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Abstract

Political Economy of

Financial Regulation:

Institutional Change and Continuity of
the Separation of Bank and Commerce

in Korea

Bae, Byeong-Jin
Department of Political Science

The Graduate School

Seoul National University

The purpose of this research is to analyze in a historical
comparative perspective why and how the separation of bank and
commerce continues rigidly in Korea and in which political economic
conditions the institutional changes are brought along with an ex ante
regulation regarding commerce’s ownership of bank.

The separation of bank and commerce was introduced to prevent
few chaebols’ takeovers of commercial banks in a process of
government’s privatization of banks. After the Korean War, the

Syngman Rhee government carried forward a privatization of
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commercial banks plan but it led to chaebols’ dominance over the
banks. However, sooner or later Park Chung-hee seized a government
in 1961 and he nationalized all commercial banks. After Chun
Doo-hwan seized a government, again with a military power, he
pursued a privatization of banks as financial reform in 1982. The
government enforced the separation of bank and commerce to prevent
same consequence Syngman Rhee government faced thirty years ago.
Ex ante regulation introduced at this time limiting the bank share of
large conglomerates, most of which are chaebols, lasts until now. The
separation of bank and commerce in Korea shows a continuity in a
sense of ex ante regulation and at the same time various incremental
changes regarding the specific ratio of a bank share limit and other
regulations related to bank ownership.

In order to understand the dynamics of the separation of bank
and commerce in Korea, this paper raises three questions. First, how
and how much the institution of separation of bank and commerce
has changed? Second, in what context key actors employ and
interpret the institution? Third, in what political economic conditions
determine whether the institution continues or changes and how the
rigidity of financial regulation in Korea can be explained?

This research emphasizes the role of historical legacy and political
institutions. Historical legacy puts restraints on actors’ preferences
and policy choices and political institutions affects the results by
constructing the interactions between Kkey actors. First of all,
historical legacy means a structural constraint caused by the selective
distribution of credit employed in a process of industralization. In
Korea, which is an typical exemplar of developmental state, the
government intervene in the economy, especially financial industry, in

order to pursue a manufacturing industry-centered and export-led and
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industrialization. This ultimately casued the low development of
financial industry and at the same time allowed large conglomerates’
control over non-bank financial institutions. Each government pursues
a demanding task for strengthening the competitiveness of financial
industry in a name of 'financial reform’ but historical legacy,
chaebol’s dominance over the secondary financial market and local
banks, put a heavy political burden on them to abolish the regulation
itself. The contrary perspectives regarding the separation of bank and
commerce, in which one side views the institution as a necessary
regulation targeting chaebols and the other side considers the
institution as an anachronistic regulation preventing the development
of financial industry, are structural results caused by a historical
legacy. The particular path of industrialization in Korea is a crucial
factor which hinders a rapid change in the institution of the
separation.

Financial crisis in 1997 caused a crack in structural rigidity. After
deregulation of foreigners’ bank ownership discriminately, the bank
share owned by foreign capital steadily increased. This intensified the
voice of the necessity of fostering domestic financial capital raised
inside and outside the government. As a result of interaction of key
players, including presidents, bureaucrats, national assembly and
firms, various policies brought about the incremental institutional
changes. As the large conglomerates’ control over non-bank financial
institutions and concentration got intensified, deregulating the
institution of separation could not be a policy option and various
policies as incremental changes were attempted within existing ex
ante framework.

Key actors’ interaction was determined by political institutions,

including a power structure, a policy making process and a context of
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the exercise of veto. The presidents, which possess guaranteed power
in Korea, decided the specific ratio of the industrial capital’s bank
ownership based on political judgements. Financial bureaucrats who
are subordinated to the president, the final decision maker, but have a
longer perspective played a key role in pursuing a long—term policy,
such as internet banks, within the existing regulation. The recent
advent of internet banks in Korea after two attempts in the past
should be understood in this context. It was a kind of coalition with
IT firms not chaebols which were targets of the existing institution
of the separation. The national assembly 1s a final actor of
institutional change especially when law revisions or enactments are
required. The assembly affected the incremental institutional changes
by showing different contexts of the exercise of veto.

The unique process of institutional continuity and change regarding
the separation of bank and commerce in Korea is not due to a path
dependence or a external shock. This research argues that the
dynamics observed in Korea should be understood as a incremental
and endogenous process. The important point is that this process was
proceeded not by a state unilaterally but a political process based on

multilateral interactions between various players.

keywords : Financial Regulation, Separation of Bank and
Commerce, Institutional Change, Bank Law Reform, Historical
Institutionalism
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