13 South Korea

 BOX 1

	South Korea

	Area (Thousand sq. km.)                                                                Currency 

Population 2000 (millions)

Population Growth Rate                                                               GNI per capita 2000

GNI per capita PPP

GDP Growth 1990-2000

Inflation Rate (1995 – 2001)

	99

won

47

1.0%

$8,910

$17,340

5.7%

5.1%

	
	
	5%

44%

51%



	     Value Added as %

of GDP 2000


	Agriculture

Industry

Services




	

	% of GDP 


	Central  Government Revenue 

Exports
	26.3

37.8


INTRODUCTION

HISTORICAL BACKGROUND
The Colonial Legacy  -- was colonization growth promoting?

 TABLE 13.1

Indices of Output and Population, 1910–1941 (1929  to 100) 

 

                                    Forestry,Fishing, 
Period
                        Agriculture
and Mining
Manufacturing
Total
         Population

1910–1912
67.3
33.7
17.4
54.2
66

1914–1916
86.5
45.9
31.5
69.6
—

1919–1921
88.6
46.2
59.7
76.9
84.5

1924–1926
91.2
69
97.5
89.6
—

1929–1931
                          100
                    100
                    100
100
100

1934–1936
98.7
161.5
        194.2
127.1
—

1939–1941
117.3
227.6
255.5
165.5
115.2

SOURCE: Hwang, 17.3Alice Amsden, Asia’s Next Giant, 39.

The Postwar Period


Neglect during the war years, a shortage of inputs, and an inadequate distribution system put Korean agriculture in difficulty. For several years following the war there was a general shortage of food and some localized cases of famine. The food crisis was exacerbated by the repatriation to South Korea of about two million Koreans who had been working in Japan or who had fled to China to avoid Japanese occupation. On top of this, two to . Finally, the outbreak of the Korean War not only hampered economic reconstruction but also resulted in the destruction of 40 percent of industrial capacity and 20 percent of the housing stock.

Extensive U.S. aid got Korea through the 1950s.

 In 1960, exports amounted to only 3 percent of Korean gross domestic product (GDP), while imports amounted to about 13 percent ---  financial inflows from the United States, consisting of “development aid” (in excess of $200 million annually) and substantial expenditure by the U.S. military, represented 10 percent of GDP. Like Japanese rule, the U.S. presence in Korea had a modernizing function, but it was also highly distortionary.  

Corruption was pervasive during the First Republic (1948–1960) and great fortunes were amassed by a new capitalist class -- started with sales of formerly Japanese-owned property at below-market prices to friends of the government.  

Subsequently the favored firms were allocated the  hard currency required to import scarce materials—especially grains and fertilize,  access to loans at subsidized interest rates, granted tax exemptions, and awarded preferential contracts for large-scale government projects.

 Despite their shady origins, these entrepreneurs had certain advantages in promoting economic development. 

1. they came without preconceptions; they were less conservative in style than Korea’s older textile industry chiefs and were far more growth oriented. 

2. although these businessmen came from a wide range of industries, they were not wedded to any particular sector, but were business generalists, specializing in making money by whatever means. 
3. Third, steering aid in their direction gave them substantial funds for investment and solved the problem of initial capital accumulation. Finally, their corrupt past gave the Park administration a hold over them that could be used as a lever to ensure complicit behavior. These men were the founders of many of the diversified business groups, or chaebol that remain so important in Korea today.
The Policies of Park Chung Hee

General Park Chung Hee led an army coup 1960, unopposed by the United States. 

Resigned from the army and was elected president of the Republic, though his close military links persisted through the 25 years of his presidency. 

Park was an ascetic individual who expected and demanded that all Koreans should make sacrifices to further his vision of the new Korea. --- security problems and the need to develop a strong industrial base to support the military establishment. 

 North Korea (The People’s Republic of Korea), by pursuing a program of Stalinist industrialization, was outgrowing South Korea .  Parks policies mercantilistic , “the pursuit of power over plenty.”

Confucianism  --  rhetoric on the relation of the individual to the state, and by extension to his or her employer.

levers by which to control business: 

1. access to imports  -   tariffs averaged over 40 percent in 1962 and a complex system of multiple exchange rates put further restraint on trade. By giving favored firms import licenses, hard currency at discounted rates, and tariff wavers, the government allowed the appropriation of economic rents by selected industrial leaders.

2.  finance -- Park further tightened control of the economy by the nationalization of the commercial banks,
 which made about one-third of all loans in Korea and provided most industrial finance. 

PHASES OF KOREAN GROWTH

Export Promotion, 1961–1973

 heavy emphasis on exporting.  –initially mostly textiles and light manufactured goods 

comparative advantage – cheap labor.

Policy changes in 1961, including a 50 percent devaluation of the Korean currency (the won) and the elimination of multiple exchange rates, did a lot to boost exports. 

The government also used more direct action. Successful exporters were assured import licenses, finance for expansion, tariff relief, and direct subsidies.

1 percent surcharge on imports and used the proceeds to finance specialized institutions
 to promote exports. Export targets were established for individual firms with rewards.

. Between 1963 and 1973, exports grew at an annual rate of 44 percent, and increased from about 1 percent of gross national product (GNP) in 1963 to over 25 percentin1973. 

The commodity composition of exports also changed, 

. Imports increased as well, although at a slightly lower rate. Imports also rose because of the need for raw materials and capital goods. 

Investment rose from 11.5 percent of GNP in 1964 to 27 percent in 1969 before moderating to 23 percent in 1973 as global economic conditions worsened.

The Heavy and Chemical Industries Drive, 1973–1979

This shift was motivated by three factors. 

First was the belief that military self-sufficiency, necessary in an era of a reduced U.S. presence, required the development of a heavy industrial base. 

Second, increased globalization of production and accelerating integration of Asian countries into the global economy was eroding Korea’s comparative advantage in light industry, which was based on cheap labor. 

Third, despite rapid export growth, the Korean balance of payments remained in deficit and a greater production of heavy industrial materials and chemicals would reduce import dependence.

 The HCI initiative was opposed by most of Korea’s economic advisors, particularly the World Bank and the United States on the grounds that it ran counter to the established pattern of comparative advantage.

Iron and steel, nonferrous metals, shipbuilding, machinery, and chemical industries were chosen as growth sectors. 

Directed credit -- most powerful tool. 

At the outset of the HCI drive in 1973–1974, heavy industry accounted for just one-third of total bank loans to industry; just two years later in 1975–1976, heavy industry received over 60 percent of such loans. 

The share of “policy loans” from the commercial banks rose from less than 50 percent in 1970 to more than 60 percent in 1978.

Controversy about the effect of the HCI campaign. 

GNP growth in the 1970s averaged 9.6 percent per year, on a pace with the 1960s. 

Exports, too, continued their rapid expansion at a rate of 31 percent per annum, slower than the 44 percent managed in the 1960s but still remarkable by most standards. 

The structure of output in Korean industry was certainly changed. In 1971 light industry represented 56 percent of the total, and heavy industry 44 percent, but by 1980 this proportion had reversed.

However, the drive also represented a distortion of the economy, 

The HCI drive:

went against the short-term interests of Korean industrialists, who participated because of government pressure. 

massive infant-industry protection scheme in which firms were induced to follow long-term national interests by both the carrot and the stick.

 The result was technological inflow, learning-by-doing, the grasping of economies of scale, and the establishment of an entirely new basis for the Korean economy. 

Adherence to strictly market logic (a market-conforming approach) would not have led to the rapid development of a heavy industrial sector in Korea. The alternate market-augmenting approach forced industrialists to accept a lower rate of return on capital in the short-run, but it may well have ensured the continuation of the “miracle” into the 1990s. 

The HCI had also increased the fragility of the financial sector. The extensive use of directed credit to finance the expansion of the heavy industrial sector left the banks with a very high proportion of badly performing loans, eroding the asset base of the banking sector.

Economic Liberalization

In 1979 Park was assassinated by members of his own secret service. 

In 1980 the global recession and falling competitiveness caused exports, and output, to fall for the first time in a quarter of a century. 

The incoming government of General Chun Doo Hwan moved quickly to stabilize the economy through restrictive fiscal and monetary policies, which by 1984 had cooled inflation, at the cost of domestic recession.

PLANNING IN KOREA

Economic Planning Board (EPB), staffed largely by U.S.-trained economists, was established to prepare five-year plans. The First Plan covered the period 1962–1966. Korean planning has always been “top down,” initiated by the politicians and technocracy, largely in isolation of the views of business or labor. 

The EPB used an input/output model, supplemented by industry studies and projections of economic conditions in a wider global context, arriving at a list of products and projects to be pursued by Korean business. Then, in conjunction with the Ministry of Finance (MoF), the Ministry of Trade and Industry (MTI), and other relevant ministries, these projects were allocated to particular firms and the necessary inputs, imports, and finances arranged.

Consistent with the priority of exports in economic thinking, each firm was given an export quota. 

These quotas were not absolutely binding, but governmental support in future projects or continued access to finance was frequently contingent on success in meeting export targets. 

INDUSTRIAL STRUCTURE

The Dominance of the Chaebol
.

TABLE 13.2

Cumulative Combined Sales of Top Ten Chaebol, Percentage of GNP, 1974–1984

           Groups
          1974
    1976
                 1978
            1980
        1982            1984


1
4.9
4.7
6.9
8.3
10.4
12


2
7.2
8.1
12.9
16.3
19
24


3
9
11.3
16.9
23.9
27.4
35.8


4
10.3
12.9
20.7
30.1
35.6
44.3


5
11.6
14.5
22.9
35
42.2
52.4


6
12.7
16.1
24.7
38.2
46
56.2


7
13.5
17.5
26.4
41
49.2
59.4


8
14.3
18.4
27.7
43.6
52.2
62.1


9
14.7
19.3
28.9
46
55.1
64.8


10
15.1
19.8
30.1
48.1
57.6
67.4

SOURCE: Amsden, 116.11There are, as always, exceptions on both sides. Sony, Honda, and Toyota are all headed by founders, while Daewoo is in the hands of professional managers.

Chaebol and Keiretsu Compared

Chaebol are frequently compared to Japanese keiretsu, and there are clear similarities. However, there are also important differences:

1. The first, and perhaps most important difference is that the equity capital within a Korean chaebol is even more closely held than in a Japanese keiretsu. 

2. Many chaebol are still headed by their original founder and senior management is often recruited from within the family. 

3. The relationship between the groups and the government has been less cooperative in Korea than in Japan. President Park needed the chaebol to pursue heavy industrial growth, on which depended military security. 

4. In Korea, the government nationalized the banking system, and groups had no access to internal finance, heightening the degree of government control over the groups.

5. Chaebol conduct an even wider range of activities than keiretsu. 

6. Chaebol are even more burdened by debt than Japanese companies.
 The Chaebol and Economic Efficiency

1. They represent an unhealthy concentration of power in product markets. As noted earlier, the chaebol (especially the “big four”) dominate many markets, exports, and investment.

2. The demands of the chaebol for investment funds have tended to squeeze out nascent small enterprise and have handicapped the growth of innovative companies.

3. The chaebol are integrally connected with the corruption of the Korean economy.

4. Diversification within the chaebol creates substantial diseconomies of organization. Top management, often drawn from the founding family, does not have the expertise to operate in wide-ranging markets, yet these managers are unwilling to delegate.

5. Finally, the government is concerned that the strategy of aggressive globalization pursued by the major chaebol involves too many risks. This fear owes much to the costly disaster of the 1980s when Korean overseas construction operations fell victim to recession, became bankrupt, and left the government to clean up the mess. The pace and scale of globalization in the mid-1990s was impressive. In 1994 Korean companies initiated almost 2,000 overseas investments with a total value of more than $3.5 billion; the figures for 1995 were comparable. Daewoo planned to establish 600 overseas companies by the year 2000. LG Group planned to invest $10 billion in mainland China alone between 1991 and 2008, a figure larger than Korea’s total overseas investment in 1994.

1. Real name financial accounting. Korean corruption has been facilitated by a system that allowed bank accounts to be opened with dummy names, which made tracing bribes difficult. Now such accounts will be outlawed and only “real name” accounts will be legal.

2. Restriction of founding family’s investments. Only subsidiaries in which the founding family’s holding is less than 8 percent will be able to raise capital and pursue new businesses.

3. Restrictions on intragroup cross investment. No company in a chaebol will be able to invest more than 40 percent of its capital in a company in the same group. This percent is scheduled to decline with time, reducing the within-group financial linkages.

4. Restricting outgoing foreign investment. To curb overseas investment by Korean firms, new regulations require that all overseas investments above $100 million require at least 20 percent domestic capital.
5. debt/equity ratio be reduced to 200 percent by the end of 1999, involving a considerable amount of debt-equity swapping, whereby the banks receive shares in payment for loans. (In mid-1997 the average debt-to-equity ratio for the top 10 chaebol had been over 800 percent.)

6.  Financial Supervisory Commission (FSC) created in 1988, to rationalize the groups by swapping subsidiaries to reduce the horizontal spread of the groups and foster greater specialization, allowing concentration of management expertise. It has since been implicated in bribery scandals, throwing a question mark over its efficacy as a watchdog. 
7. encourage the growth of small and medium-sized industry, the government has created a special fund of $1.2 billion for development loans. The top 5 chaebol were banned from access to this fund altogether and the next 25 largest are limited to only 30 percent of the total 

1997 financial crisis.  

Six of leading commercial banks were acquired by the government to keep them out of bankruptcy.  

To reform a country’s economy, weak firms must be weeded out so that the strong have more room to grow. Yet South Korean bankruptcy does not work like that. In the United States, under Chapter 11, a court typically appoints new managers to restructure the firm or to liquidate it in an orderly fashion; in Korea, most bankrupt firms simply carry on as before. Managers stay at their desks and rarely shut business. The most popular bankruptcy route, chosen by more than 80 percent of the firms that filed for court protection last year, leaves the existing management untouched. Called Hwaeui, it allows firms to defer their existing debts and interest payments, and even to take out new loans, without relinquishing day-to-day control.

.  The IMF aid was used to refinance into the failing companies and in 2002 the debt/equity ratio of the leading chaebol fell to a more respectable 174% -- down from 352% in 2001 and over 800% in 1997.

Daewoo, the weakest of the big four chaebol, declared bankruptcy in 1999, but it teetered on for two more years, maintaining its core businesses, while the government looked around for possible buyers for some of its subsidiaries.   

The companies best placed to buy the bankrupt entities were foreign, but the Korean government was a little reluctant to give control over economically strategic enterprises to foreigners.  In turn, foreign corporations, historically excluded from the Korean market, feared that they would be discriminated against in favor of Korean held corporations.  Accordingly they were reluctant to pay much for the assets while the government feared the political repercussions of selling off Korean industry to foreigners.  In the end, after much hesitation, it succeeded in selling off Daewoo motors to General Motor after a long-pursued deal with Ford fell through.  Nevertheless, the government can be hardly said to have passed the test of truly liberalizing the Korean economy.  The chaebol may be down but they are not out.

INVESTMENT AND SAVINGS

Korea has maintained a high investment rate since the early 1960s. Fixed capital formation has taken at least a quarter of GDP in every time period since then. Since the outset of the HCI, private investment has averaged more than 30 percent of GDP per annum. However, the savings behavior of Koreans has changed considerably.

TABLE 13.3

Savings and Investment Rates as a Percentage of GDP, 1961–1990  

                                                      Private 
 Govt 

Foreign 

                                         Saving
            Saving
           Saving
         Investment


1961–1965
6.8
0
8.1
14.8


1966–1970
10.3
5.5
9.8
25.8


1971–1975
15.5
3.7
9.1
27.6


1976–1980
18
6.2
6.4
31.3


1981–1985
18.4
6.5
4.9
30.1


1986–1990
29.2
7.5
-4.5
31.6

SOURCE: Kuznets, 43.

The World Bank reports that at 35 percent of GDP in 1993, Korea has the sixth highest gross savings rate in the world, an achievement bettered only by Thailand, Malaysia, Singapore, Gabon, and Jamaica.

THE FINANCIAL SYSTEM

Banking

The structure of the Korean Financial System is relatively simple. At the top is the central bank, the Bank of Korea, BoK. Since May 1962, when the military government made the central bank subject to its political will, the BoK has enjoyed little independence. Despite the retention of a board of governors, all important matters are decided by the minister of finance, and, in cases of deep disagreement between the minister and the board of governors, by the cabinet as a whole.

. The military regime nationalized the commercial banks in 1962, and they remained under government control until 1982. Although nominally private, the government controlled their actions and until 1993 vetted all important personnel changes. The commercial banks made about one-third of total loans in the 1990s. 

curb market --- interest rates paid to lenders were substantially above those paid in the banks.
 

Equity Markets

The privately incorporated Korean Stock Exchange (KSE) is the sole official stock exchange. It is overseen by a Securities and Exchange Commission responsible to the Ministry of Finance. 

There are concerns about the stability of the stock market itself. The government, as in many other areas, has seen fit to intervene. It has actively promoted the market, encouraging the activity of small and unsophisticated participants, making the market quite volatile. The government has also manipulated stock prices ostensibly in the interest of stabilization, a policy fraught with danger since markets in which the government is known to intervene are more likely to be unstable. The market needs a more even-handed approach and more transparent supervision at this point.

PUBLIC FINANCE
Size of the Government Sector

. About 25 percent of GDP is gathered by the government in taxes, the lowest of any OECD member. 

The Value-Added Tax

The revenue system places heavy reliance on the value-added tax (VAT). 

The Personal Income Tax

Income taxation (i.e., the personal income tax plus corporate income taxes) accounts for about 35 percent of tax revenue. 

The Corporate Income Tax

Corporate taxes once varied between industry and between source. Profits from exports, for example, were once tax exempt. Now, however, the corporate tax is flat: 20 percent for small companies and 34 percent for large.

LABOR MARKETS

The Role of Abundant Labor

1. Korea’s success in penetrating export markets relied on plentiful cheap labor, which was the result of three factors:

2. The existence of a large subsistence agricultural sector, with low marginal productivity, from which labor could be drawn at low wages and with little impact on agricultural output.

3. The failure of an active and radical union movement to emerge during the first 25 years of rapid growth. Amsden considers this to be a common feature of late industrializers and attributes it to the absence of a cadre of skilled workers, “a labor aristocracy,” which provided the model for unionization in Europe and the United States.

.

The Progress of Unionization

In the late 1980s, however, the situation was permanently changed. 

1988 Seoul Olympics, Roh changed legislation to allow more union activity. Union membership rose to over 1.7 million members in 1996 with 14.3 % of all Korean workers represented, but fell during the financial crisis of 1997-98.   

About 2 thirds of unionized workers are nominally members of the moderate government recognized and sponsored Korea Federation of Trade Unions (FKTU) 

and about one third are affiliated with the much more active and radical Korean Confederation of Trade Unions (KCTU).  

Union militancy rose rapidly. In the period 1990-96 an average of almost 2 million worker days were lost.  

The Tripartite Commission

. However, the government has sponsored national negotiation between the FKTU and its employers’ counterpart, the Korean Employers Federation (KEF).  In 1998 in an attempt to coordinate a national response to the crisis the government formed the Korea Tripartite Commission (KTC) with involvement of labor and the unions.  

Managing Labor in the Workplace

Labor management in Korea has been criticized for its rigidity. 

Education and Human Capital

TABLE 13.4

Education Attendance in Korea as a Percentage of Relevant Age Group  

	
	Pre-Primary
	Primary
	Secondary
	Tertiary

	
	Male
	Female
	Male
	Female
	Male
	Female
	Male
	Female

	1970
	2.7
	2.3
	100
	100
	50.2
	32.5
	11
	3.7

	1980
	8.3
	7.3
	100
	100
	82.1
	73.8
	21.3
	7.5

	1990
	56.1
	54.7
	100
	100
	91.1
	88.5
	51.3
	25.1

	1997
	86.9
	89.1
	93.8
	94.8
	100
	100
	82
	52.4

	Source:  Unesco institute for statistics

	              World education statistics

	             http://www.uis.unesco.org/en/stats/stats0.htm


TABLE 13.5

Educational Performance: Attainment on Standardized Test, Age 13, 1997  


                                                                             Math
             Science


Korea
73.4
77.7


Switzerland
70.8
73.7


France
64.2
68.6


Italy
64.0
69.9


Canada
62.0
68.8


Scotland
60.6
67.9


England
60.6
68.7


Ireland
60.5
63.3


Spain
55.4
67.2


US
55.3
67.0

SOURCE: OECD.

SOURCES OF GROWTH

TABLE 13.6

Growth of GDP and Its Sources (by sub period, percent per annum)  


                                                     1963–1973
1973–1979    1979–1990     1963–1990

GDP growth rate (annual average)
9.00
9.26
8.21
8.74

Contributions to Growth

Factor inputs
5.64
7.01
6.66
6.36

Business labor input
3.18
3.49
2.66
3.04

  Employment
2.28
2.13
1.64
1.99

  Hours worked
0.5
0.52
20.07
0.27

  Age-sex composition
20.06
0.3
0.14
0.1

  Education
0.47
0.55
0.94
0.68

Nonresidential capital input
1.19
1.79
2.66
1.92

Residential capital input
1.24
1.67
1.26
1.35

Land
0.03
0.06
0.08
0.06

Output per unit of input (TFP)
3.37
2.25
1.55
2.38

Improved resource allocation
1.23
1.76
0.96
1.24

Effect of weather on farming
0.23
0.18
20.11
0.08

Economies of scale
0.26
0.34
0.21
0.26

Advances in knowledge
1.64
20.02
0.50
0.80

SOURCE: Organization of Economic Cooperation and Development. Economic Survey: Korea. Paris: OECD, 1996.

=

UNIFYING NORTH AND SOUTH KOREA?

 TABLE 13.7

The Koreas and the Germanys: Social and Economic Indicators  


                                          (1) 
         (2) 
(3) 
        (4) 
  (5)  
             (6) 

                                       South
        North    (2) as a 
       West
East
          (5) as a


                                       Korea
       Korea   percent of (1)   Germany
Germany      Percent of (6)

Population                                     44.9
23.3
51.9
                 62.1
16.6
                  26.7

GDP per head, $ PPP
                 10,067
            957
9.5
              19,283
        5,840
                 30.3

Exports, % of GDP                        27.7
3.3
11.9
                28.3
24.5
                   86.6

Imports, % of GDP
29.9
5.9
19.7
                22.4
24.3
                  108.5

Infant mortality per 1,000 births
12.8
31.3
244.5
                  7.4
7.7
                   101.4

Farm population, % of total
13.1
37.6
           287
                  3.7
10.8
                  291.9

Radios per 1,000 population
         1003
           207
20.6
                  830
           990
                  119.3

Data for the Koreas is 1995 and that for Germany is 1989.

SOURCE: Dresdner Bank, reproduced in The Economist, 10 May 1997, 78.24

Prospects for the Korean Economy

By the end of World War II in 1945 Korea’s economy had been shattered.





The industrial base built in the interwar and early war years had been stripped toward the end of the war. 





Korea’s economy had been part of an integrated Japanese trading system involving close links with Japan, North Korea, and Manchukuo (the Japanese-controlled puppet state in Manchuria). As these links dissolved, the economy collapsed. 





Half of the manufacturing establishments operating under the Japanese closed during the immediate postwar period, and many others drastically reduced employment and production. 





In addition, the U.S. occupying forces dismantled and removed most of the Japanese facilities that had been producing war material. Industrial output fell by 85 percent in less than two years.





Agriculture was little better. Shortage of inputs – no distribution system.





Three million refugees had fled from the communist north as the country was partitioned.





40% 0f industry destroyed.





Heavy industry – resources – coal and steel in the North.











� The role of Confucianism in economic development is a much-debated topic. Max Weber argued that Confucianism, with its emphasis on the moral over the material, had been a major deterrent to the development of capitalism in China, analogous to the role of Catholicism and orthodoxy in Europe. Morishima in turn tried to distinguish between the Confucianism of Japan, which tended to support economic growth, from Chinese Confucianism, which did not. Nowadays, however, the Confucian ethic of obedience to superiors is seen as a major positive factor in the growth of Korea, Hong Kong, Taiwan, and Singapore. Lee Kuan Yew, the former prime minister of Singapore, is especially eloquent on the role of Confucian philosophy on economic growth


� They had been privatized in 1957, brought back under government management in 1961, and reprivatized in 1982, but until 1993 the government appointed all bank presidents.





� These were the Korean Trade Promotion Association, founded in 1964 to perform market research abroad, and the Korean Traders’ Association, which was ﬁnanced by a 1 percent levy on imports.


� “Death Where Is Thy Sting,” The Economist, 17 July 1999, 59.


� In 1970 the time deposit rate was 22.8 percent where the curb rate for deposits was 50.8 percent.








