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Causes of The Bad Loans of Banks and Measures against Them

Chong-0Ook Rhee

The research literature by scholars in Korea shows that government's
intervention and regulation on banks’ activities are the primary cause of the
backwardness of Korean banking industry. In spite of the persistent demand
from the private sectort for deregulation, the Korean banking industry has not
seen any change since non-military government came to power in 1992.
Moreover, when we consider the fact that the entry to OECD will soon lead
Korea to open the entire financial industry to foreigners, the domestic
financial industry, as long as there is no financial renovation, will be far below
the level our government agreed with OECD to open gradually.

The government, of course, has tried to make financial reformation in its own
way, but most of its effort was directed toward short-sighted and locational
change which only aimed the short-run performance. For example, in spite of
the overall understanding among the members, 1997 committee of financial
reformation avoided dealing with the fundamental issues such as the problem
of the ownerless structure of the Korean banking industry. This implies that
even after Hanbo shock which involved many high-ranking officials,
politicians, and top managers of banks, those who are responsible for the
banking industry still neglect the problem of poor competitiveness of Korean
banking system.

The bad loans of the banks caused by the bankrupcy of HANBO STEEL Co.
show us that the absence of law which guarantees the bank management and
ownership has fostered the intervention of political power in the bank
mangement. The freedom of bank management is the freedom of choice on
which the market economy depends, and the ownership of bank is the basic
pre-condition in which the freedom of bank management can work.

The empirical analysis in this paper shows that the local banks with highly
concentrated stock ownership are more sensitive to profit opportunities than
the nation-wide commercial banks which have not been allowed to be owned
by Jae-bul(the group of firms controlled by an individual). These findings give



us implications in analyzing the bad loans of banks to HANBO STEEL Co.; the
bad loans were caused by the control structure of ownerless bank. The best
way in Korea to prevent the intervention of undue political power in the bank
loan is to permit the ownership of banks by commercial firms, foreign banks
or qualified individuals.

Summarizing the main results of the paper, we can suggest that, to minimize
the transaction cost, the following four directions have to be considered in
making the regulation policy on the ownership structure of the banking
industry.

First, to eliminate bad loans such as those that we see in Hanbo case, the
present ownerless bank system has to be changed to the owner bank system.
Moreover, in Korea which is still far from the pluralistic society of the
developed countries, it is hard, if ever, to find a bank manager who would
assume political responsibility and also consider national interests in an
ownerless firm. However, even though there exist such managers who are
willing to take responsibilities, the Korean banking system will not allow them
to have them. Therefore, the ownership of bank, a basis of capitalism, has to
be established, and any intervention of the undue political power for bad loans
has to be considered illegal activity to infringe on the private ownership.

Second, to allow the bank-commerce interlink is the best way to improve the
poor competitiveness of the Korean banking industry and to minimize the cost
to do this. Also, we recommend that foreign banks merge and acquire
domestic bank in deep financial distress.

Third, to stop any possible worry about the concentration of economic power,
the more practical legal proposal has to be enacted to stimulate the
participation of the commerce except large conglomerate in case where
commerce owns bank.

Fourth, the criteria to enter into the banking industry have to be mitigated for

the enterpreneurs who want to do business only in the financial sector.

[t is also crucial to revise the related laws to eliminate bad bank loans forced
by undue political power, to establish the principle of responsibility in the bank



management, and then to restore the competitiveness of the banking industry
or to help enterpreneurs who want to do only financial business actually
appear. In order to do so, we need to revise the clause 3 of article 17 of the
Bank Act and the clause 2 of article 3 in its enforcement ordinance of the
Bank Act, and to complement the article 17 in ‘the law on the monopoly

regulation and fair transaction.’

The problems that could be caused by allowing the bank-commerce link, can
also be solved by the regulation on the equity-debt ratio before or after M&A.
Such regulation has to be made in the way to make banks satisfy the minimum
level, 8%, of the equity-debt ratio required by BIS.
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