatedly to salvage ailing parts of the highly lever-
aged corporate sector (Cho and Kim 1993).

21In Japan, more so than in Korea, the exact extent and nature of government
influence over the financial sector is hard to assess. The discretionary nature of
government policy involves many degrees of subtlety, and lack of transparency,
at least to outside observers.
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ment, such as branch licensing and overloans.2!

One aspect common to the Japanese and Korean financial systems is
cooperation and bargaining (which are attributes of the GLIO) among
stakeholders.22 Cooperation or bargaining has been used during times
of financial distress, where stakeholders have stronger incentives to
rescue and restructure ailing firms, rather than force socially unpro-
ductive liquidations that benefit some stakeholders at the expense of
others.23 The coordination among stakeholders in normal times is
equally important. By cooperating, stakeholders can exercise stronger
monitoring; all stakeholders benefit from one stakeholder's monitoring
activity. Coordination is also important to exercise influence over a
particular firm: a united front of stakeholders represents greater power
to affect a firm's governance. Cooperation and coordination among sta-
keholders allows for stronger incentives to firm managers to be imple-
mented. Inherent contradictions in the formulation of incentives (for
example, debt-holders would like to provide more conservative incen-
tives than equity-holders) are more likely to be reconciled, and tighter
control over the firm’'s governance are likely to make incentive struc-
tures more effective.

C. The Incentive Environment for Firms

The government's position as a creditor (either directly through bank
ownership as in Korea, or indirectly through influence over the bank-
ing system as in Japan) can generate different incentive structures for
firms than those that could have been expected without the govern-
ment. Asset or growth-maximization of firms can be understood as a
strategy of long-run profit maximization in the presence of dynamic
increasing returns to scale and technological externalities. If an emerg-
ing firm or industry is operating on a learning curve, short-term profits
can be poor. However, creditors in the competitive market tend to
induce firms to bias their investment away from projects with long-
term pay-off horizons toward projects with shorter horizons.24

22By stakeholders we mean all external agents affected by the performance of
the firm: equity and debt holders, some suppliers (often holders of trade credit)
and possibly the government.

23However, the distribution of responsibilities differs between countries. In
Korea, the government assumed a much more explicit role. In Japan, responsi-
bilities for a rescue operation were delegated to the main bank, which needed to
defend its reputation (see Sheard 1991; Aoki 1992).

24See Hellmann (1992).
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Furthermore, the government as a creditor can be a more effective
monitor and enforcer of a firm's behavior than private creditors. Private
creditors in the competitive market can withdraw credit if they are not
satisfied with a firm’'s performance. The withdrawal of credit may not
be crucial for the firm's survival if the firm can approach other credi-
tors or other sources of financing. However, if the government is dissat-
isfied with a firm's performance and withdraws its support, the firms
may not survive since the government might not only cut off official
credit, but also use further punitive measures against the borrowers.25
Therefore, the government can become a more powerful creditor in the
GLIO context than private creditors in enforcing the behavior of bor-
rowers to conform to the interest of creditors.

The government can also become a more effective risk partner than
private investors. Once a firm follows the government’s policy gui-
dance, the government becomes an implicit risk partner in the invest-
ment outcomes. The government secures continued credit support for
firms, and bails out firms in financial distress. The government can
become a more powerful risk partner by combining various policy mea-
sures with credit support to alleviate firm losses during economic
downturns or temporary poor performance. Equity finance is normally
thought to provide risk sharing to firms. In the GLIO context, bank
credit could constitute the source of risk capital. Even with high lever-
aged financial structures, large industrial groups could make risky
ventures and could use long-term perspectives in their investment
decisions, given that there is implicit downside risk insurance by the
government and banks.?6 In other words, the government-bank-indus-
try coinsurance scheme has bank credit supplementing risk capital in
the absence of a well-functioning equity market. This, however, also
nurtured moral hazard, where firms overexpanded their investment
and chose highly leveraged financial structures.

25This was especially the case in Korea. In Japan, the government had a
much weaker influence on these matters.

26From the borrower’s point of view, high leverage can bc also viewcd as
insurance against bankruptcy. The more they borrow from the banks, the more
the creditors (government/banks) are obliged to bail them out in thc downside
risk. On the other hand, the high leverage also strengthens the governance con-
trol by providing leverage to the creditor to the extent it can directly affect thc
survival of the firms.
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D. The Policy Environment: Internal and External Consistency

Another important institutional aspect of credit policy is external
consistency, that is, how well policies fit into the larger frame of gov-
ernment economic policies to support industrialization and develop-
ment. While a complete treatment of the issues is beyond the scope of
the paper, the institutional arrangement of the GLIO could have helped
to achieve greater external consistency.

The Japanese and Korean governments achieved coordination among
credit programs with closely related industrial and macroeconomic
policies. If the domestic macroeconomic environment was hampered by
a particular policy (for example, by high inflation or an overvalued
exchange rate), losses began to appear in the GLIO’s balance sheets.
The government, in a comprehensive relationship with banks and
firms, had clear information and incentives to redirect policies to bene-
fit the GLIO. Losses by firms would be reflected in the growing non-
performing loans of banks, which would add to the quasi-fiscal deficit.
Bad industrial and macroeconomic policies had at least some chance
of being recognized and corrected swiftly within the GL10.27

An outward-oriented economic policy and a competitive domestic
industrial environment also checked the effectiveness of credit policies
in Japan and Korea. Firms were fully exposed to competitive interna-
tional markets for their products and keenly contested among large
firms. The firms’ success depended on expansion in foreign markets.
Thus internal selection and incentive mechanisms in the GLIO were
complemented with the external discipline from international markets,
where the performance of firms provided important information for the
allocation of credit within the GLIO. Japanese and Korean govern-
ments also avoided state-owned enterprises and monopolies, and
ensured intense competition in the domestic market among large firms
although the market share were highly concentrated by them.

V. The Internal Organization View of Credit Allocation
Effective credit policies in Japan and Korea—particularly in Korea—

27No organization is perfect. Indeed, the Korean government has been criti-
cized for unduly neglecting small firms. This fits into the framework. Insofar as
these small firms were not part of the GLIO, they could not benefit from the
same attention from the government.
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can be interpreted as part of an allocation process within an internal
organization, as an attempt to overcome some market imperfections. In
this section we discuss the analytical foundations of what we have
called the GLIO.28 Section V.A. examines the foundations of this con-
cept and section V.B. discusses its implications.

A. Credit Policies as Internal Credit Allocation: Conceptual Issues

In the orthodox view of credit policy (and government policy), the gov-
ernment is an agent separated from the market transactions, and adjusts
economic parameters, such as prices. Government failures, then, involve
poor information, distorted incentives and opportunities for abuse and
corruption among bureaucrats. This view, which dichotomizes the
economy into a productive sector on the one hand and the government
on the other hand, may not always be an appropriate way to under-
stand the government’s role, particularly in Japan and Korea. Instead,
we propose a more participatory view of the government as an active
leader in establishing and managing internal credit allocation.

What distinguishes internal allocations from those in markets? This
have been the focus of considerable research in the literature on the
theory of the firm and the theory of organizations, dating back at least
to Coase (1937). His fundamental insight was that there may be costs
of using the market, so that allocation occurring within firms (i.e.,
internal organizations) may be a way of overcoming high transaction
costs in markets.29 Coase considered the difference between markets
and firms to be the use of the price system. This distinction is inade-
quate however, since prices may well be used within organizations (e.
g., transfer prices), and market transactions may include non-price
features (e.g., contractual side conditions). Another popular notion is
that an internal organization is characterized by the centralization of
control.30 Again, this notion is insufficient, as it fails to recognize that
one crucial aspect of internal organization is the ability to decentralize
internally.

Rather than prices or centralization of control, modern economic the-

28This section develops an essentially static view of thc GLIO. In section VI we
address the dynamic aspects.

29The subsequent literature, including the theories of market failures and
imperfection discussed in section HI. A, has given considerably more content to
the concept of transaction costs.

30The Coasian notion of suppression of the price mechanism is then one pos-
sible but not necessary feature of an organization.
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ory argues that markets and internal organizations differ in the way
decision rights are distributed.3! In the market, each participant holds
decision rights, while in an internal organization, decision rights are
held by a central unit that can impose decisions on the various parts of
the internal organization. There are also some constraints on the cen-
ter's ability to impose decisions and it may decide not to exercise many
of its decision rights, or to exercise them selectively.

Consequently, in order to understand the concept of the GLIO, we
need to recognize both the extent to which the government could exer-
cise direct and indirect control over economic decision making and the
extent of the constraints it faces. Government influence over decision
rights concerned strategic planning, mainly investment decisions. The
most important means of exercising this control is through credit allo-
cation. By granting or refusing finance, governments could provide on-
going selection and incentives to borrowers. At the same time, we
should recognize the limitations to government control. First, decision
control is indirect and delegated.32 Second, there is an important
notion that if the government wants to use its control over credit allo-
cation to expedite growth, the government depends fundamentally on
the collaboration of banks and firms.33 In a credit relationship, the
lender is tied to the borrower because the lender wants to recover
funds. The fact that banks and the government rely on firms thus gives
firms important bargaining power. But decision control in the GLIO dif-
fers from the decision control found in private internal organizations or
firms. In private transactions with complete property rights, ownership
rights determine the control over decision rights. But with incomplete
property rights or government interference, decision rights may be
exercised without formal ownership. Within the GLIO, government con-

31Just as for every important theory, there is also considerable disagreement
in the literature. Our description is based mostly on the ideas in Grossman and
Hart (1986) and Williamson (1985). For further references on this topic, see also
Milgrom and Roberts (1992).

32This corresponds closely to the “M-form hierarchy” (see Williamson 1985),
an organization based on the idea that, apart from broad strategic planning,
there should be considerable decentralization within the organizational struc-
ture. Units are grouped along functional criteria and given autonomy on how to
achieve set objectives. In the GLIO, banks are responsible for implementing the
broad guidelines of credit policies, but are given considerable freedom as to how
they achieve this objective.

33Related to this is the notion that government interference must be perceived
to be legitimate by private agents in order to be feasible or effective.
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trol went beyond control of the public sector and beyond the formula-
tion of parametric policies34 to governance control. In other words, the
government controls some decision rights commonly associated with
ownership.

The resulting picture on the extent of governance control inevitably
becomes vague. It is not clear where decision rights lie within the GLIO
or how they are shared in commonly agreed decision making. The rela-
tionships within the GLIO (especially in Japan} are subtle, often implic-
it, and are not readily verifiable or observable to the outsider. More
fundamentally, vagueness is an integral aspect of the GLIO. It is part of
an evolving bargaining or strategic game between government, banks
and firms, where the distribution of decision rights is neither well spec-
ified nor time-invariant.35

Having described the ways internal credit allocation differs from
market allocation, we can formally define the GLIO as the nexus of all
banks and firms that are under some partial government control, which
derives mainly from and accompanies the allocation of credit.

B. Credit Policies as Internal Credit Allocation: Consequences

How does it matter that credit policies are implemented within GLIO?
How does the allocation of credit differ from allocation in a market-
based system? We look at the consequences of internal allocation along
four aspects: risk-sharing, information structure, provision of incen-
tives, and governance structure.

1) Risk-sharing

Improved risk-sharing is one of the most important justifications for
internal organizations. If information and markets were perfect, gov-
ernment-backed risk sharing would not be needed. But in the absence
of well-functioning equities market, investment expansion had to be
financed by bank credit, which led to highly leveraged financial struc-
ture of firms. In this situation, implicit government-banks-industry co-
insurance scheme could reduce the risk of investment. The major

34In other words, regulations, price controls, etc., but not actual decisions.

351t is interesting to note that both Williamson (1985) and Grossman and Hart
(1986) make explicit reference that their definition of an organization (which
does not allow for the ambiguities, on which we insisted here) only applies to
private “sovereign” transactions. They implicitly seem to recognize that a clear
distribution of decision rights may not exist in the presence of government.
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problem with internal risk-sharing is that, unless effective monitoring
and proper incentives are provided, it may lead to its own moral hazard
problem, namely soft-budgeting.36

Apart from this argument concerning exogenous risk, another argu-
ment can be made that internal organizations are also instrumental in
reducing endogenous risk. While neo-classical economics assumes that
equilibrium is obtained, actual markets involve disequilibrium, strate-
gic uncertainties and constant adjustments. In the early stages of eco-
nomic development, markets may not be very stable, given that market
participants may have less experience with their functioning and given
that the institutional roots of the market, such as contract law and
faith in the system, are much weaker. This second type of uncertainty
seriously undermines the well-functioning of markets themselves. In
an internal organization however, this second type of uncertainty can
be alleviated as a result of the alternative ways decisions are made.

2) Informational structure

In market economies prices were often said to reflect economy-wide
scarcities, while allowing for decentralized production and transac-
tions.37 Information in financial markets concerns not only the avail-
ability and demand of funds, but important information about the
quality of borrowers and their likelihood to default. The traditional view
of informationally efficient credit markets38 is particularly inappropri-
ate because it fails to recognize the strategic nature of asymmetries of
information that can lead to considerable market imperfections. Mar-
kets screen borrowers and transmit information imperfectly and may

36There is a trade-off. If a borrower faces a soft budget, he will most likely
impose some costs of inefficient refinancing on the lender, but he will also be
freed from short-term pressures that may undermine its ability to do hidden
long-term investments, such as learning (see Hellmann 1992). In section VI we
argue that in the early stages of development, learning and long-term invest-
ments are important. In this perspective, the inefficiencies of soft-budgeting
might be outweighed by the gains of long-termism.

37This point of view is associated with the Austrian school: see von Hayek
(1945), Hurwicz (1973), and Grossman (1976). For the counter-argument, see
Grossman and Stiglitz (1980) or Greenwald and Stiglitz (1986).

38This does not refer to the efficient capital market hypothesis, which looks
only at the market and asks whether it can process the information efficiently.
The fact that this weaker hypothesis seems to fail in many situations (for a sur-
vey, see Camerer 1989) is indicative of how important information problems can
be to capital markets.
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be said to achieve some intermediate level of informational efficiency.

For the internal credit market, monitoring and an efficient informa-
tion flow are two of the most difficult challenges. A network is needed
to collect large amounts of dispersed information about the availability
and need for funds, and about the quality of borrowers. The key here is
how efficiently communication is developed and how well monitoring is
delegated. Both Korea and Japan placed considerable emphasis on
communication between government, banks and firms, such as delib-
erative councils and monthly economic briefing meeting. They also
placed considerable emphasis on monitoring, the responsibility of
which was delegated to banks. An internal organization may have
fewer incentives to withhold or distort information strategically: the
strategic motive may be replaced by an incentive to cooperate on infor-
mation exchange, and misrepresentation of information may be pun-
ished more severely than in a market environment.39

3) Provision of incentives

Incentives in the market are said to result from the opportunities of
individual profit (or utility) maximization, and are directed by relative
prices (such as interest rates). Yet, whenever prices are distorted or
markets are missing, incentives will be distorted. Markets achieve only
intermediate efficiency with incentives.

If the incentive structure is well-designed, internal organizations can
provide more intense or more focused incentives. An internal organiza-
tion can augment the intensity of incentives directly by increasing
monetary or non-monetary rewards for good performance or increasing
punishments for bad performance. In the market, bad performance
can only be punished through termination of economic relationships.
An internal organization can also avoid the biases inherent to markets
by choosing among different performance measures to redirect incen-
tives. For example, Japan and Korea emphasized the growth of firms
(or growth of exports by firms), rather than profits. By emphasizing
growth, firms can be freed from pressure to show short-term profitabi-
lity and can focus on long-term perspectives.

39The design of efficient information transmission within an internal market
is not obvious, however, and many things can go wrong. In parlicular, there are
very difficult trade-off as to what information should be centralized. Indeed,
excessive centralization of information is one very important reason why central
planning—which we must however keep clearly apart from the GLIO—has
failed.
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Incentives within an organization are however also subject to familiar
criticism, such as lack of effort, propensity for corruption, insufficient
discipline and lack of innovation. The design of incentives within an
internal organization is therefore extremely delicate. If one link in the
hierarchical chain has distorted incentives, the entire system may run
astray. More important, if at the top of the hierarchy the government
and its bureaucrats use the system for purposes other than to improve
the economy, the efficiency of credit allocation will almost certainly
vanish.40 The relatively transparent performance criteria set by export
orientation and domestic cooperation, the apparent dedication of
bureaucrats to economic development and national welfare, and politi-
cal leadership in Japan and Korea, although difficult to explain, cer-
tainly contributed to uphold the system.

4) Governance structure

Just as decision rights differ between markets and internal organiza-
tions, actual decisions differ. Many market inefficiencies—problems of
public goods and externalities, and strategic use of asymmetric infor-
mation—may be viewed as a lack of cooperation and coordination.
Markets, almost by definition, lack explicit structures for more direct
interactions between decision makers than would be necessary to
achieve the coordination and cooperation required to overcome ineffi-
ciencies; prices are supposed to do the entire job.41

Within the GLIO cooperation and coordination should be the result of

40The failure to provide appropriate incentives in credit allocation is harmful.
There is a particularly wide scope for opportunism in credit allocation, such as
misuse of funds (in other words, funds are used for inefficient projects, or insuf-
ficient effort is provided to make the funds efficient) and the diversion of funds
for other purposes. However, this is true for any credit allocation, whether mar-
ket-based, parametric or internal. Moreover, incentives for the diversion of
funds are likely to be higher in the absence of a GLIO, when there are fewer
institutional safeguards to detect such activities.

41We are assuming that there is no perfect contracting in markets, or else
coordination and cooperation could be bought and sold in the market (c.f. Coase
1960). Accepting imperfect contracting, one may nevertheless object that agents
in a market-based system still have the option of creating coalitions to address
specific problems of cooperation and coordination. A coalition organizes its
operations internally; thus, in a strict definitional sense, cooperation and coor-
dination is again achieved through internal organization. Moreover, even with
the option of coalition formation, a market system may have disadvantages.
Coalitions are formed ex-post as a response to a given crisis (if they are firmly in
place ex-ante they should be considered to be an internal organization). They
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explicit and pervasive efforts to bring consensus among divergent opin-
ions and objectives. The government can not only promote consensus,
but it can provide direct incentives (both “sticks” and “carrots”) to
achieve cooperation and coordination. This also helps for the formula-
tion of and adherence to commonly understood group objectives.42

Surmnmarizing these four points, we can say that internalizing trans-
actions within an organization has the potential to achieve a better
allocation than in the market. However at the same time there is a sig-
nificant danger of ending up with a far worse allocation.43 Whether or
not good or bad outcomes occur is not just a matter of luck, but
depends on a host of preconditions, such as common national goals,
political leadership to convince the firms and consumers to share bur-
den for such goals, the stage of the economic development, and the
quality of economic management.44

V1. Diminishing Merits of Credit Policies Over Time:
From GLIO to PLIOs

The merits of credit policies and GLIOs diminishes as economic
development advances, as happened in Japan and Korea. The govern-
ment’s role changed according to the dynamics of economic develop-
ment: industry expanded while direct government involvement in eco-
nomic activities decreased. Governments did not withdraw from direct
intervention suddenly, but transferred control gradually to the private
sector, especially the big conglomerates, which we may think of as “pri-
vately-led internal organizations” (PLIOs).45

are likely to be formed too late and be less effective; since their members have
little information on each other and no experience in working together, they are
not engaged in long-term relationships and cannot rely on the same reputation
enforcement mechanisms.

420ne aspect that also seems to have contributed to this in Japan and Korea
is relatively high degree of cultural homogeneity within the work force.

43Although in a very model-specific context, Sah and Stiglitz (1986) actually
prove a proposition to this effects.

44Human capital is also an important condition, in particular, among the
bureaucrats responsible for running the system. Therz also seems to be an
aspect of multiple self-perpetuating equilibria: if economic management is good,
the success of the organizational structure will perpetuate and trust and repu-
tation mechanisms will develop within the system. If economic management is
bad, the organization will enter into a perpetuating cycle of mistrust and cor-
ruption.
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An economy in the early stage of development is characterized by a
structural deficit of inadequate human capital, poor knowledge about
existing technologies and insufficient expertise in managing firms and
other economic institutions. A development strategy depends heavily
on learning and adaption of existing technologies. Other than produc-
tion techniques, this also involves learning and adaptation of economic
institutions, one being the institution of markets themselves. Given the
public good character of technological and institutional knowledge or
expertise, and given the externalities associated with learning, the
comparative advantages of the GLIO may be particularly prominent
during the early stages of development, when a country is focused on
matching other countries’ successful experiences.

At more advanced stages of economic development, the role of the
GLIO diminishes. Innovation supersedes learning and adaptation as an
engine of growth. Because the environment must support individual
entrepreneurship and innovation, an internal organization may fail to
provide the correct incentives for innovation, especially since (intellec-
tual) property rights within the internal organization tend to be vaguely
defined. The consensus on the direction of a development strategy is
likely to erode, and different fractions of society become more likely to
push for their own socio-economic agendas, which put less emphasis
on national economic growth.

This argument may explain the diminished usefulness of the GLIO as
the Japanese and Korean economies developed. The more subtle issue
is whether only the role of government (GL) or the entire institutional
approach (I0) diminished in importance. We argue that the GL became
dispensable at higher stages of economic development, whereas the IO
adapted to the changes in the economic environment with the expan-
sion of PLIOs.

At the earlier stages of development the Japanese and Korean gov-
ernments, which were both staffed with very capable bureaucrats, were
the only economic forces with the organizational capacity to pool the
necessary resources to establish and maintain an institutional frame-
work such as the GLIO. But after institutional arrangements had been
developed and the private sector had the expertise to organize econom-
ic activity, there were many options to reduce the government's in-

45An important distinction between GLIOs and the PLIOs is that the PLIOs
can find themselves in competition with each other. However, except in the later
stages of economic development, the distinction between the PLIOs and the
GLIO is not absolute insofar as the PLIOs were part of the GLIO.
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volvement. One clear advantage of private institutions was that control
over economic activity was better insulated from political misuse. The
transfer of control to the PLIOs had the advantage of maintaining some
of the institutional advantages of internal organization, while relaxing
the government’s grip on the economy at the same time.

One should however be careful about generalizations concerning
these devolutionary process. First, the transition from GLIOs to PLIOs,
that we observe in Japan and Korea may have been a very country spe-
cific experience. Whether in general a GLIO or a PLIO is more effective
to foster economic development depends largely on the particular cir-
cumstances,?® and in particular on the government's determination to
use the GLIO for the purpose of expediting growth. If the government is
likely to abuse any such arrangement as the GLIO, the outcome of
resource allocation and growth would be poorer than those the
imperfect markets.

Second the speed and extent of the devolutionary process could be
slowed by several factors. Economic efficiency may not be its only
determinant. Reduced government involvement in the economy runs
contrary to the vested interest of corporate firms that have relied upon
government supports to expand or at least preserve their activities. The
corporate firms, under the government—bank—industry co-insurance
arrangements, have operated in a highly leveraged financial structure.
Therefore, the firms have become vulnerable to economic downturns
without continued government support. Also, bureaucrats have an
incentive to create importance for their own operations. Bureaucrats
have no interest in acknowledging when government expansion be-

46At least in the abstract, one can think of the possibility of an “optimal” size
of a GLIO. The issue is complex and controversial, so that we limit ourselves to
a brief and simplified note here. Suppose that a GLIO has a committed leader-
ship. If there are gradually decreasing returns to scale for a GLIO, then, ceteris
paribus (in particular holding the degree of centralization of the GLIO constant),
economic growth of the GLIO will bring it eventually to the point of diminished
returns. This happens even faster if the optimal size of the GLIO {again holding
degree of centralization constant) diminishes over time as markets become more
sophisticated. Thus, at some point, the GLIO should either be split into several
parts or should relax its degree of centralization (both seem true for the change
from GLIO to PLIOs).

One implication of this argument would be that the GLIO is more feasible in
small economies. Loosely speaking, the examples of Japan and Korea support
the argument: they were both relatively small economies at the beginning of
their economic expansion.
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comes unwarranted or when government activities are no longer neces-
sary.47

Because these administrative obstinacies are well understood and
involve political, rather than economic, analysis, we do not discuss
them here. However in the long-run these problems may have consti-
tuted significant inefficiencies in the Japanese and Korean financial sys-
tems, and would certainly be relevant in other developing countries.48

VII. Summary and Conclusion

Japan and Korea’s economic successes are widely acknowledged and
many have suggested links between economic success and industrial
policies, especially policy interventions in credit. These contrasts with
the widely-held perception that directed credit programs have failed in
other developing countries.

Many explanations have been given for economic growth in Japan
and Korea: the governments’ strong commitment to growth, the stabili-
ty of the administrations, an outward-oriented development strategy,
well-educated and disciplined labor forces, and the social and cultural
environment. While we appreciate these aspects, we pursued a comple-
mentary but methodologically different approach. Starting from a per-
spective of the new institutional economics, we attempt to provide an
alternative framework for understanding credit policies.

The central argument of the paper is that credit policies in Japan
and Korea benefitted from close consultation, cooperation, and moni-
toring between the government, banks, and industries within the larger
context of what we have called the “government-led internal organiza-
tion” (GLIO). Government credit intervention during their early stages

47This is related to the problem of administrative capture, when bureaucrats
collude with their respective clients. Capture threatens one of the major advan-
tages of a GLIO: its flexibility. This is certainly true for the allocation of credit,
where departments become accustomed to dealing with their group of borrowers
and tend to represent the interests of the borrowers within the government.
Capture is also dynamic in the sense that bureaucrats and industry gradually
learn to develop surreptitious long-term relalionships (c.f. Tirole 1986).

48To quote the former prime minister of Korea (Nam, D. W. 1992),

“It is difficult to do full justice to the Korean experience, but my observation is
that the government intervention was not only desirable but also inevitable in
the early stage of economic take-off, and that the scope and method of govern-
ment intervention should have been changed over time more swiftly in response
to changing conditions in later stages of development.”
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of economic development can be interpreted as an internal transaction
within the GLIO, and may be interpreted as an efficient response to
pervasive credit market imperfections.

We define the GLIO loosely as formal and informal institutions in
which banks and firms operate in close partnership with government.
We examine the distinctive properties of internal organization as an
alternative mode of economic transactions to markets. The internal
organization may overcome some market imperfections and improve
the informational structure in the economy, provide stronger and bet-
ter directed incentives, and, most important, foster cooperation and
coordination among business, banks, and government because of its
more explicit governance structure.

We describe the incentive structure which induced banks and firms
to comply with the long-term industrial policy goals of GLIO. Firms
were given the opportunity for long-term investments and could benefit
from implicit government-bank downside risk insurance. Banks were
given strong incentives to mobilize deposits and the lending were
encouraged to maintain close long-term monitoring relationships.

Credit policies in Japan and Korea could be effective tools for indus-
trial policy since implementation allowed for a flexible selection of the
recipients of implicit subsidies, for governance control that induced
industrialists’ compliance with government policies, and for risk-shar-
ing between government and business. Their effectiveness, however,
owed much to the institutional environment in which they were imple-
mented.

The GLIOs also featured remarkable external consistency. Credit
policies were effectively coordinated and were integrated into macro
policies and development strategies. Because the government was
directly involved in the economy, it was more likely to recognize and
correct early policy distortions that damaged the industrial sector.
Furthermore, the outward-orientation of the Japanese and Korean
economy meant that external discipline affected the performance of
firms within the GLIO, and was complemented by internal competition.

In Japan and Korea, there has been a gradual devolution of the role
of government, coupled with the rising importance of unregulated (or
less regulated) segments of financial market and large conglomer-
ates—"privately-led internal organizations” (PLIOs). During the early
stages of economic development, the GLIO was compatible with the
need to learn and adapt existing technologies. But later, it began to
hamper more innovative economic activity. In early economic develop-
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ment, the government could also be at a comparative advantage to
overcome market imperfections, but later, private agents became more
able to run internal organizations. The devolutionary process, however,
is hampered by resistance of bureaucratic bodies and vested interest
groups. Thus, there is a fundamental problem: how to phase out a sys-
tem against entrenched interests?

Common national goals, capable and dedicated bureaucrats, homo-
genous population, and cohesion among social elites may have made
GLIO approach particularly successful in Japan and Korea. Moreover,
differences in Japan’s and Korea’s approaches indicate that the finer
details of institutional structures may vary considerably. The most
striking lesson that arises from Korea’s and Japan’s early experiences,
however, is that once government decides to use credit policies to sup-
port its industrial growth strategies, it should recognize that it is cru-
cial to establish and maintain an institutional environment that allows
their effective implementation. It was the comprehensive involvement
of the government, that went well beyond the simple provision of subsi-
dized credit programs and encompassed the governance over the major
participants in the development drive (both banks and firms) that
seems to differentiate the Japanese and Korean experiences with credit
policies from those in other countries.

(Received March, 1994; Revised November, 1994)
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