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Abstra

This study reviews in depth Korea's industrial development policies and
their impacts on the pattern of industrialization during the first two decades
since the beginning of the First Five—Year Development Plan in 1962. It
examines how industrial policies have evolved, specifically focusing on how
Korea's industrial policy frameworks have changed in response to changes
in economic conditions in the world as well as in the domestic economy. In
the analysis, the concept of industrial policy is delineated in terms of its
objectives and choice of policy instruments as well as the mechanisms for
policy formulation and implementation.

It is found that Korea's industrial development has overwhelmingly
been guided by industrial policy which was well-articulatd in design and
efficiently executed. In particular, evidence indicates that the overall
macroeconomic policies affecting the pattern of industrial development
have been effectively and consistently orchestrated with sector-targeted
development policies. The study then concludes with a summary of the main
findings and an evaluation of the various factors contributing to Korea's
success.

Resumen

Este estudio analiza en profundidad la politica de desarrollo industrial
en Korea y sus impactos sobre los modelos de industrializacién durante las
dos primeras décadas a partir del Plan Quinquenal de Desarrollo comenzado
en 1962. Examina la evolucién de 1a politica industrial, especialmente 10
relacionado con su cambio en respuesta a los cambios de 1as condiciones de
las economias mundial y nacional. En este trabajo el concepto de politica
industrial estd delineado en términos de sus objetivos y escogencia de
mecanismos politicos de formulacién e implementacion.

Se deduce que el desarrollo industrial de Korea ha sido totalmente
guiado por la politica industrial l1a cual fué bien articulada en su
elaboracion y eficientemente ejecutada. En particular la evidencia indica
que toda la politica macroeconomica que afecta el modelo de desarrollo
industrial, ha sido efectiva y consistentemente estructurada con politicas
de desarrollo sectorial. El estudio concluye con un resumen de los
principales resultados y una evaluacién de los diferentes factores que
contribuyeron al éxito de Korea.
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1. INTRODUCTION.

The recent, spectacular performance of the Korean
econony, cited often as the miracle of the Han, has Lkeen widely
viewed as a model to enmulate by cther industrializing countries.
It is a miracle in the sense that the transformation of a
subsistence, agrarian economy with a meager resource and
industrial base (with not more than an acre of farm-land per
household) to a rapidly growing industrialized country took place
within the period of two decades. Moreover, the rapid growth has
been achieved with a degree of relatively equitable income
distribution by international standards.!

Only thirty years ago, Korea was described by an American
journalist as "a land of misery and chaos, and a nation unable to
help itself because it has no voice in any major decision
affecting its future."? Even before the devastating Korean
conflict in the early 1950s, the Republic of Korea in 1949 had a
per capita income slightly lower than those of Haiti, Ethiopia,
and Yemen and about 40 percent below India'*s. If ever there was
an economic basket case, Korea of the 1940s and 1950s was it.

The recent literature on the Korean turnaround is
voluminous. Korea's success has been attributed to many factors -
- social, cultural, political and economic. Undoubtedly, all
these factors, together with their interaction, must have
affected Korea's path of development, and an attempt to single
out any particular factors as more decisively important would be
futile on account of the inherent complexity of the development
process itself. One important aspect of Korea's success,
however, that has in the previous studies received much less
attention thanit should, is the role of governmeat in promoting
the development of industry, which clearly has been the
centerpiece of economic development in Korea.

Thus, the thrust of this paper is to carefully examine the
Stratejles and policies of the Korean government in promoting
industrial development and to analyze their iapact on the overall
development of the economy. It is concluded that, ccontrary tc
many earlier views on the Korean development, the basic
developnment stratejy, closely allied with the npational priority
oo jJrowth, has not been based so much on a blind faith in the
working orf a lailss=z-faire economic system as on the deliberate
formulation and eifective execution of articulate governaent

1 See Adelman (1974) for the evidence regardiagj Korea's
income distrikutioa.
2 John C.Calde=ll ia 1955.



policies. That 1is, it 15 hardly possible to thitx of the Korean
development without policies and planning, and no businessman
would have made his own decisions without at least sone
understanding of developament plan and strategies.

This recognition of the pricrity need for economic
development was not solely the result of determination at the
top. It was conceded by all segaents of society that there vwere
indeed advantages in working together for the good of all. It was
considered desirable to allocate resources more raticnally and to
set suitable priorities, if necessary, by planning and policy.

It was helpful for everyone to know in which directiocn the
econoay was heading even if some did not care to follow.
Moreover, Koreans round that plans could also serve as a means of
evaluating performance. This concept applied to all levels
including workers, industrialists and farmers as well as the
bureaucracy . '

The plan of this paper is as follows: Chapter 2 reviews the
growth performance and changes in industrial structure in the
Korean economy with special reference to capital-goods industry
development for the last two decades. The following two chapters
deal with the historical evoluticn of goals and strategies
associated with each pational plan period, and with the types of
policy instruments used to attain policy objectives as well as
the degree of consistency among the various iastruments. Chafpter
5 exanines the effects of the industrial policy on the Korean
development, albeit at a crude level of analysis. Finally,
probleas and the issue of adjustment in Korea's industrial
developament policy, are discussed in the last two chapters alcang
with a summary of the main findings and an evaluation of the
various factors contributing to Rorea's success.



2. GROWTH AND STROCTUORAL IMPROVEMENT.

A. The

Overall Performance.

Until the recent industrialization of the ecomomy that began
with the launching of the First Five-Year plan in 1962, South
Korea had remained an economy essentially based on subsistence
agriculture with all the difficulties facing a typical develoging
country today. 1In the 20 years betweer 1961 and 1981, Korea has
achieved remarkable economic and social progress. Over the
period, real GNP expanded at an average rate of 8.6 percent per
year from 12.5 billion to 60.0 billion dollars; and per capita
GNP ipcreased from 471 to 1,549 dollars, both in 1980 prices.3
Meanwhile, its commodity trade volume increased susbtantially
from 450 million dollars to approximately 45 billion dollars at
current prices, registering an annual real growth rate, on
average, of 10 percent. In 1982 Korea has already emerged as one
of the major exporting countries, accounting for more than 1 % of
the total world exports.

This rapid growth was accompanied by structural
transformatico from subsistence agriculture to modern
manufacturing. Over the same period, the mining and
manufacturing sector increased its share of GDP from 15.5 percent
to 30.0 percent with the share of agriculture in GDP decreasing
from 40 percent to 18.3 percent. At the same time, the ratio of
domestic savings rose from 25.5 percent to 69.1 percent of total
investment. As a result of this growth, the portion of the
population considered poor fell from 40.9 percent in 1965 to 9.8
percent in 1980 (table 1 and 2).

- — . ——— ——————— ——— ——

3 In 1982 the world-wide recession adversely affected the
Korean economy; Real GN? grew onlv by 5.6 percent. It quickly
recovered to a4 3.5 percent growth in 1933. In particular, the
manufacturing sector grew 11 percent. This growth was attributed
to brisk exports reflectiny economic recovery artroad as well as
the upsurge of a strong domestic Jemand.

3



TABLE 1

MAJOR ECONONMIC INDICATOBS, 1962-1981
1962 1381
Real GNP (% bil., 1980 prices) 12.50 60.00
Per Capital Real GNP (3,1980 prices) 471.00 1,549.0¢
Commodity Trade Volume ($.Fil) 0.45 45.00
Share of Mining & Manufacturing
Sector (percent of G¥P) 15.50 30.00
Domestic Savings (percent of investment) 25.50 69.10
Poverty Group (percent of population) 40.90 9.890
(1965) {1980)

Source: FEccpnomic Planning Board



TABLE 2

THE KOBEAN ECONORY: PERFORNMANCE BY FIGURES
PRINCIPAL ECONOMIC INDICATORS
YEAR
~ REMARKS UNIT 1962 | 1965 1970 1975 1980 1981 1982
1TEAON
Current million dollars| 2,315{ 3,006! 7,834] 20,233| 56,460 | 61,506 64,460
Gross Market
Nasianal Prices billion won | 355.54 | 805.72 |2,604.02 19,792.8534,321,55 43,155.33 43,267.83
Picduct 1975 Conctant million dellars | 2,362 1,428 2.009; 2,023 2,008 115 2,072
(GNP) Market Prif:s 1 billion won 3,071| 3,884 06,3621 9,592 13,842 14,819 15,513
Growth Rates % 22] s8] 76] 71| —62 6.4 5.4
Per Cupita U.S. dollar 87 105 243 574 1,481 1,607 1,678
GNP .
Mon.y
Kunply End of Year billion won 39.4( 65.6| 3076} 1,181.71 3,807.0( 3,985.0] 5,809.9
Index Total Index 1975 = 100 10.5) 13.7 37.4] 100.0 209.8 231.7 240.6
Numibes of | Mining 1975 = 100 448 59.1 71.3 100.0 111.2 119.1 107.4
Industrial Manulacturing| 1975 = 100 9.2 11.9 353 100.0 215.9 238.8 249.1
Produrts Elcetricity 1975 = 100 99| 164 46.2; 100.0 187.7 202.7 217.4
Price Whalesale | 1980 =100 | 16| 26.8| 4201 1000| 2252] 275.3| 288.9
Tndex All Cities 1980 = 100 —_ 27.5 49.11 100.0 231.3 272.9 287.9
Consumer
Forcign
Tiade Exports (FOB)| million dollars 54.8] 175.1 835.21 5,081.0{ 17,504.9 | 21,253.8 21,853.4
{Customs
Clearance | Imports (CiF) | million dollars | 421.8 463.4| 1,984.0 7,274.4 22,291.7; 26,131.4| 24,250.8
Basis)
Agri. Yor. & % 36.6| 37.6 26.8 24.9 16.3 18.0 16.4
Industiial Fishery
Structure Mining Mg, A 16.2 199 22.31 28.0 30.2 i 30.9 28.9
Sov. & Othiers o 4707 4251 5100 4701 535] 5111 547
P—a;:;l:y—::xcuc Total thous. persons - 8,206 9,745] 11,830! 13,706 1,01m] 14,424
“Croinploy- | Rates % - 7.4 5] 4.1 5.2 45 2.5
ment
T . Mid-Year T thous, pereons | 26,5131 28,7001 32.241 | 35,281 38,124 38,723 t 49,331
Population . - i "
Growth Rare % 290} 2.57 2214 1.70 1.57 i 1.57 1.57
[’nr;;;;n
Exclunge won million doflaes | 168.61 146.3 609.71 1,550.21 6,571.41 6,891.0 6,004
Haokdiews .
ml—'.x:i-;-u:g;c )
Irte 1o End of year won 130.00(272.06 ] 316.65] 481.00] 659.90] 700.50; 748.80
U.S. dollars

SR

Note: (P) = Preliminuy

{Source: The Bank of Korea)



The rapid structural transfcrmation is also reflected in the
structure of foreigyn trade. In 1962, the primary products of
agriculture, fishery and mining accounted for almcst three
quarters of the total exports, while industrial products
accounting for only a yuarter. with the rapid pace of
industrialization, industrial products begam to account for an
ever increasing portion of total exports, and by 1982, reached as
much as 93.7 percent of total exports.

From the mid-19€0s to the wid-1970s exports of light
mapufactured goods represented an overvhelming majority,
approximatedly two-thirds of the total exports. Heavy machenery
and chemical products began to comprise an iacreasingly larger
share in compositon of exports. They reached close to a half of
the total exports in 1982, with the proportion of light
industrial products declining to 43 % (Figure 1).

Korea 's export market showed a pattern of comsiderabie
diversification. The number of countries trading with Korea
which was only 33 in 1962, increased to 100 ieo 1970, and rose to
more than 170 in the 1980s. The trade with the United States and
Japan accounted for more than 60 % of the total trade until the
middle of the 1970s, but beginning in the 1980s, this figure
declined to a level approximating 40 %.

Imports, on the other hand, reflects the inadeguacy of
capital base and the lack of natural resources in the Korean
ecopomy. Imports of raw materials and capital gocds represented
an overvhelming proportion of total imports, accounting for as
much as 80 % - 90 % throughout the 1960s and 1970s (See Figure
2). The share of energy imports also showed steady increases
from less than 10 ¥ in the early 1960s to almost 30 % in the
early 1980s. Such a large erergy importation, exacerbated by the
two global o1l crises in the 1970s, is a constraint to improving
Koreat's international balance of trade. '



Figure 1. MAJOR EXPORT ITEMS (1982)

Raw Materials &

Fuels 7182 Shipbuilding 2.831.7
33% 13.8%
Machinery 647.2
3.0% Iron &
Steel Products 1,832.8
8.4%

Footwear 1,152.4
4.5%

Electric & Electronic Goods 1,749.1
8.0%

Metal Products 1,210.2
5.5%

WUnit: U.S. $ million)

Source: The Korea Chamber of Commerce & Industry.

. _Figure 2.  IMPORT STRUCTURE (1982)

COMPOSITION (unit:%) "~ - % MAJOR ITEMS 1982)
ITEMS AMOUNT . COMPOSITION(?
CONSUMER GOODS . o
CONSUMER GOODS' $ 2502.1 Million 103
Grains 9365 39
Primary Consumer
, 801.6 33
Others 7639 31
INDUSTRIAL RAW
eI 15,516.0 64.0
Petroleum 6,1028 252
Iron &
Steel Products £22) e
Chemicals 13204 54
Others 7340.4 203
PETROLEUM CAPITAL GOODS
(25.2%) Machinery 23510 97
Electric & 20754 86
Electrionic Goods RS )
Shipbuilding 1.119.2 46
Others 687.1 28
TOTAL $ 242508 100.0
Industry

Source: The Korea Chamber of Commerce &

5




B. The Industrial Profile.

Rapid econozmic growth has brought with it structural
transformation in Xorean industry. Thanks to the export booa
throughout the 1960s, Korea's industrialization started with
large growth in labor-intensive industries, such as plyvood,
textile and garment. Beginning in the @id-1570s these light
industries, exports of which were heavily dependent on cheap
labor, began to lose their competitiveness in intermational
markets. Scon, such heavy industries as machinery, metal, steel,
petrochemical, automobile and shiairbuilding began to show
remarkable growth. This was the result of the government's
policy of developing the heavy-chemical industry in the
mid-1970s.

The raio of the heavy and chemical industries tc the
manufacturing industry as a whole rose from 26.8 percent in 1962
to 56.3 percent in 1981, which was more than a half of thetotal
manufacturing produciton. Korea is well on its way to becoming a
full-fledged heavy-chemical industrial nation. The primary metal,
stell, and in particular, construction industries marked a
relatively higher growth pattern. Spurred by vigorous, war-
related demands during the Vietnam War, and later bylarge-scale
in vestment demands in the Middle East, the construction industry
continued to register high growth and contributed to the rapid
economic growth of the 1970s.

Also, with the increase in national imcome and in housing
demands, the boom in the constructin industry continued
throughout the 1970s. The Koreanm construction industry harvested
more than $ 10 billion annually between 1980-1983 in a row.
Constructicn crders dropped to 3 6.5 billion in 1984, but this
overseas slack was more than made up by a remarkable increase in
governaent construction spending. The local construction market
was valued atanother § 7.6 tillion.*

In keeping with the governament's policy to support heavy
industry, it has also actively rromoted the construction of large
ship yards. The shipbuilding industry in Korea has made rapid
progress over the past decade. Total production and exports in
1932 were 3 and 6 times the 1974 level, respectively. By the end
of 1382, the industry's outstanding orders amounted to 1.35
million gross tons, second only to Japan. There has bkeen great
technological proqress ia the 1industry. The industry started with
building small shkips for fishing and cargo transport. By taking
advantage of ghichly skilled lakor and positive gcvernment
support, the shipbuilding 1andustry was able to expand the product

4 The Xorea Chamber of Commerce and Inaustrvy: A Report on
Prospects for the Nation's 10 dajor Industraial Areas, 1935.



range to include sophisticated vessels such as oil tankers,
product carriers, steamers, and drilliag ships. Despite the
difficult world aarxet conditions, shibuilding ahs developed into
one of the most successful industries in Korea.s

Cther industries also made noteworthy growth in the 1970s
and early 1980s. In addition to construction and capital goods
industries, which will be discussed in the next section, the
sectors of whose importance the government never tired of
stressing were basic materials such as iron and steel,
petrochemicals, non-ferrous metals and refined oil. The
government saw the importance of these industries as the backbone
of a modern industrial economy, and proceeded to undertake risks
that cautious enterpreneurs would tend to avoid by providing
heavy capital investment in these industries.

In cornection with a series of the Heavy and Chemical
Industries Development Programs ian the 1970s, the government
drastically strengthened already generous financial support tc
these industries by guaranteeing commercial loans. Where foreign
expertise was necessary, special incentive advantages were
offered to joint venture partners.

Among basic materials, steel commanded highest priority kty
the planners. Notwithstanding the critisms voiced by
international agencies including the World Bank, the government
already in the late 1960s decided to build a large-scale steel
mill in Korea. Starting with the modest level of one millioan
tons a year by Pohang Steel 2ill,é expansion of production was
undertaken in successive phases. Pohang Steel mill is now ranked
the twelfth largest steelmaker in the world with an annual
capacity of 8.5 pillion tons. Other steel mill complexes have
been, and are projected, to be added, and by 1981 the total steel
capacity in Korea annual production of 12.4 million tomns.This
covered aabout 390 % of domestic markets and some items of steel
products began to be exported. Export sales in 1982 amounted to 3
2.4 billion in 1982, making steel the nuaber two export item in
that year.

e e - —— - —————— ————

5 The Korean shipbuilding industry still faces several
difficuities; low-grade technology, high dependency on imported
machinery and lov capacity use 1n ifecent years. However, it is
expected to maintain a competitive edge over the industries of
developed countries, which suffer from outdated eguipment and
high wage costs. Thus, Korea's market share is expacted to rise
as world demand picks up and Korean shipbuilding is likely to
experiance steady Jgrowth in the rfuture.

& This was built with the rfinancing of Japanese loans
included in Yorcadapan 2eace Treaty revparation settlement, and
with the help of a consortium of Western steelaakers.



The Korean steel industry uses highly automated producticn
methods and benefits from scale-econcmies. Production is
exceptionally efficient, running ok uear capacity. In additiog,
skilled and hardworkir hardworking labor in the steel industry is
still cheaper than abroad. This evidently made the Korean steel
highly competitive in the world market.

After establishing large steel mills, various sectors that
could serve as 1important steel-consuming sectors, were proaptly
targetted in the, K successive plans. In addition to the
construction and shipbuilding industries, the government
initiative turned to the automotive industry. Starting from a
rudimentary assembly plaant in 1962 that produced about 3000 cars
and trucks annwvally, the industry vas newly targetted in the
early 1970s by adopting special measures to foster its
development. These measures coasisted of stroang finamcial suprort
and high tariffs on imported vehicles but none on knocked-down
parts that could be repaired by myriads of domestic artisans.

The government's initial import-substitution policy promptly
paid off. Already im the early 1980s, the automobile industry has
enjoyed an annual double-digit growth, and 1is now considered to
have a promising future. Production, which stood at 134,000 cars
in 1381, increased 21 percent in 1382, 36 percent in 1983 and
nearly 20 percent to 312,000 cars in 1984. Domestic and overseas
demands for Korean cars are projected to corss the one amillion
line in 1990. This rapid growth of the Korean austomobile industry
has been accompanied by a high domestic production level of parts
and components. Low domestic production cost and much improved
technology ahs enhanced the potential of this industry to beccme
an export industry.?

C. Development of Capital Goods Industry

In recent years, largely as a result of intensified
government support, the capital goods sector,® machine tools and
other heavy ejuipment® in particular, produced for both domestic

it . N, o . o > —— oy . Wt it

7 The proporticn of export sales in relation to gross sales
does not yet exceed the 10 percent level. Export sales are,
however, expected to 1ncrease rarpidly, given the aggressive
efforts of the Korean auto makers to explore fcreiygn markets and
the qgood reputation of Korean cars abroad.

8 "Capital goods" in general include the machinery and other
eguipament that enter 1nto capital formation.

9 The share of machine eguipment in total value added of
carital gocds (which included transport equipment) in 1979 wvas
about 5 percent (Yearkbook of TJUYESCC).

10



consuapticn and export, has leveloped very rapidly. The main
arqgqument for supporting capital goods production in a semi-
industrial developing country such as Xorea was that the pattern
and volume of final and intermediate goods manufacture had
advanced to the point where backward inteqration intc capital
goods production would permit considerable scale economies in
production. By the mid-1970s 1inter-industrial linkages in
Korea's industrial structure were indeed "deepened" as well as
diversified to allow a market size sufficient to persit scale-
economies in capital goods production. In addition, Korea by
this time was faced with the situation of increases im wage
levels and the prospects of increased competition from other IDCs
which would enjoy a larger wvage advantage.

Thus, the capital goods sector provided one of the logical
options for development, since the sector's products had been
relatively unaffected by protectionist measures in the world
market; LDC penetration of developed country markets was still at
an early stage; and capital goods were relatively skill-
intensive, which would be unthreatening to the enployment of
unskilled labor in developed countries. Unskilled labor provides
most vociferous support for protectionist sentiments in the
industrialized countries.

Following the government's declaration of suprort for heavy
and chemical industrialization in 1973, the domestic demand for
machinery products quickly rose with the annual average increase
rate of 23.9 percent in the decade of the 1970s (Table 3).
Domestic production has correspondingly shown a remarkable upward
trend with diversification growing at an annual average rate cf
42.2 percent over the same period. With the development of
related demand industries, the pattern of products has also shown
a change from low to high grade products and from general to
special use products.

11



TABLE 3

STRUCTUREZ OF SUPPLY AND DEMAND FOR MACHINE Y0COL IN¥DGSTRBY

(unit; USS 1000, and percent)

Year 1971 1572 1975 1978

Output () 2,552 £,018 11,145 64,518
Import(3) 17,568 27,533 85,153 250,252
Export (C) 155 804 248 4,200
Domestic Demand (D) 19,965 31,746 96,049 310,570
Self-sufficiency

ratio (A/D) 12.8 15.8 11.6 20.8
Export ratio (C/A) 6.1 16.0 2.2 6.5
Import ratio ({B/D) 88.0 86.7 88.7 80.7
Year 1579 1980 1981 1971-1980

average annual
increase rate(percent)

Cutput(A) 112,000 17,814 86,434 42.2
Import (B) 201,000 109,855 112,471 20. 4
Export(C) 14,340 22,999 28,677 68.5
Domestic Demand (D) 298,660 164,680 170,228 23.9
Self-Sufficiency

ratio (A/D) 37.3 46.7 50.8 -
Export ratio (C/3) 11.6 271 33.2 -
Import ratio (B/D) 67.0 65.9 66.1 -

Source: 1. Report of Mining and Manufacturing Survey.
2. Statistical Yearbook c¢f Foreign Trade.

in relation to other industrial products, the output of
industrial machinery and equipment accounted for 26 percent Ly
1931, as comparedi to the 1971 level of 11 percent. Sinmilarly,
the share of machine goods exported rose to 33 perceut from a
mere b vercent over the period. Electrical ejuipment (in
particular transistors) and transgort equipment (ships and boats)
have been the largest Xorean expert itcem ia the category of
capital cocds, exported mainly to developed market econoaies.
More importantly, as the table snows, the ratio of domestic
production to domestic demand of machine goods in 1981 exceeded
50 percent, a Junp frox 12.8 percent in 1971,



Raony categories of capital goods, aost vigorous progress in
the past several years has been made in the electronics area.
Eiding on streny demands both at home and abroad, Zorean
electronics firwms enjoyed a 38.7 percent rise in their producticn
in 1983 and 26.7 percent growth in 1984. Their production is
expected to see another 20 percent increase in 1985.10 The
electronics appliances and parts to be produced by 1000 companies
in Korea imn 1984 were valued at 7 tillion dollars. Exports
accounted for more than 60 percent of the total production.

Thus, assuning a coantinuation of economic growth in FRorea
and positive government support measures for the capital goods
industry in geperal, the industry has promising prospects for
continuing progress as both an import substituting and export-
oriented industry.

——— o — e~ —— i — " ! i ot

10 The Xorea Chanber of Commerce and Icdustry, Rerort on
prospects tor forca's 10 major industrial areas, 1985,
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3. OBJECTIVES AND STRATEGIES IN INDUSTRIAL POLICY

The broad objective of the Kcrean plamns, as seen through the
series of five-year plans that began in the early 1960s, is
clearly the transformation of a subsistence agrarian economy to a
modernized industrial power. More specific goals of the plan,
however, can be identified with each plan period.

The early goals of the plans vere establishment of a self-
reliant economy {as opposed to one depending on foreign aid), the
"modernization" of the economy, and maintenance of self-sustained
economic growth.1i

Thus, in the initial years of Korea's industrialization
economic growth was set as the primary goal of the nation. The
ideology of "GSrowth First®™ came from the geopolitical reality
that South Korea would have to become economically self-reliant
to defend itself against any aggression from the North, as well
as from the fact that foreign aid had beem declining.

Indeed, when suddeunly the economy did begin to expand arnd
as ambitious growth targets were exceeded, the "growth'" objective
was quickly turned into almost a national obsession for nearly
everyone to pursue as a popular cause.

Around the time of the initiation of the Third Five-Year
plan in 1972, the South Korean economy seemed to have
overextended itself, with the sudden manifestation of structural
imbalances and bottlenecks brought about by the earlier rapid
growth policy; the high rate of growth had resulted in a rapid
buildup of foreign debt and had stimulated inflation, and the
disparity between rural and urban incomes had somewhat widened.

The major policy issues, therefore, had to shift to the
question of how growth could be made more harmonious, less
wvasteful, and more securely based. An important scurce of the
bottlenecks and strains was the uncoordinated, buoyant activities
of the private sector. New policy measures had to deal with the
private sector to rationalize and coordinate its activities fcr a
more harmonious growth. So the Third plan (1972-1976) emphasized
a more "palanced growth". The central issue was no longer the
sole achievement of rapid growth.

In the current Five-Year plan (1982-1336) the governpent's
industrial policy continues to place priority on an efficient
allocation of investrent to allow industries to develop more in

—— e ——— o ——— — ———— - .

11 Sge the planning docuzents of the Economic Planning Board.
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line with the shiftirg comparative advantages in the world
market. At the sawe time, policy concerns nave been increasingly
directed at social development, eguity and the welfare of
society.

Sroad goals in the plan would remain political window-
dressing unless they were carried over into more specific
policies. In the Korean case, they usually were. On the econcmic
side, to implement the broad objective of accelerating economic
growth, specific measures included the strengthening of key
industries, increased employment and higher income, and more
effective management systems. Given the econony's continuing
dependence on imports, one strategy that has remained throughout
is the orientation for "“outward"-lcoking industrialization to pay
for its imports. To maintain its exports, there has beeen a
continued stress on greater international competitiveness, higher
productivity, and since the oil crisis, overcoaing energy
restraints. On the social side, policies included an expansion
of social overhead capital, improved living conditions and more
welfare.

The basic strategies for attaining broad economic goals of
the nation involved decisions on the policy for the shift in
emphasis froa sector to sector. 1In the early plans, there was
more stress on agriculture and infrastructure, the latter closely
related to construction. Subsequently, the euphasis shifted to
light industry. Then came electronics. From this it moved to
heavy and chemical industries. Now, in a reversion to earlier
tactics, rather than trying to single out sectors for prozmotica,
measures that can benefit all indiscriminately are being
considered. This dynamic sequencing more or less reflects the
changing pattern of comparative advantage for Korea, as her
factor endowment conditions also evolve.

Particularly noteworthy im this context is the recent
government emphasis on capital industry development as the
Corner-stone of future growth in the Korean econcmy. The
incentive system has been continuously reoriented to develop
industries within this sector and enable them to compete more
effectively in the world market.

15



4. TYPES OF POLICY INSTRUMENT

Defining the concept of "industrial policy" broadly as
including all government policy measures that are aimed at
promoting the development of industry, it is convenient to
distingulish two types of industrial promotional measures; first,
there is the set of macro—-economic policy measures that exert an
econony-wide impact, influencing the general environment for
industrial activities, and secondly, a set of policies more
directly targeted on specific sectors or industries for
promotion.

In the case of Korea, the evidence shows that in selecting
the instruments used for the promotion of industry, careful
consideration has been given to conplementarity in the potential
impact of macro-econoaic and sector-oriented policy measures.
The specific types of these policy instruments are the subject
matter of discussions in this section.

A. Macroeconomic-Policy Setting

In Korea, the main role played by macroeconomic policy-
measures has been that of providing an economic environment
conducive to effective resource mobilization, and ip particular,
to the promotion of investment. They were in general meant to
serve as a precondition for rational resource planning of the
targeted sectoral development (which included, inter alia,
export-oriented industries and other "Ypriority" sectors of the
econony)

There were essentially two types of racroeconomic policy
measures used by the government for this purpose.

The first type relates to public-sector investment. An
examination cf public-sector allocation of investment shows that
in the early stage of Korea's industrialization, infrastructure
developaent projects (higjhways, port-facilities, electricity,
irrigation, transportation, commurication, etc.) received the
lion's share of public funds. Potential investment projects were
carefully reviewed in the light of compatibility with the goals
of the natiornal econonmy.

As takle 4 shows, the ancuat of capital investment by the

goveramant and publicly-controllaed enterprises averajed at clcse
to 40 percent of total domestic investment in the period Letween
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1963 and 19739. 1oreover, the industrial composition of
governaent investment reveals that the share of infrastructure
projects investment has been steadily rising, reaching as high as
76 percent of the total public-sector investaent in the years
between 1977-1380 (takle 5).

It was these infrastructure and intermediate production
support activities which constituted the foundation for
strenjthening the vertical linkage of production, paving the way
for the process of rapid econoaic growth.12

Secondly, perhaps the more importaat aspect of macro-policy
was the price setting for such key resources as foreign
exchange, investnent funds (interest rate), transport and starle
grains (rice and barley). Given the important role of the prices
in the overall allocation of resources, extreme care has been
exerted to reconcile the economic interests of various social
classes. One may note in this connection the earlier rounds of
general price rerorm measures, which were instituted before the
inauguration of the Second Five-Year developament plan
(1967-1972). The First plan (62-66), largely a rehash of the
ideas presented to the previous regime, was prepared in a hurry,
simply to show the government's seriousness about economic
development, and to provide a ground for more sophisticated,
subsequent plans.

12 Tt must be noted, oa the other haad, that the active
government lavestment support gave rise to increasing budgetary
d=ricits and exerted inrlationac; pressires on the econony,
peginning 1n the early 70s.
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TABLE

4

PUBLIC-SECTOR INVESTMENT

(Unit: billion won in constant prices)

. PURILTIC INVESTHENT
Total T GovVCinment state State Composition (%)
Domestic Firms Controlled
Investment Firms (B+C) (B+C+D}
{(A) (B) (C) (D) /A /A
1963 91.1 9.7 7.9 19.7 19.3 40.9
1964 100.6 8.2 15.9 18.9 24.0 42.9
1965 120.9 14.3 16.9 21.5 25.8 43.6
1966 223.9 24.9 24 .4 23.8 22.0 2.6
{1963-66 aver! (22.8) (40.0)
age)
1967 280.7 3s5.4 26.9 57.5 22.2 42.7
1968 427.7 71.5 34.9 43.6 24.9 35.1
1969 621.3 129.3 39.0 75.4 27.1 39.2
1870 719.1 134.7 36.5 74.7 23.8 34.2
1971 831.4 149.6 44.4 138.5 . 23.3 40.0
{1967-71 avert (24.3) (38.2)
age) 7T v
1972 873.8 156.1 63.6 214.5 25.1 49.7
1973 1,341.0 166.7 103.0 131.9 20.1 29.8
1974 2,274.3 214.5 77.8 304.6 12.8 26.2
1975 2,881.8 320.4 311.1 584.3 21.9 42.2
1976 3,378.2 429.0 228.1 580.6 19.5 36.7
(1972-76 aver - (19.9) (36.9)
age) b
1977 4,645.0 611.9 432.4 888.0 22.5 41.6
1978 7,137.7 §s2.3 209.0 1,207.6 17.7 34.6
1979 10,293.5 1,348.1 475.8 1,556.2 17.7 32.8
(1977-79 aver] . (19.3) (36.3)
age) 7
Total Average {(21.8) (37.9)
Sources: The Bank of Korea, Seoul.
TABIE 5

THE INDUSTRIAL COMPOSITION OF PUBLIC~-SECTOR INVESTHMERT

(UNIT: PERCENT)

I 1

Primary Mining & Infrastructure i Total
maustriey Manufacturing & Social
Overhead
IF{rst 5-Year Plan {62-66)] 25.7 20.8 53.5 100.0
Sccond S-Year Plan(67-71)f 25.9 13.3 60.8 100.0
Third 5-Year Plan (72-76)] 22.7 15.6 61.7 160.0
Fourth S-Ycar Plan .
(77-80 average)| 15.7 8.5 75.8 100.0
Total average 22.9 14.9 62.2 100.0

Sources: Economic Planning Board,

Seoul, Various Years.
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The reform aeasures included the exchange rate reform of
19€4 and the interest rate reform of 1965. The exchange rate
reform devalued the wen from 130 to 255 per dollar arnd
substantially liberalized exchange controls. The devaluation was
based on a study comparing world and domestic prices, and the new
rate roughly reflected the median purchasing power parity in the
international market.

The interest rate reform of Septeaber, 1965 doubled the six-
month deposit rate to 24 per cent per anmum ( a real interest
rate of arouad 11 rer cent). Borrowing rates, except for special
purposes, were comparably raised. The reform was meant to place
a real rate of interest more in line with the prevailing real
rate of return on capital, to enable a shift from gquantitative
credit rationing towards "market™ allocation, and to encourage
domestic savings.!3 It was also hoped that higher interest rates
would reduce inflation.

Both reforms brought key resource prices into line with
relative resources scarcities. Since prices must be used to
measure the value of resources in uses alternative to those
being investigated, adequate resource planning becomes difficult
vhen prices are severely distorted. 1In this sense, the reforas
of 1964 and 1965 were a precondition for meaninyful resource
planning. But their significance was far greater. FPor much of
planning's positive impact on economic performance came from the
reforms. The basic driving force for development in Korea was
private-sector resgponse to price and non-price incentives.
Substained development in a largely market-oriented economy wculd
be difficult without an adequate price system ( taking into
account the effects of subsidies, taxes and quantitative
controls) that reflected relative resource scarcities.

B. Sectoral Policye.

In Korean plarning the development of strategic sectors was
basically left in the hands of the private sector. Investment
allocation was of course an important part of industrial policy
but the plan's role in achieving an efficient allocation of
investment was to indicate and establish an appropriate set of

- ———— o ——— - - -

!3 heal dowsestic savings doubled in 1965 and again doubled by
1967. The velocity of aoney was reduced, halving the rate of
inflation over whit it would have been without the cut in
velocity induced by the change in the interest rate; the
increzental capital cutput ratio declined by 30 per cent; and the
lavestment rate rose as fast as the increase in savings
peraitteod.
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incentives that could guide private entrepreneurs to the right
decisions. The role of the planner was to specifically detergine
where incentives for investment shculd be given.

buring the early plans, the government identified priorities
for industrial development as consisting of both export promotion
and labor intersity. Exports and employment were to be promoted
through subsidies and trade incentives rather than through direct
public investment. Public investment was to be concentrated
mainly in infrastructure-building (transport, electricity,
highways, irrigation and telecommunication). ©kKealization of the
goals emphasized in the plan was left to the private sector
through its response to incentives.

Specifically, industrial incentive measures geared to the
develcopment of a specific sector (industrial policy defined ir a
narrov sense) consisted of such measures as subsidies given
through tax exemptions, differential pricing or directly
beneficial expenditure; quantitative restrictions on imports cf
goods and capital, on the allocation of investment funds through
the banking system, on the use of transport facilities, and
guantitative targets for exports and overhead investments.
Subsidies, guantitative restrictions and quantitative targets
were administered within centrally imposed constraints by several
ministries, notably Agriculture, Commerce and Industry, and
Finance, and by special offices, such as the National Tax
Administration.t*

The biggest arsenal of incentives existed for exports. They
consisted, at various times, of reductions in corporate and
private incomes; tariff exemptions for and tax rebates on
materials imported for export production; financing of imports
needed for producing exports; business tax exemptions;
accelerated depreciation allowances; creation of variocus reserve
funds; a fund to promote export industries and another to
encourage smaller firms to export; foreign currency loans to
finance exrorts on long-term credits; an export-import link
system; differential treatment of traders based on export
performance; export insurance, and so on.!S The provision for
accelerated depreciation allowed the manufacturing firms that
earned more tham 50 percent of the revenue in foreign exchange to
write off from the tax an extra depreciation of up to 30 percent
of the ordinary depreclation allowed by the tax law. Credit

_————— . —— — —— . — " —

14 ror the details or incentive measures, see Hong, ¥. (197S)
and %Yorld Bank paper ({1981,Yo. 14€9).

15 Real export incentives were maintained at a relatively
constant level after 1964, whilc sporadic efforts were made tc
reduce impcrt restrictions. A World Bank study (1977, No.263),
demonstrated that, despite marxet variations from industry to
industry, the average tariff rates were quite low (averaging
avout 3 per cent in 19€5) even Ly international standaras.

20



rationing, generally provided by government-operated specialized
development banks, took the form of low interest loans for export
financing and the development of key industries. An estimate
(Hong, 1979) shows that in 1972 the ratio of total interest
subsidy associated with loans in manufacturing to the total fixed
capital in that sector exceeded 25 percent. 1In quantity, the
average annual increase in export credit reached as much as 40
percent of the increase in money supply between 1970 - 1976. 1In
addition, such agencies as the Korean Trade Association were
established to provide technical assistance in market- ing
promotions.

A quantitative assessment of overall price incentives given
to Korean exporters was attempted in a World Bank study.!® Tatle
6 shows time series estimates of real effective exchange rate
that nmeasures the amount in the Korean won received by exporters
per dollar of their exports. The indicator also includes indirect
taxes and tariff exemptions.!? The effective exchange rate for
exports was 264 in 1962 and fluctuated between 299 and 308 in the
1964 to 1970 period. It increased 30 percent to about 400 by
1973.18 and despite its fall in 1974 and 1975, still remained
higher than its average over the latter half of the 1960s.

Although these measures are ornly crude indicators, they show
some evidence for export incentives. The government enphasis on
exports was clearly accompanied by increased incentives to
export. The government, in fact, in addition to periodic
devlauations, continued to adjust export incentive rates Letwveen
devaluations in order to maintain the incentive rate at a
relatively stable level in the face of more rapid inflation
domestically than abroad.

- — . s s — s — . ——— — ——— — ——— —

16 See Westphal,L., & K.S.Kim, 1977. pp. I.1 - 25.

'7 A more nmeaniagful indicator shouid incorporate other
incentive and disinceative instrunents, such as all forms of
subsidies including interest subsidies, access to izported infputs
OrC price reductions on overhead inrcuts.

'® This was largely caused by the appreciation of the Japanese
yen that coatributed to a two and 4 halffold increase in the real
value of exports during this period.
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Table 6: EFFECTIVE EXCHANGE RATES FOR EXPORTS ,ﬂ

(Annual Averages; won per U.S. dollar)

Official Exchange Indirect Tax Real Effective
Rate (Nominal) & Tariff Exemptions Exchange Rates *
per Dollar of Exports

1961 127.5 - -
1962 130.0 . 1.6 264.2
1961 130.0 9.1 276.1
1964 214.3 8.2 305.3
1965 265.4 11.1 304.6
1966 271.3 14.4 305.1
1967 270.7 15.7 298.8
1968 276.6 21.5 298.7
1969 288.2 22.7 299.4
1970 310.7 21.7 307.9
1971 , 347.7 23.1 328.6
1972 391.8 23.7 348.9
1973 398.3 21.5 396.5
1974 407.0 19.1 338.4
1975 485.0 14.0 320.9

* Include Indirect Tax and Tariff Exemptions.

Source: The World Bank ( Westphal & Kim, 1977 )
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Import-substitution was not overlooked either, altaough
considerably played down in coaparison with the attention given
to export expansion. The firams roving into desired sectors cculd
also expect suitable backing, which consisted of grants and
subsidiess as well as cheaper loans, often from the development
banks. 1In order to secure the domestic market, the government
not only placed orders once production began, but also quickly
protect=d the products with an armery of tarriers. These
included a prohibited list of goods, guotas and tariffs. The
tariff system was carefully structured to provide higher levels
of protection for manufactured goods that were teing introduced
for domestic production and lower levels for thcse that were not,
very low levels on raw materials, capital and intermediate gocdsg,
and very high levels on consumer and luxury goods that were not
deemed beneficial to the econoay.

Once the government decided to promote certain strategic
industries, further incentives were adopted for each of then.
They had a roughly similar form that included special tax
reductions, faster depreciation of necessary equipment, loans and
deductions for the import of capital goods, facilities and
savings for the import of intermediate goods, arrangements for
licensing technologies, and so on. Next came special financing
through the so-called "policy-loans"™ with exceptionally low rates
of interest and lenient repayment terms. This might then be
supplemented by other incentives if the particular product was
considered worthy of domestic protection or could be turned
toward exports.

During the early plans, although the strategic needs of
focusing on export-oriented industries were recognized, the plaans
did not really pinpoint particular industries the development of
which was to be promoted. For instance, the second Five-Year flan
(1967-1971) was mainly concerned with public-sector investment in
infrastructure-building and the selection of appropriate qrowth
rates. These problens were analyzed simultaneously, together
with the selection of foreign trade and domestic production
pattern at the sectoral level. The levels of private investment
required for attaining the goals of the plans as well as the
incentives necessary to induce implementation were estimated at
the firm level. In designing the plan, importamce was also
attached to the internal consistency of sectoral activities with
broad macroeconcalc objectives as well as to the rationalization
of economic incentives.

The third plan that began in 1972 and subsequent plans
essentially envisageu a relatively swmaller role rfor public
ipvesment.!?® The primary goal of planning for industrial

19 The earlier seconu Five-Year plan (1Y62-1966) was fairly
comprehensive I1n scope aud rigorcus in content as 1t relied on
the sophisticated input-outpit taples. This Ffrawework was an
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priorities came to be seen as providing incentives to the private
sector at a level compatible with resource needs and
availabilities. The role of the public sector was, after setting
incentives, to resgond, where desirable, to "private-sector®
reguest for credit, subsidies and foreiygn exchanye allocation.

An lmportant tasx of plaroing at this poiat counsisted in
developing capacity for project evaluation and decision-making at
least at the ministerial level.

From a longer-term perspective on the growth process itself,
however, a strategy was gradually evolved for upgrading the
economy by shifting from dependence on relatively labor-intensive
light industry to a structure based on heavy and chemical
industries. This made perfectly good sense. Korea's original
comparative advantage was cheap and diligent labor. It was
therefore normal for Korea to engage in sectors like textiles,
garments, footwear, and simple electronics. As the domestic wage
rate rose acd more capital was accumulated, it appeared more
advantageous by the mid-1970s from the viewpoint of internatiomnal
comparative advantage for Korea to move into more capital-
intensive sectors such as steel or petrochemicals. Other
developing countries, particularly in Asia, were becoming strong
rivals in the export market for traditional, labor-intensive
goods. At the same time, the industrialized countries were
turning toward increased protection, particularly against
traditional exports from the developing countries.

This progression reflects the dynamic strategy for
industrialization that Korea has teen pursuing along a path
similar to the one that neighboring Japan was following. To gmake
things easier, Japan was constantly churning out long-tern
projections and visions for futuristic industries. Korea slipped
into the practice later known as "targeting product" that
prevailed in the 13970s.

Thus, by the late 1960s, the government began selecting
“strategic" industries which it was willing to back more
energetically than others through a series of essential measures
of a general supportive nature.

First, the Electronics Promction Law in 1969 recognized
electronics as a "strategic export industry". Cowmprehensive
plans for developing the industry attempted to direct the effcrt

- — - —— ————— s o - .

attempt to provide an intersectoral investaent plan consistent
with accelerated Jgrowth of the economy. Because of inadequate
resources devoted to the planning, the framework gquickly became
lpadeguate for prodjections after two yzars of use. Subsequently,
top policy-makers in Korea did nect find that comrreheansive,
centralized planning would be of wmuch material assistance in
executing policy Jdecisions. Instead, they adopted a more
decentralized, "iadicative!" plantinj amethod.
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to adapt to the technological changes taking place in the
industry worldwide. The jovernaent guickly estaclished
industrial estate #ith such suitable infrastructures as Kumi and
¥asan, anag such specialized iastitutes as the Korea Institute of
Electronics Tecnnology, Korea Advanced Institute of Science and
Technology, and the Tlectronics Industries Association of Korea
for research, adaptation and development.

In the wake of the plans for the electronics industry, the
promotional policy yuickly turned to heavy and chemical
industries. In 1973, President Park officially initiated the
campaign for the creation of a heavy and chemical industry. The
strategic branches of the industry included iron and steel,
chemical and petrochemicals, electrical and general machinery.
Various projects were included in the Third and Fourth Plans with
generous funding of the manufacturers who qualified. The usual
support and iacentives were provided for those firms that could
export; and imports were restricted for those that could supply
the domestic market. It seemed that no effort was spared in
order to attain the targets.

“hen a product was targeted, the government quickly provided
direct aad indirect incentives in financiang, taxation and
administrative control to the manufacturer who qualified. The
manufacturer could obtain subsidized loans from such institutions
as the Korea Development Bank, the Export-Import Eank, the
Technology Developament Corporation, and the National Investment
Fund. A series of legislation and regulatioas, such as the Tax
Incentives Law, the Government Budget and Accounting Law and the
Tariff Law, provided various forms of tax relief and tariff
reductions for imported inputs toc the manufacturer. Foreign
investors also benefitted from similar incentives, simplified
investment regulations, and often the outright 100 percent
ownership.

These measures Juickly led to the targeted sectors! incresed
share in exports. For instance, the share of heavy and chenmical
industrial products in total exports rose frem 16.3 percent in
1972 to 25.0 percent in 1978. The electroamics industry develorged
rapidly, starting from the assembly-line producticn of rarts and
components and progressing to the production of such complete
consumer products as color televisions, microwave ovens, videc
tape recorders, sterco sets and digital watches. Following the
development of heavy and chemical industries, the chcice of
"strategic" industries varied over time, ranging from
sophisticated electronics to shipbuilding and to autcmobiles,
among others. The supprort measures were steadlly strengthened.
Rather thap channel funds arnd adept projects as opportunities
arose spontaneously, an etfort was made tc direct the cconoay
along the desired path, as its develorment evolved.

In this regard, the developament of two other important
sectors within the manufacturing ssctor -- small and sediunm
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industries, and capital goods industry —-- are worth mentioning in
some detaill.

(1) Small and medium industries

After an initial eaphasis on heavy industrialization and,
later, capital goods industry, there emerged a need to promote a
more balanced develcpment of large and small firms. The spmaller
firms account for more than 95 percent of the total number of
enterprises in Korea, employing roughly a halft of its industrial
wvorkforce and producing about a third of total irdustrial output.
The relative importance of the role of small and medium firms has
been declining throughout the period of industrialization until
recently. In the past, the government has boosted couglomerates
and larger firms by giving them access to credits, while small-
and medium-sized firms have suffered from a mixture of
discrimination and neglect.

Since Xorea now has virtually all the basic heavy industry
it needs, nev entrants into the labor market will have to ke
absorbed by more diverse, smaller firms. In particular, the new
industrial policy sees an increasingly important role of smaller
firms in supplying technical power, components and semi-finished
goods needed to promote the development of large industries.
Moreover, the development of small and medium industries becane
urgent as the governament was trying to promote rural
industrialization as a wvay to enhance rural inccmes.

Thus, it is expected that the development of these industries
will Fecome one of the most important tasks in industrial policy
during the next plan period. Currently, the government is
enlarging technical and management extensicon services through
such organization as the Small and Medium Industry Promotion
Corportion and the Korean Production Technology Service
Corporation. 1In addition, it is providing finmancial support for
training managers of small and medium firms, and for their
operational activities (market surveys and feasibility studies)
in the forms of ejuity capital or convertible bcnds by a joint-
venture investment of the Smail and Mediua Industry Bank and the
Technology Development Corpcration.

Another form of government support for small business
development 1is the granting of a collective monopoly over certain
products, including leather products, shoes, towels and toys. udig
businesses aust obtain permission to expand production of any one
of the protected lines, and the list of protectioan, currently
nurbering some 110 itens, 1is expected to increase.
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(2) Capital goods industry

Followitg the government support policy stipulated in the ,
1967 Machirery Iandustry Promotion Law, active investment provided
the machinery sector with wider domestic markets and a foundation
for further growth. With the rapid growth of the econonmy,
domestic demand for capital goods has shown an upward trend
because there has been a continued need to modernize producticna
facilities and to increase productivity. Domestic demand for
capital goods in general and the production of heavy machinery
goods in particular were abruptly increased after the government
initiated support for the development of heavy and chemical
industry begirning in the early 1970s. The annual average
increase rate of domestic demand for machine tocls reached as
high as 24 percent in the period between 1971 and 1981.

To encourage domestic production in machinery industry, the
government, beginning in 1968, quantitatively restricted the
import of machinery goods immediately upon the initiation of
domestic production. Firms using domestically produced machinery
were allowed a 10 percent tax deduction in their investment.
With a target set to fully localize the production of machine
tools by 1990, the government has enacted a series of provisicas
for promotion funds to encourage active research and development
activity. Other measures included likeralizationm of imports cf
technologies mostly to be obtained through licensing agreements,
and foreign assistance with production techmnigues. In 1977-1880,
licensing agreements in the machinery sector accounted for akcut
a third of all agreements approved in Korea.29

The government was also active in the promotion of
technological development in the capital goods industry. 1In
addition to the creation of such research institutes as the Korea
Institute for Machinery and Metals, and the Korea Advanced
Institute of the Science and Technology, long-term loans at low
interest rates and fiscal concessions were cffered to the firams
in the capital goods industry for their efforts for research and
development. ‘ :

Evidence for a somewhat excessive protection accorded to
machinery and eguipment can be secen in the tariff rate structure
of imported items. A World Bank study2! shows that in the 1970s
the domestic prices of many types of machinery were far below the
import prices inclusive of tariffs. The products which exhibited
negative implicit tariffs ranged from wetal working and
processing machinery (=52 percent) to textile machinery (-39
percent) to industrial uachinery (=22 percent). These negati ve

20 The total number of agreements during the pericd was 1974.
21 See westrhal (1977, ppr 2-14).
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implicit tariff rates undoubtedly explained quality differeunces
that may have existed between the domestic and imported iteas.

Ir any event, dagreater protection scemed necessary in the early
stage of development because of the industry's high dependence on
imported capital joods, which had limited domestic production of
capital goods largely to low-grade products.?22

C. Consistency in Policy-measures.

The remarkaple success of industrial policy, as evidenced by
the results witnessed during the last two decades, can largely tLe
attributed to thc appropriate sequencing of the government's
macro—-and sectoral policies.

In Korea's planning, it is significant to note that
macroeconomic policy measures in the form of am overall price
reform, preceded the sectoral development plan. The former served
as a precondition for rational resource planning at the sectoral
and more disaggregated level. The trade reform served as the key
measure in shifting the economy from a strategy of import
substitution towards that of export promotion. The financial
reform became the classic example of a successful policy of
mobilizing resources, stabilizing prices, and promoting
investment.

Thus, in the selection of industrial activities classified
as having priority, no particular consideration needed to ke
given to the shadow prices of the factors of production, nor to
the resulting sectoral structural distortions. The prevailing
exchange rate and interest rates were used in industrial project
evaluation without undue concern for excessive distortion that
might result from the project. The macro-policy measures for
liberalization simply provided a setting in which industrial
activities could be selected, not on an ad hoc basis but in
relation to their relative contributior to the objectives of
rational economic use of capital, as well as the generation or
saving of foreign exchange.

22 By 1978, the effective rate of protection in the machinery
sector was estimated at 47.4 percent, lower tnarn that in India or
3razil. The actual level of nrotection ray be considered much
higher, however, since Korea 4iso relied on non-tarirf measuares
for protection.
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5. POCLICIES FOR SPECIFIC SECTORS.

Soae of the material covered in the present chapter has
already been dealt with. The purpose of the present chapter,
Lowever, is to concentrate on the salient features and trends of
government policies for industrial devezlopment in specific policy
fields.

A. Trade Policy.

. —— i a—— s =

(1) Trade Regimes from a Historical Perspective.

Cbviously for a small, resource-poor economy like Korea, the
choice of trade strategies is bound to affect the evolution of
its industrial development and structure. Historically, South
Korea started with modest industrialization efforts centered
exclusively on import substitution. In the decade following the
end of the Korean %ar in 1953 the economry had largely been
preoccupied with its post-war reconstruction and limited efforts
for industrialization, mainly in import-substitutable basic
consumer goods. By the late 1950s, the problem with import
substituticn became apparent as the initial domestic deamand for
substitutatle goods had been satisfied, and the heavily protected
local manufacturers became too inefficient to compete in the
world market. '

Attempts to move up on the import substitution ladder were
eventually stymied by insufficient foreign exchange, which was
needed to buy foreign technologies and capital equipment. Korea
reached this point in the early 1960s. However, unlike the case
of Brazil or Argentina, because Korea's industrialization had
been amuch less capital-intensive, it was able to transfer its
development priorities more smoothly froa i1mport substitution to
export progotion.

The change to export promo*ion policy could already be
foreseen by the late 1950s, as tae country only managed to
survive on the basis of a meager irndustrial structure tnat could
not last long without imports of essential raw materials, and as
the U.5. tanreatencd to cut off the indispensable flow of aid. The
Park Cnhung lee regine's aiternative choice in 1961 thus was to
consiously create an indastrial base for producticn of exports
that conld be sold avroad to finance Korea's vital imports that
must include nassive saipaents of grain as well as fertilizer.
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< 7



The government quickly instituted a battery of material
incentives to encouraje exports 1n the nation's all-out war fcr
survival.?3 Heasures for moral inceptives were equally forcefully
adopted.2* The Hirnistry otf Ccmaerce and Industry also set annual
export targets rfor officials connected wita export
administration. If targets are not fulfilled, the administrative
process will be expedited to strengthen existing export-support
schemes, to innovate new sulsidy measures, and to exert
irresistible pressures on businessnen to accelerate exports, e€ven
though this may entail losses.

Various institutions promoting exports were also
established. One is the Korea Trade Promotion Corporation
(KGTEA) , a non-profit government agency established in 1962.
KOTRA now has over eighty tranches arcund the world and a hone
office that engages in reseach and promotion. among other
activities, it disrlays Korean products, participates in
international trade fairs, dispatches trade missions to potential
markets, and recelves enguiries and visits from foreign
businessmen seeking Korean products. It also sponsors the Korea
Exhibition Center which hosts major trade fairs, including the
Seoul International Trade Fair that attracts as many as 10,000
foreign buyers. In the private sector, the Korean Traders
Association, which runs the World Trade Center in Seoul, provides
backup to its over 2,300 member companies.

Another important institution created by the government sas
trading companies that specialize in exports, known as 'Chonghap
Sangsa.' In the days of import substitution there were many small
importing firms that took advantage of the overvalued exchange
rate to make profits by imports. With the shift of trade policy
to export promotion, there was a general need for trading
agencies that could direct imports of ravw materials, and direct
and promote exports of manufactured goods.

Interestingly, rather than support trading companies, large
and small ipdiscriminately, the government decided to support
very large ones that were generally affiliated with various
industrial conglomerates as their trading arms. These large
traders were not only relatively mcre efficient owing to their
scale-econories but had access to a much broader range of foreiga
markets. larger conpanles were enticed to enter the field by
various incentives that included advantages in the areas of
trade administrations, export financing, taxaticn and foreign
exchange ccntrol. The government in return demanded supert

- — - - ———

23 For details cn the export-irncentive system, see Section B
of Chapter 4.

24 The public was constantly reminded of the importance of
exports through ceremonies, moathly export gpromotion meetings,
and the prescntation of awards to those who achieved most.
Ixporting was to ke considercd as a patriotic duty.
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perfornaace througk the familiar tool of export target-setting.

doreover, based on the governcent's cown projections of how
fast export shoull grow, the targets based on what the firams
thoght they could achieve were raised from year to year. The
creation of chonghapsangsa was another tocl to make export-
oriented strategy work well for Korea. In a short time, full-
fledged trading firms emerged, gquickly establishing a
distribution retwork throughout the world. These institutions
were instrumental in helping many manufacturing firms to get a
foothold in foreign markets.

The official policy to a create an industrial base for
export promotion, designed by Park's team of technocrats, proved
immediately successful. Largely owing to the expanding
international market in the 1960s, growth in exrorts attained an
extraordinary rate that far exceeded everyone's expectations.
From 1962 to 1982, the average rate of export growth was about 30
percent a year with peaks of over 50 percent. The nation's annual
export value soared from an extremely modest US $55 million in
1962 to a massive US $27 billion in 1982. Whereas the ratio of
exports to GNP was a pitiful one percent or so in the 1950s, it
rose to 30 percent ana more in the late 1970s (in current
prices). Export, Korea's "engine of growth," has becone scmething
of a cliche in government and business circles with its overall
contribution to real GNP growth estimated at about 45 percent for
the 1962-1982 period and around 60 percent for the 1970s.25

While the government intervention and discrimination were
being used as a means of export promotion, policy-makers
concerned with long-term developments were kept busy trying tc
see a little further into the future and provide gquidance for
directing industrial restructuring towards exports. Using the
contrcl of finance as an essential instrument in the
restructurinyg of industry, the governmernt continued to designate
the plans for a futuristic industrial base.

For instance, by the late 1970s, a shortage of skilled labor
combined with the Park regime's quiet decision to 1lift the 1id on
wage increases caused labor costs to rise much faster in Korea
than in the major exporting nations of the region. Froa 1975 to
1980, for example, the annual rate of increase of unit labor cost
vas 17.5 percent, but only 7.1 percent in Taiwan and 0.8 percent
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25 This export success, however, should not make one torget
that imports also kept growing at quite a considerable pace.
From 1562 to 1580, igports attaired an average growth of 20
percent. Th1s was nuch slower than export growth, which is
rerhaps one of forea's major achievements., It will not, however,
Fe =2asy for wforea to hold imports down since the bulk of them are
fuel and rav materials that go iuto the production of Korea's
exrorts.
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in Honyg ¥Xong. Thus Ly 1979, textiles that alone accounted for
over 40 percent of lator-intensive exports in the 1970s along
with eiqght cther manufactured articles like plywoad, vwigs,
electrical arppliances that accounted for another 25 percent,
declined to 30 percent while more capital-intensive heavy
industrial products incliluding iron, steel and ships began to
replace light industrial products.

Yore recently, the increase in the cost of fuel, raw
materials, anrnd even capital goods imports during the past decade
kas been paralleled by a relative slump in the prices Korea coculd
demand for its manufactured exports, worsening its terms of trade
and obliging it to sell wmuch more to gain just a little more.
While the need for imports remained unchanged, possibilities of
expanding exports were artificially constricted in various ways.
The most obvious, aumd also most menacing, was the rise of
protectionism in developed country markets.

Such limitations clearly cut into Korea's potential sales
and made it turn toward other markets and products. This explains
Korea's attempts to shift toward the Middle East, Latin America
and Africa. But they could hardly replace more lucrative markets
in the United States and Europe. Thus, when President Chun Dco
Hwan came to power in 1980 he had a mandate from the business
community to hold the lire on wage demands. Real wages in the
industrial sector declined for about a year, giving exporters a
breathing spell. Korea's planners recognized that the golden era
of cheap labor would never return. Even if it did, prospects for
labor-intensive export growth would remain bleak in view of
pounting import restrictions, especially on textiles, in the
developed countries. The nation's best hope for continued high
growth, they believed, was to shift its export pattern from
labor-intensive to high-technology products. This secord econcmic
takeoff will be achieved by attracting vastly increased capital
flows and technology transfers from abroad, and for this the
qovernment has drasticaly liberalized its foreign investment
code.

Faced with a not very promising outlook for an export-
oriented economy, the overall trade policy is also becominyg more
eclectic. DPromotion of capital gcods industry develcpment in the
1970s reflects governnment policies of turning inward toward
domestic markets as a no less important source for econonmic
growth. It was felt that the deepening as well as the broadening
in Korean industrial structure created a sutfficient basis for
iaport-substitutior in the sector.
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(2) Exports of Capital Goods and Technology.

Another important source or Korean exports has been the
transfer of technology to other developing countries. Given
Korea's experience in heavy and capital goods industries and the
resulting acquisitionr of technological competence, it should conme
as no surprise that Korea was able to guickly develof a
competitive advantage in exports of technology. The tern
"technology exports" is used here in a broad sense to include the
transfer of all forms of technical and enginering know-how that
may or may not be accompanied by cverseas projects or by the sale
of capital goods?26

For the five years from 1377 to 1981, total contracts for
project-related exports amounted to § 43 billion, while non-
project-related technology exports were estimated at about 3§ 8
billion.27 Anmong the categories of project-related technology
exports, the most important one has been non-industrial in
nature, which has been transmitted via Korea's massive
construction projects in the Midle East. In addition to overseas
projects to establish and operate productive systems, Korea's
technology transfer have also included the form of capital goods
exports accompanied by techrical and managerial services.

Korea's success in technology exports is based om its
technological capabilities gradually expanded through human and
institutional capital accumulation. Export activity by enlarging
the scope of market competitiveness stimulates indigenous
technological effort. The earlier strategy of export-led
industrialization has thus resulted in the broadening and
deepening of industrial comptence, which further led to
dynamically changing Korea's competitive advantage tc more
technology-intensive industries.2® In this regard, government
policies have been instrumental in providing the driving force
behind Korea's exports of capital goods and other technology-
related projects, enabling Korea to rapidly adjusting to
dynamically changing comparetive advantage.

Until well into the late 1970s, Korea's exrort industries
had heavily relied on imported eguipment. The government had
instituted incentive structures that favored use of imported
capital goods. Weasures that discriminated against use of
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26 It also includes government-to-government techknical
assistance and training.

27 Westphal, L., et al, 1584, p. S04.

28 Direct foreiqn investrent and interrational subcontracting
have not Lbeen important in uwost Xorean exports. Technology
transt=r enanating directly froa foreigyn investament has nct teen
a significant factor.
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domestically produced cdpital gccds includea tariff exemptions on
imported capital goods {(intomatic for axporters and for selected
import-competing industries), and liberal licensing cof imported
capital gocds ofter financed by credits at subsidized interest
rates.

In 19732 the government revealed the [eavy and Chemical
Industry Development Plan, a long-term plan covering the decade
of 1970s that called for the rapid buiid-up of capacity to
manufacture capital goods. The plan was heavily focused on import
substitution of fabricated structural elements (including shig-
building), Leavy equipment used in industrial plants, and other
social overhead facilities. The earlier policy bias against the
domestic capital goods sector was Juickly reversed: tariff
exemptions on imported capital goods were eliminated, import-
licensing was made more restrictive, and among other things, the
government established specialized credit facilities to provide
financing on competitive terms to domestic firms prceducing
capital goods.

The focus on import substitution, however, had to be
abandoned soon. ZExport activity came to be seen as indispensable
for taking advantage of scale econoamies required for the
productioan in heavy industry. The original plam was modified to
encompass both import-substitutipg as well as export activities.
Emphasis was also placed on promoting both the assimilation of
imported technology and technical services exports29 These
measures were supplezented by other provisions dealing with the
promotion of local research and development, the education and
training of technical personnel, and the establishment of an
infrastructure of scientific and technological institutions.
Promotion of technology-related industries in Korea wvwas seen as
being 1in line with its dynamic comparative advantage, and the
government began to use capital goods and technology exports as a
strategy to develop industrial competence. The acguisition of
technological capability was seen as being fostered most
effectively from export activity.

Once the governaent decided as an official policy to
accelerate the develorment of capital goods and related services,
varions schemes that had already existed for other exporters were
quickly reinforced to benefit specifically the producers of
capital gocds exports. Such measures have included; preferential
access to credit for the financing of investment in such
industri=s, preferential export financing39 as well as insurarnce
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29 Two legislative acts passed in the 21d-1970s5; Technological
Developaent Promotion Act and Zngineering Services Proacticn Act,
contained such provisions.

30 According to a studv (destphal, et al, 1934, g. 510), in
1930 the basic iaterest rate charged to exporters of capital
goolds aad related services py th2 Korean Zxport-Iaport Banx was 8
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and guarantees against trade risks,3! aad the governzent-
initiated search for and negotiation of overseas coatracts by
prospective exporters. In particular, producers of overseas
project-related exrorts have received tax credits ag to 50 % cf
thelr tazable profits and deferment of taxes on certain
categories of exports-related 1ncone.

The government have also used the large business
conglomerate jroups inKorea, known as Chaebol,32 as the principal
agents of capital and plant exports. Some of these cenglomerate
were accorded a special status of an integrated trading company33
that were legally authorized to combine production and overseas
marketing activities. The roles played by the chaebol in comfany
with several Xorean construction firms in expediting capital
goods-related export activity nave been overwhelming. According
to a recent estigate,3* 13 Rorean firms were listed among the 201
largest international contractors, accounting for 8.1 % of the
value of interrational contracts won by these contractors.

B. Financing and Credit Policy.

Perhaps one of the most inmportant instruments used for
iwplementing sector-oriented industrial development in Korea is
public-sector control and and allocation of credit. Financing of
investanent for development projects has been mostly provided Lty
the banking institutions, which have directly or indirectly been
controlled by the government. Along with taxation and foreign
borrowing, the domestic financing provided bty banks supported the
major spurt of industrialization.3S The prevalernt form of
financing has been provision of loans withk subsidized interests
and guarantees. Usually, these credit facilities are combined
with other fiscal and tariff incentives as well as some public-
sector assistance in scientific and technical research.
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%, and that charged to the buyers was 3.5 %, while the
preferential rate on ordinary exporters was 12 % and the non-
preferential rate was 24.5 %

3t The Korean Export-Import Bank, established in 1976,
operates insurance and guarantee scaemes, along with provision of
export credit.

32 see Chapter 5, Section D.

33 See the preceding section.

3% Zngineering Ixport Promotion Couuncil of India ; Proiect
Sxport Mews (July 15,1981). The Hyundai group (ranked eight),
followed by two other Xorean firas, was the largest contractors
amonqg the developing countries.

35 Yajor finarcial retorzs 1n 1964-65 drastically enhanced the
intermediary role of banks in private capital markets.
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The governament itself, witn a budyet representing one-sisxth
of GNP, allocated the same percentage of its budget to the
spendirg for development projects. As alrecady mentioned, the
lion's share of this developaent spending went tc transport and
cowmunication, energy, agriculture, and defense-rclated
industries. By and larqe, the banking institutions provided a
predominant share of investment capital in industry.

In terms of the hierarchical structure of the financial
world, the Ministry of Finance sits on top of the structure,
supervising and regqulating all the activities of the banking
systen including those of the central bank ( the Bank of Korea ).
More indirectly involved and more concerned with implementaticn
of financial fplans is the EPB, since it defines the approaches
and tartgets which become criteria for granting "policy loans" by
the banking institutions, which are generally aimed at rendering
special support to those "prioritized" sectors ( shipbuilding,
steel, automobile, petrochemical and heavy machinery etc.).

The government also established a group of "development
banks" for purposes of directing funds toward "prioritized" or
other strategic sectors as laid down in the plans. The
development banks can in return provide gqualified firms with
loans and also hold eguity in these firms. For instance, the
loans from the Korea Development Bank alone currently accounts
for 15 percent of the nation's total outstanding debt. The Korea
Long~-Term Credit Bank has similarly been instrumental in tapping
private capital to assist firms with loans and equity
participation. The Korea Export-Import Bank represents another
category of development banks that specialize in medium- and
long-term credit fcr foreign trade transactions, with an emphasis
on exports. These specialized banks have received their funds
partly from the government, from private deposits, and from issue
of bonds in international financial markets.

Larger private-sector banks, with a bulk of their credit
given as "policy loans", were also drawn into the financing of
industrial developament, and to a certain extent had to coumply
with orders arnd requlations from the Ministry of Finance. Thus,
excluding the informal, curbt-market loans that are generally
available at exorbitant interest rates, the entire financial
community has more or less operated under some control and
supervision ot the qgovernnzent.

This system of "policy loans" for providing special support
to targeted industries wWworked very well for Xorea in the early
days of industrialization, and has in c€ffect accounted for half
of the total bank lendinj. Without this public-secter initiated
financing it would not have teen possible to develop light
manufacturing industry, construacticn, steel and shipbuilding
inrdustries, and also to bulld the basis for heavy and cheaical
industries in Korea.
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The systew of "policy loans," however, contained several
drawbacks. Since "policy loans® for targeted sectors were
subsidized ccmrared tc other consideratcly mcre expensive loans,
evidence indicates that many worthwhile projects failed to Le
uncertaken sinmply tecause they were not targeted for develogment.
For instance, the sectors targeted for proaotion mostly included
relatively large-scale projects. Smaller rirams were seriously
handicapped in ontaining credit. Cnly recently have some attespts
been made to provide small and medium firms with much easier
access to bank loans.

A related bias in investment decisions that resulted from
the undue emphasis on "policy loans" concerns the neglect of the
microeconomic specifics in approving the worth of individual
projects. The government's policy of targeting products
specifies only what sectors of the economy should be promoted for
expansion. As a result, loans tended to be approved on the basis
of superficial compliance with the administrative guidelines, and
not on the merits of individual projects. These weaknesses were
manifest in the late 1970s when a number of government-supported
projects had to be discarded. The policy aim of the 1981 bank
reforms was to alleviate distortions in investment allocation by
broadening the realm of managerial discretion by the commercial
banks.

Finally, the policy of favoring targeted enterprises also
turned out to be a mixed blessing. MPolicy loans" tended to
encourage excessive borrowings by these firms, which often
resulted in very unstable debt-eguity ratios. By the late 1970s,
it was not uncommon to find large firms having liabilities five
to ten times as much as their net worth. Such firms were
burdened with interest payments excessive in relation to their
equity, which eroded their profitability and made their oreration
precarious in bad times.

C. Foreign Investment.

Korea has a poor natural resource endowment, and
consequently it has to continuously import foreign resources and
techrnologies. Although the earlier interest-rate and fiscal
reforas suceeded in stirpulating dorestic saving, 3% Korea has Leen
in constant need of foreign capital as its econony continues to
expand.
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38 Domestic saving as a rercentage of GNP rose from a mere 3
percent in 19%€2 to 16 percent a lecade later.
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Historically in the period precediny the beginning of the
move for industrialization, capital inflow started with massive
foreign aid in the form of relief and food programs. By the late
19605 the concessional aid was phased out, and gradually replaced
by development aid in soft loans. 1In addition to the loans
chanelled through multilateral donor agencies, such as USAID,
Japanese Cverseas Cooperation Fund, the World Bank, and the Asian
Development Bank, a growing share in loans took the form of
suprlier credit from the American or Japanese EZxport-import
Banks.

During the 1970s when Korea's proqress became evident and
was proving its credit worthiness, it was able to obtain more
commercial loans. Government policies concerning loan capital
have generally been open and unrestrictive. There has been no
shortage in demands for loans w“ith reasonable terms. The inflow
had been massive by the late 1970s, with the outstanding external
debt rising to %37 billion in 1982 from a mere $4 billion in
1972. The debt burden, however, remained zanageable as its
export earnings continued to grow rapidly. For instance, the
debt-service ratio was 18 percent in 1372 and fell to 15 percent
a decade later. ‘

Although relatively unimportant in amounts compared to the
loan, direct foreign investment has been instrumental in
promoting the development of indigenous industry in a different
vay. The first serious efforts to attract foreign investors uere
made beginning with the launching of the First Development Plan
in 1962. Reasonable conditions that included tax relief, duty-
free imports of capital goods, easy remittance cf profits and
other incentives were offered. Foreign ownership was restricted
to less than 50 percent, except in the free export zcnes where
full ovnership by foreigners was permitted.

It took some time for an appreciable amount of investment to
flow in. By the end of 1982, however, the total direct foreign
investment amounted to US $1.4 billion. As shown in Table 6,
Japan accounted for almost a half of total foreign investment in
the period between 1962-1982, followed by the United States with
a quarter share. While investment opportunities were open in
mrost sectors, there was a clear preference for investment in
manufacturing industry. As a result, manufacturing received a
predominant share of foreign investment;then textiles in the
early period, and electronics and petrochemicals in the later
period. 37

37 Of the 855 industries listed in Xorea's Standard Industrial
Classification, 521 itexs including large scale projects in
capital-intersive industries such as machinery, nmetals,
electronics equiracnt and chemicals, energy related or export-
oriernted projects, nrojects for manutacturing foodstuffs and
medical precducts, or projects contriputing to the development of
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TABLE 7

SOURCES OF FOREIGN DIRECT IKVESTMENT (1962-82)

(in 3 million)

Year 1962- 1967—- 1972- 1977- 1981 1982 Total Share
66 71 76 30

Country
Japan 0.7 40.8 376.9 180.3 34.6 41.6 675.9 47.1 percent
U.S.A 21.9 12.4 67.9 122.9 85.2 107.6 418.0 29.¢
Netherlands 0 6.3 58.7 37.6 1.3 1.5 105.3 7.4
Hong Kong 0 0.3 3.5 8.8 8.1 24.5 §5.1 3.2
West Germ. 0.3 2.4 2.8 12.3 3.1 3.1 24.1 1.7
Cthers 0.1 10.5 55.4 80.5 13.1 9.4 168.1 11.6€
Total 23.0 72.7 565.2 442.4 145.3 187.8 1,436.4 100

Source: Ministry of Finance

The basic policy on foreign investment followed the line of
an outward-looking strategy for development. Foreign capital wuas
welcomed as long as it could contribute to the developament of
"priority" sectors, the transfer of technologies and the
enlargement of marketing contacts. In recent years, in a bid to
facilitate the realignment of industrial structure, the
government further intensified measures to attract foreign
investment by dismantling many restrictions on capital inflow.

In this regard, the recent Foreign Capital Inducement Act
(1982) adds three important benefits to investors: The first
benefit is allowance for foreign eguity sharing up to 100
percent. This provision applies to those projects that introduce
high-level technology into Korea, or those which are undertaken
in free export zores or otherwise increase exports. 38 The seccnd
provision exeapts foreign invested enterprises from incone,
corporate and capital gains taxes as well as from import duties
under reasonable conditions.Provisions covering a techrology
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domestic resources or the commodity distribution systen, have all
been open to foreignp investment.

38 There are two free expcrt zcones available tc foreign
invested enterprises for bonding either their imported materials
or the entire factory, should the whole producticn te exported.
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contract are more generous. Foreigners can be exempt even from
wage and salary incoume taxes. Filnally, the legislation
guarantees the outward reamittance of dividend and the
repatriation of capital.

It 1s worth ncting that the intent of the new investment
code 1s to induce the import of technical know—-how through joint-
venture projects, as Korea enters into a new specializatiom in
more sophisticated capital goods and high-technology industrial
products. Emphasis on exports is not forgotten either. Foreign
investment in export-oriented industries has always been welccmed
in Korea.

The government, confident of an improved investment climate
in Korea, has already set itself an ambitious target of
attracting US $2.5 billion in foreign investment during the Fifth
Plan period (1982-1986). To provide more detailed procedures and
information about foreign investment in Korea, a number of
investment promotiocn officers have been stationed abroad, with
the Ministry of Finance and Korea's embassies and consulates
abroad also eager to provide assistance. Dependence on direct
investment is not likely to diminish in the foreseeable future.

As a rule, direct foreign investment is a more recent
phenomenon 1in Korea, and has not been important compared with
India or Brazil. In Korea, foreign compamies have participated
mostly in joint ventures. However, direct investment can continue
to play a particularly important role in one vital area of Korean
development. Foreign investors have been instrumental in
introducing production technology and management techaiques, and
in facilitating the transfer of overseas information and
knowledge.

To conclude, what then is the overall assessment of foreign
capital imflow in Korea? As a result of the earlier borrowings,
Rorea is now a major debtor and has to remit interests, profits
and royalties in substantial amounts to foreign investors.
Although over the years, the amounts involved in foreigmn debts
apd investment rose rapidly, so did the ability to handle ther as
the economy grew amore rapidly. 1In fact, unlike the cases of many
Latin Amperican countries, in one way Korea was actually freeing
itself of external dependence. While savings frouw foreign sources
were three times as large as the domestic counterpart in the
early 1960s, two decades later the relationship had been reversed
with domestic savings contributing the most to capital formation.
In Korea, foreign borrowing has teen put to use mainly for
development of industry and vital infrastructure. The expansion
of foreicrn investment has meant increases in emplcoyment and
income in Korea.

40



D. Policies dealing with Business.

An interesting aspect of Korean industrial policy concerns
the government relaticns to business. In Korea, large industrial
conglomerates known as 'chaebol', usually represented by the post
dynamic arnd aggressive euntrepreneurs, play the crucial role in
the industrialization process. They have often in the past been
used as an instrument of government policy, and in return the
government inadvertently streangthened the hand of these
conglomerates. :

Currently there are some fifty major conglomerates with each
unit composed of half a dozen to fifty member firams that are
horizontally and vertically integrated in the industrial
structure.39

The breadth and speed of the rise of the 'chaebol! iam Rorea
seems unprecedented in the history of enterprise. As Table 7
shows, in the period between 1973-1978 +the annual rate of growth
in value added contributed by the 10 largest conglomerates was as
high as 30.0 percent. In terms of the share of their
contribution to GDP, they accounted for 14 percent in 1973,
rising to 23.4 percent by 1978. The top 46 firms, taken together,
accounted for 31.8 percent of GDP in 1973, which rose to 43
percent over the same period. These measures clearly show the
extent of progress in industrial integration as well as the
process of concentration of wealth in Korean industry.

The phoenix-like rise of the 'chaebol' was mainly caused by
government policies. In the earlier days of industrialization,
the busimress enviromment was conducive to opporptunities for
forvard or backwvard integration in industry. A broad spectrugm of
Sectors opewed up for entrepreneurs to participate in, as expcrt
demand suddenly rose in diversified areas. Access to financing
was made easy, as the government provided easy credit in efforts
to promote exports. Once the government was convinced the
entrepreneur could succeed, this would usually have snow~balling
effect, success rbreeding success, since the government credit was
largely based on past achievements. This type of credit policy
made it possible for successful entrepreneurs to launch several
ventures at the same time, which eventually led to a race for
empire-building in business.

——— . —— o — ——— o —— sy

39 The largest four Souglomerates are Hyundai,Dae WOOo,
Samsung, and Gumsung, which togather recently accounted for close
to 10 percent of total exports. Furthermore, 10 Korean
conglomerates were recently listed among the top 500 corporations
in the world excluding the United States in the Fortune magazine.
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TABLE 8

CONTRIBUTION TC VALUE ADDED BY CONGLOMERATES

No.of Conglomerates Annual Growth Rate As Percentage of GDP

(1973-1978) 1973 | 19738

5 35.7 8.8 18. 4

10 30.0 13.9 23.4

20 27.5 21.8 33.2

46 21.4 31.8 43.0

GDP Total 17.2 100.0 100.0

Source:; Korean Development Institute.

Thus, despite the alarming trends of concentration in
industry, the government ended up by supporting the 'chaebol.’
This was also because large companies with scale-economies and
cost-efficiency could be counted on to successfully complete
crucial projects for national development. Funds flcwed more
readily into laryer companies, since they were generally in a
better position to outbid smaller firms in government-financed
project contracts. Econoaic logic also favored large-scale
production. A minimum scale in plant size was regquired in such
heavy sectors as automobile, steel and shipbuilding.

Policies for promoting industrial integration appeared
necessary for the development of heavy industry, as Korea was
preparing to move into advanced sectors. Besides, the 'chaebcl!
had to compete in international markets with foreigm
nultinatiornals which tended to be large in comparison with their
Korean counterparts. Size was also an important factor to
consider in jolnt ventures with foreign partners, since there was
a danger that, if too large, the latter might dominate and
control 1its domestic counterpart.so©

The governuwent's preferred method of supporting a project
vas to make credit available on favorable terms tc specific
borrowers. During the period of rapid growth, the banks, whether
public or commercial, kad remained under the government's tight
corntrol, and credit was distributed mainly 1in line with the

40 Apnother important benefit from supporting big business
relates to the political funds the President could ccunt on from
thnen.
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planned priorities. The credit standing and connections of the
businesses played a key role in optaining credit, and naturally
large firms had the edges over small, unknown ones.

While policies to support big business may have been a
factor contributing to rapid industrial growth and the success in
the world market, they also served to cause a serious structural
imbalance in the Korean economy. They have led to the creation
of industrial dualism, in which large and powerful conglomerates
have a virtual control of the market, and the remaining masses of
small and medium firms are relegated to an insignificant
sStatus.s!

There is another problem with large companies in Korea tocday
that is attributable to the government's support of big business
in the past. As a result of easy access to bank-lending, large
enterprises in Korea have been accustoamed to depend heavily or
external funds. According to a receant survey,42 in 1980 external
funds -- those borrowed from domestic banks and foreigners -- for
the top 50 enterprises in Korea accounted for as much as 85
percent of the total. This ratio was much higher thanm that of
Japan or the U.S.A, which showed 38.1 percent in 1977 and 29.1
percent in 1974 respectively. Furthermore, the degree of
dependency on external financing by large companies generally
increased over the recent years. High debt-equity ratios have
adversely affected profitability in large companies and raised
the risk of bankrurtcy in bad times.

E. Labor Policy.

RKorea's early strategy of emphasizing labor-intensive
manufacturing exports resulted in rapid increases in labor demand
in the industrial sector. Rural labor gquickly began to be
absorbed into the urban industrial sector, with consequent upward
pressure on industrial wages. This threatened Korea's competitive
advantage in labor-intensive exports. As a result, the
government's labor policies had to cope with the changed labor
market cornditions. This section examires government policies that
have affected labor warket, employment conditions and wages, and
their implications for industrial development in Korea.

41 Alarmed oy the growing concentration of wealth, tae
jJovernuent recently instituted policy reforms in which
ceuntermeasures against trust-formation as well as more active
support of swmall and medium firzs were sought.

*2 Hankocck Ilbo, September 27, 1981.
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(1) Productivity and ®¥ages.

In Korea, growth in output and employazent in the industrial
sector has been ouch faster than that in the non-industrial
sector. Rapid growth in industry has been exerting ugpward
pressures on industrial wages. Nonetheless, there is evidence to
indicate that real wages, inm a sluggish response to labor
markets, have on the whole lagged behind productivity increases.
The industrial real wage rate in fact remained virtually
unchanged during the earlier period of industrial growth ( 1961 -
1966 ).

Between 1967 and 1978 the real wage rate increased by more
than 370 % (table 9). It rose, however, in a pattern of lagged
response to spurts in productivity growth throughout the
period.It is significant to note that labor productivity grew
almost 50 % faster than the real wage rate. After 1977 real wages
gained some grourd over productivity increases. The recent gaius
in wages reflect the impact of the new government policy for
structural adjustment in the labor market, which has been
instituted largely in response to increasingly militant Korean
labor unions' demarnds.

The slower growth in real wages relative to that in
productivity is also reflected in labor's declining share in
output. 43 As shown in Table 1Q, wage earnings as a percent of
either gross output or value added in manufacturing steadily
declined in the period from 1958 to 1976. For instance, labor's
share in manufacturing value added declined from a high of 36.6
percent in 1958 to a low of 23.0 percent by 1975. The recent data
show only slight increases in labor's claim on output.

Another aspect of Korea's lcw-wage based growth strategy
relates to long work-hours of a Korean worker. The Korean worker
on average worked 50 - 53 hours per week, which exceeded the
averages in other industrializing countries in Asia (Table 11).

i ——— . —— - ——— o i s

43 Note that the rate of change in labtor's share of GDP
reflects the difference between the rates of change in real wages
ind productivity.
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TABLE 9

AVERAGE REAL WAGE AND LABOR
PRODUCTIVITY IN MANUFACTURING

Rate of change (%) Index (1966=100)
Real wage Labor Real wage Labor
rate productivity rate productivity

1967 10.4 17.7 110.4 117.7
1968 13.9 19.8 125.7 141.1
1969 21.7 26.5 153.0 178.4
1970 11.5 12.6 170.6 200.8
1971 2.4 9.8 174.7 220.5
1972 1.9 9.0 178.0 240.4
1973 14.4 10.4 203.7 265.4
1974 8.9 11.2 221.8 295.1
1975 1.5 - 11.6 225.1 329.3
1976 17.7 11.9 265.0 368.5
1977 20.6 3.9 319.6 382.9
1978 17. 11.5 374.3 426.9

Source: For wage series, Bureau of Labor;
For productivity series, Center of productivity
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TABLE 10

THE RATIO OF WAGE EARNINGS TO
GROSS OUTPUT AND VALUE ADDED
IN MANUFACTURING

Wages as percent Wages as percent
of gross output of value added

1958 36.6

1960 11.3 30.9

1963 9.7 26.2

1966 9.1 24.4

1967 9.7 25.8

1968 10.0 25.5

1969 10.2 25.1

1970 10.3 25.1

1971 9.7 23.4

1972 9.4 23.5

1973 8.7 24.8

1974 7.9 24.2

1975 8.0 23.0

1976 8.6 24.8

Sources: Korean Industrial Bank; Census on Mining and Manufacturing Activities,
various issues:
Economic Planning Board, Annual Reports.
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TABLE 11

PER WORKER WEEKLY MAN-HOURS IN
SELECTED EAST ASIAN COUNTRIES.

(Unit: Man-hours)
1963 1964 1965 1966 1967 1968 | 1969 1970
South Korea 50.3 56.0 57.0f . 57.4 58.8 57.6) 56.3 52.5
Phillipines 43.6 43.4 45.6| 46.7 46.7 -- - --
Singapore 47.7 47.3 47.2 47 .4 47.4 48.3] 49.2 --
Thailand 45.7 45.7 45.7 46.2 51.3 -- 47.8 --
Source: International Labour Office, Statistical Yearbook, 1970

Hard work and efficiency have been the hallrarks of the Korean
labor force. These workers have, nonetheless, been underpaid in
relation to their productivity. Thus, the cheap labor argument is
indeed plausible in accounting for Korea's competitive edge in
labor - intensive exports, especially during the early
industrialization period.

The most straightforward explanation of labor's declining
S share in income would seem to Le repressive vage policy Ly the
goverrment in the context of the weak, ineffective rcles played
by the Korear trade unions. It may be recalled that the
industrial real wage rate remained virtually unchanged in the
period between 1961 and 1966. This can be attributed to the
excess supplies of Korean rural laktor to industry at that time.
However, the theory of redundant rural labor cannot explaiu the
declining trends in the relative position of industrial labor in
subsequent periods. The rural sector in Rorea began to
experience shortages of its work force after about 1967, which at
the same time started to tighten the labor market in the
industrial sector, thereby exerting upward pressures on
industrial wages.
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(2) Trade Unions and Goverpment Policies.

Trade unions in Korea have never been a strcng political
force. Historically, Korean unions have not been concerned so
much with the issues relating to working conditions or wages as
with such abstract ideas as the cooperation of labor in working
towards an egalitarian industrial democracy. Alsc, there has
been no strong tradition of labor movements in Korea. Workers in
general have too low a level of class consciousness to join trade
unions. Currently, officially registered union members account
for only about 20 percent of the total industrial work force.

The general pattern of labor orgamnization in Korea is that unioans
tend to organize at the enterprise level. Collective bargaining
is carried out by local unions within one enterprise. There has
been a general lack of coordination of union activities at the
national level. This internal company unionism has precluded the
possibility of the unions creating a united front on common
economsic and social interests, thereby diminishing the unions?®
impact on national policy decisions. Moreover, critics have
arqued that the existing unions that claim a pational
representation have more or less played the role of political
puppets subservient to management and the government. For this
reason, a feeling of apathy and insensitivity towards union
activities has prevailed among rank-and-file union members.

It is vorth noting that the government has promoted the
development of internal company unionism as a useful means of
controlling labor movement. Following the military coup in 1961,
Park's regime was apprehensive that the trade unions might
develop the ability for mass mobilization in political affairs.
The government actively prevented unions from formulating and
promoting policies on issues related to national development.

As for the relationship between government and labor, a
distinction must be drawn between the case of public-sector
enterprises and that of private-sector enterprises. The public
sector, in spite of the recent efforts for denaticnalization,
still occupies an important position in the national economy. It
commands a substantial share of the country's total industrial
productive capacity. In these enterprises, the government
exercises a directing and guiding influence on the allocation of
resources, including employment and payaents of labor, in
accordance with national priorities. Not only is work stoppage
illegal, but also the goverraent finds the solution to lator
disputes, more or less as it sees fit. There has been no clear
evidence that the government would be willing to relax its
'‘command orientation' in the pukblic sector.

Within the private-sector enterprise, both management and

labor parties are supposed to reach mutual agreerent on matters
related to working conaeitions and wages. But the enterprises
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where these matters require an agreement between both sides have
in reality constituted a small fraction of the total, amnd in the
case of other firms the management has simply informed the union
of its decisions on wage- and work-related issues. Even in cases
where joint consultation between both parties was alloved, union
representatives were passively included in decisions. For
practical purposes, joint coasultation has often worked as a
rather one-way communication from management to labor. 1In cases
of disputes deemed of relevance to national security, the
government has frequently intervemed as an arbitrator. However,
the government has usually taken sides with business interests,
since to do so has often been considered to be in the national
interest. Government lack of interest in labor is similarly
evident if one examines the modern history of Koream labor
legislation. As compared with other industrializing countries,
say, in Latin America, the scope and coverage of legislation
related to welfare conditions of the worker have not been
extensive in Korea. Even the minimum wvage legislation in Rorea
is of relatively recent origin.’

Reflecting such tendencies in both labor-government and
labor-management relations, labor conflicts have steadily
increased since the early 1960s. For example, Letween 1966 and
1971 the total number of industrial disputes that involved
negotiations with labor unions was 675, out of which in 66 cases
actual work-stoppages took place.** In about 70 percent of these
cases, the main cause of dispute concerned wages. The rather low
proportion of work-stoppages seems to be explained by the
governnment's upperhand methods of settlement. 1In an atteapt to
expedite the settlement of disputes, the government has provided
various institutional mechanisms, such as Wage Boards, Industrial
Tribunals, and the Labor Adjustment Committees. These pechanisms
have not, however, offered a fitting means for direct involvement
of workers. The availaltle evidence indicates that in the
ma jority of these settlements workers' substantive interests have
not satisfactorily been defended.

During the early 1970s, as the average real wage rate began
to rise in response to tight labor-market conditicns, Korea was
newly threatened with the rapid deterioration of its competitive
edge in labor-intensive exports. The government quickly enacted
a series of measures to restrain increases in wage rates by
curtailing the pover of the trade unions. An example of this is
the 1971 Special Erergency law enacted under the umbrella of a
series of national security provisions: In a situaticn of
emergency threatening national security, the settlement of lator
disputes would automatically fall under the jurisdiction of the
government-controlled Lapor Tritunals; open walk-outs would then
be i1llegal; other forms of restrictions would be imposed on

- - — . — o e s

44 For data on industrial disputes, see the Bureau of Labor,
Yearbook of lLabor, 1378.

49



collective bargaining; and special rules are stigpulated in
dealing with the foreign-owred or publicly-owned enterprises,
whick would prohibit walk-outs by workers employed in these
enterprises.

Recently, the government introduced a series of
paternalistic labor laws, including the upgrading of wage
structures more in line with the market conditicns. As Korea's
comparative advantage began to shift into more capital-intensive
industries, unlike the situation during the industrial take-off
of the 1960s, and early 1970s it had no longer much to gain frosm
a policy of wvage restraint. The average real wage rate in fact
rose quite rapidly, in contrast to the early period of export
drive.

Despite these nev measures, the frequency of labor conflicts
continued to rise. For example, Letween 1975 and 1979 more than
5000 cases of labor disputes were reported. In about 10 percent
of these cases, work-stoppage took place. As before, the
predominant cause of the dispute was demand for higher wages.

The impact of the new vage legislation has yet to be seen.
Certainly, work democracy has not been high on the list of
national priorities in Korea, and labor policy is not one of the
finest chapters of its industrial policy.
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6. CRGANIZATIONAL STRUCTURE AND IMPLEMENTATICH.

A. Organizational Structure.

Such plans and strategies exist elsewhere. However, what is
probably unigue in the case of Korea, certainly different from
other countries, is the ability to get the plans and strategies
put into practice. The idea of effectively organizing and
manpaging an economy started with Park Chung Kee when he came to
power in 1961.

Among his earliest policy-measures was the creation of the
Economic Planning Eoard (EPR), as a mechanism for examining the
state of the economy and drawing up appropriate plams for
improving it. The EPB has a substantial bugdet of its own with
talented and technically trained bureaucrats as well as access to
support from other ministries and academic instituticns.

The director of the Planning Board also assumed the position
of deputy prime minister of the cabinet, which enabled him to
pull rank on his colleagues. This assured the EPE's effective
coordination with each ministry which had its own special
planning unit for designing and implementing the plans at the
ministrial and lower levels. The biggest strength of the Planaing
Board has, however, been the interest and support of the
president. The Board usually dealt with what he considered tc be
the most important policy matters.

A significant fact to note is that the bulk of the planning
vork since the early 1960s has been carried out by young Koreans
trainred in economics and planning. Before the existence of the
Planning Board, foreign experts had been invited to draw up mcre
sophisticated plans, which could hardly be faulted om technical
grounds. Apparently, what made these plans inadequate was the
lack of understanding of how Koreans thought and behaved.

Although the entire process of planning gives an appearance
of a highly centralized organizational structure, it has been the
ministries and public-sector enterprises which have teen
entrusted with the responsibility of getting specific projects
done effectively and efficiently. Aaonj the ministries, more
heavily 1nvolved in the design and execution of national planning
have been such ministries as Finance, Commerce aad Industry,
Construction, Ayriculture and Fisheries, and Enerqy and
Fesources.
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Public enterprises are gererally supervised and controlled
by one of the special development tanks. They generally enjoy a
certain degree of autonomy to do their job as professiorally as
possible. Their tasks, in all cases, are intimately related to
the planning of econonic development, provision of basic
transport and communications, essential services, utilities and
banking, and sometimes even engagement in productive operations
like mining or manufacturing.

B. The Framework for Policy Poramulatjon.

At the outset, it must be eaphasized that all Korean
governments since independence in 1945 had to be ideologically
committed to maintaining a capitalist economy in which the
private sector played a central role. Politically and
economically, the regime has had no options but to remain
comparatively liberal.

In this context, planning in Korea, apparently played the
role of providing little more than a framework, leaving most
practical decisions in the hands of private economic actors.
Thus, plans were supposed to indicate only directions, offering
incentives to those who complied with them, but not, in
principle, forcing anyone to follow them. Plans simply showed
where the econoany was headed and what its goals should be. Fcr
instance, the annual Overall Resource Budgets and management
plans drafted by the EPB indicated precisely what the government
intended to do during the planned period and what contribution it
expectzad from the private sector and general putlic.

There were also documents like the Korean Development
Institute's 15-year projections for 1977-1991 and the EPB's
projections up to the year 2000, which provided a longer-term
framevwork consistent with various five-year plans. 0f course,
aside from the role of planning in providing a general framewcrk
for policy directions, more specific laws, regulations, and
directions had to be formulated to promote exports cr other
priority sectors, channelling the efforts of various ministries
and those ot the individual enterprises dependent on them in the
direction consistent with the planned goals.

Any natiomnal plans, if they are to be implemented, should te
hased on as much of a broad-based social coansensus as possible.
That 1is, however sophisticated and well-designed the plan may be,
if it lacks a broader view which 1ntegrates and reconciies
diverse social intesrests, it is likely to fail.
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In the casc of the Korean planpning, the first task faced by
the planners was obtaining the views and feedback from diverse
interest groups. This implied receiving feecback from, and
interacting with local leaders and various advisory committees
that usually consisted of officials, industrialists, businesspen
and academics. What proved most effective in influencing the
process of decision-making turned out to be a myriad of lobbies
established by various interest groups, such as agricultural
cooperatives or trade associations. And, while usually reticent
on rolitical issues, the press, interest groups, and politicians
freely expressed their views on economic issues.

Once the goals of the policy were agreed upon or at least
understood by the private-sector leaders, the planning process
focused om the internal consistency between the overall policy
framework and the goals set at sectoral or firm levels. Here
again, the planning was based on both the "top-down" and "Lottom-
up" approaches. In the early plans (the Pirst and Second Five-
year Plans), the drafted plans with the details on the sector-
level targets+4S were subjected to the reviews of industry
committees typically composed of engineers, economists, techmical
experts, ministerial officials and industrialists before the
targets and estimates of the coefficients of variables in the
plan model could be accepted for implementation. More
importantly, the preparation of planning for the sectoral profile
gave industrialists a needed opportunity to review investment
prospects for various industries.

€. Implementation of Policy.

Given the basic policy orientation of ‘maintaining a
capitalist economic system in Korea, the plans provided a
framework for the directions of policy and the overall procedures
of implementation. Of course, incentives were offered to those
who complied with these, but there were, in principle, no
mechanisms for enfcrcing a complete cooperation from the private
sector.

The jirplementation of the plans, however, was more effective
when it had to be executed within the public sector, which
included a myriad of state-run enterprises. Heavy pressures were
exerted on bureaucrats to execute their jobs well and, in many
cases, to complete at least the agreed-on targets. Since there
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45 For instance, in fornulating the Second Five-Year Plan, the
comprehensive resource planning framework based on a
sophisticated dyrnamic input-ouput model was employed to calculate
the regquired aaount of investment at the sectoral level.
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was no effective way of enforcing a system of direct material
incentives in the public sector, successes and failures at a task
were rewarded througqgh promotions and demotions, combined with a
more direct method of moral cemnsure and recoguition for
achievement.

In soliciting full cooperation of the private sector, that
included industrialists, labor unions as well as myriads of
independent producers, the government had to resort to both
material and moral incentives. Types of material incentives were
already refered to in the previous discussion. Here, examples of
moral incentives, along with some disgquised forms of coercion
will be elucidated.

First, the highest priority government tasks such as
economic growth, industrialization, export development or
priority-sector development usually received the widest
publicity. Given the importance of these goals, a whole array of
awards and moral recognition would be created to reward those who
accomplished most. For those who produced more, sold more
exports, and did more comnstruction projects abroad, there were
all kinds of citations, such as the order of Industrial Service
Merit in its highest form, for purpose of arousing a feverish
emulation for production achievenment.

In reality, the methods of mobilizing the private sector in
pursuit of the planned goals took more tham the forms of
persuasion and moral incentives. In many instances, the
government did not really leave things entirely toc the good will
of entrepreneurs. The industrialists were often urged on to set
their own internal targets for achievement, which vere often set
high and were raised from year to year. There was no shortage of
material incentives, as discussed already, in the areas singled
our for promotion.

In addition, if an industrialist failed to achieve the
desired goal, this would provoke all the subtle forms of
censure, of which the government was capable. First, there vas
bureaucratic intervention in the form of exhortations, which went
so far as to include even a direct call from the president to the
concerned bkusiness leader. If an industrialist failed to comply
with policies, this would invoke the brandishing of the stick Ly
the government. For 1instance, mcst ministries have the
adaministrative power to rejulate activities of individual
companies. The Ministry of Commerce and Industry, which must
approve the establishment of individual firms, camn insist on
certain policies regarded as desirable by the governrent in
return for its approval. The EFR can also influence activities
of an individual industrialist by denying or apgrcving joint
ventures and technclogy licenses involving foreign investment.
The Ministry of Finance regqulates the 3Banks, and the flow cf
funds can easily be denied to credit-huagry companies if they
fail to follow policies recommended by the Ministry. Above all,
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the most influential adwministrative institute has been the tax
authorities, which periodically inspect the returns of all
companies.

Thus in the case of Korea, one way or the cther, the
government has been able to prevail on the private sector to
follow its policies. Indeed, getting the private sector to fall
into line could not be accomplished without a great deal of
social tension. For instance, when import-substitution was the
government strategy, firms vwere urged either to enter the sector
or to make purchases from local manufacturers even if their
prices were higher and the quality not guite as good as imports.
With the switch to export promotion, the industrialists were
encouraged to sell more abroad even if this was a completely new
activity for them and did not look profitable. Strategic
industries were advised of the advantages of diversifying and
upgrading, and quickly reprimanded if they did not.

Apart from the strong hand the government wielded over the
private sector, what held together the close public-private
sector cooperation was a shared interest inm a strong and
prosperous economy froam which all would benefit.

By the late 1970s, it finally became clear that the
implementation machinery was actually working too effectively.
Private companies blindly followed the government's lead without
pPaying much attention to the underlying economic ills
characteristic of inflation and distortions in the econoay; too
many production units were crowded into too few strategic
sectors, resulting in too much capacity too fast. Sowme of these
sectors did not really possess a comparative advantage, revealing
distortions in the allocation of resources.

Recently, excessive aspects of the command structure were
gradually being discarded in favor of more iaitiatives from the
private sector, and businessmen were urged to pay more heed to
market signals and profits. The econoay was in for a period cf
relaxation that would hopefully enable it to react mcre
effectively to constantly fluctuating domestic and international
economic situatioas.
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7. THE IMPACT OF INDUSTRIAL POLICY.

I1f the success of policy measures is judged on the basis of hcw
closely the targeted goals have been achieved, Korea's industrial
policy can unyuestionably be claimed as a case of success.
Comparisons between planned targets and actual performances are
shown in table 6. In all the plan periods except that of the
Fourth Plan, which mainly coincided with the recent world
recession, the economy's performance in GNP, exports and
industrial output, actually exceeded the target goals by
substantial margias.

Korea's success can in a large measure be attributed to the
coherent formulation of policy planning as well as the
effectiveness in implementation under a strong and motivated
government. Indeed, without the coherent policy-planning that
utilized the pricing system as a basis for resource allocation,
without the targets that served as a basis of orientation for
action, and without the effective implementation enforced through
incentive measures and moral coercion, it would be difficult to
imagyine Korea being what it is today.

At this point, it would clearly be a matter of speculaticn
to attempt to precisely determine the far-reaching implications
for Korean development of industrial policies implemented by a
strong governament in Korea. It is important, however, to make a
note of the initial conditions that prevailed at the start of
Korea's recent industrialization, and to compare them with
sabsequent developments.
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As already noted, really serious comprehensive planning
began with the Second Plan (156¢-13971) which, among other goals,
stipulated its central objective as attaining the maximunm
possible econoamic growth. In the preceding period from the early
1850s to the early 13960s, per capita GHEP had grown at the
unacceptably wmodest rate of less thanm 2 per cent per annum in
real terms. The new plan concentrated on establishing a
consistent investment program that would match the econoay's
savings and export potential. The major growth ccastraints
foreseen at that time consisted of a shortage of viable proposals
for industrial projects, a scarcity of domestic savings and a
need for foreign exchange to finance imports of raw material and
capital goods.

Followved by the subsequent rlans, with some associated
changes in policies, the initial plan appeared to have exerted a
vital impact on the growth of the economy. The rate of growth of
GNP quickly rose from less than 2 per cent in the preceding years
to the 10 per cent achieved during the plamn period. Per capita
income was doubled in less than 8 years; export rose annually by
30 per cent; the rate of inflationm was reduced by over 10 per
cent to less thar 6 per cent. The real income of the poorest
groups rose at about the same rate as GNP, and measured, open
unemployment was reduced from 8.3 per cent in 1962 to about 4 per
cent in 1975,

Moreover, through the instruments of the planning apparatus,
the government gradually shifted the emphasis on foreign trade
from import substitution to export expansion, with a
concentration initially on labor-intensive industries.

The liberalization of the exchange rate to the free trade
level, free access to imported inputs for exporters and
subsidized loans to strategic goods exporters partly constituted
the package of strcng export incepntives. The governmeat also
established annual export targets btroken down in considerable
detail by domestic exporters, with enough disincentives to
motivate them towards acceptable performance.*® These policies
undoubtedly contributed to the rapid expansion of exports, with
increases in real terms averaging about 30 per cent a year
between 1960 and 1975.

v — ——— —— —— - ——

46 Tt must be ncted that though essentially export-oriented,
the covernment?!s policy has not been all geared to neutral free
trade. The instruments of protection not cnly largely favored
agriculture,but also those industries within manurfacturing in
which opportanities for substantial import substitution remainped.
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A. Capital Goods Sector Development.

More recently, the government recognized the strategic and
econonic significance of promoting rapid development of capital
goods industries. Previously, tariff and credit policies had
favored the purchase of imported capital goods. The government
had then abolished tariff exemptions on capital goocds imports,
creating at the same time a sizable fund to provide long-term
credit at a subsidized interest rate to the domestic producex:c of
capital goods. The result was seen in the rapid progress in
import substitution in the producer goods sector.

As already mentioned, the machinery and equipment industry
achieved a rate of growth atout 2.5 times that of the
manufacturing sector as a whole during the 1970s. The production
capacity row exceeds the current domestic demand in such
machinery sectors as diesel engines, contruction machines and
heavy equipment for power plants, which leaves oren the
possibilities of increased export activities. Toward the end of
the 1970s, about a third of total capltal goods sector output was
already being exported.

By the early 1980s, excessive investment in several
industries within the capital goods sector (mainly heavy
machinery and construction equipment) produced a sharp decline in
capacity utilization, although the recent probleas in these
industries evidently stemmed from the government's gverambiticus
promotion of heavy and chemical industries in the 1970s. Equally
unexpected were such external events as the oil crisis in the
late 1970s and the subsequent world recession that undoubtedtly
reduced demand for capital goods. Such a setback for these
industries notwithstanding, the substantial advance made in bcth
import-substitution and export-expansion in this sector over the
past decade nmust be seen both as having resulted in important
foreign-exchange saving and as having provided vital impetus to
sustained growth of the economy.*?

Finally, as regards the overall role of the government in
promoting industrial development in Korea, some orthodox
economists have contended that Xorean lndustry has succeeded in

- - ———— - ————— o~

47 Studies for developed countries generally show that
substantial inter-industry linkage effects can be expected frcm
an expansion of capital joods irndustries.
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spite of the government's industrial policy and certainly not
because of it. A more liberal view would ascribe Korea's success
to the role of a strong government in guiding and coordimating
the directions of development while operating within a basically
market-oriented system. Although the impact of industrial policy
cannot be accurately gauged, from the perspective of actual
achievements in relation to the intented objectives government-
led industrial development appears to have worked well, at least
during the initial two decades of Korea's industrialization.
Certainly, the recent Korean success would pot have been possible
within the framework of a complete laissez-faire system. It is
hardly possibtle to think of the Korean miracle without the
government-initiated guidance that led to the active cooperation
of industry.
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8. PROBLEMS AND ADJUSTMENTS IN INDUSTRIAL POLICY.

tructural Adjustment.

In the immediate years following the second oil crisis in
the 1970s, economic growth in Korea had considerably slowed dcun
after the rapid growth of the preceding two decades. The overall
growth rate of GDP declined from an average of 10 percent during
the period of 1970-1978 to 6.2 percent in 1980-1982. Industrial
and mining output showed a similar decline from the high annual
growth rates of over 10 percent in the same period to 7.2 percent
and 3.7 percent for the years 1981-1982.48 The rate of inflation
in Korea averaged 12.3 -percent in the 1960s, rising to 17.7
percent in the 1970s. These rates were far greater than the
averages in other industrialized countries (9.2 percent for the
Us, 7.4 percent for Japan, and 9.8 percent for 7Taiwan during the
1970s), even considering the fact that the inflation in Korea was
relatively more severely affected by the two global oil shocks
during the decade.

The mounting external debt also threatens serious probleas
for Korea. In Korea, foreign capital has always played an
important role in accelerating the pace of industrialization.
Starting with a meager level of capital inflow totalling 31.8
million dollars in 1962, annual capital inflows have tripled
about every five years. Although Rorea's debt service ratio
still remained at an acceptable 15 percent by 1982, the rising
levels of foregign debts have been making the domestic econoamy
increasingly vulnerable to glokal monetarism, also causing it to
be more dependent on export-oriented economic growth.

Although the main reasons for the recent slowdcwn can be
attributed to the cil crisis in the late 1970s, the subsequent
world-wide recession and the political crisis following the death
of President Park in 1979, many recent probleas facing the Koreacr
economy =-— chronic inflation, accumulated deficits in trade
balance, the increasing burden of foreign debts, inadeguate
corporate financial structure, insufficient vertical relationship
between industries, the relative weakness of small and medium
businesses —- can be recognized as related to lcng-tera problems
slowly accumulated in the evolution of industrial policy over
last twenty years.

3 In 1979 real GNP declined by 6.2 percent, the largest
negative figure since 12953, However, this was attritutable tc
the large drop in agricultural output (-24 percent) caused by
unfavorable veather conditicns that year.
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The development strateqy pursued by the goverament in the
last two decades was an "externally-oriented industrialization
strateqy" rkased on a system of "administrative guidance". In the
course of 1aplementing this strategy, the governmesot officials!
obsession with achieving immediate quantitative results produced
some success, althcugh from a qualitative point of view the
results have 1n many areas been disappointing.

First, ip order to meet the growth targets guickly, attesmpts
were pade to capitalize on scale-econromies in industrial
production. This naturally meant concentrating ipdustrial policy
support on big businesses. As a result, big business in Korea
has grown excessively large, and has encroached on the
traditional domain of medium and small businesses, reducing the
importance of the latter.

Next, the government, in an attempt to expedite attainment
of the target—-qoals, has tended to reward the more successful
exporters by basing its support on the guantitative results of
their exports. Not only has this led to an economy-wide
inefficient use of resources, but it has also created a serious
structural imbalance biased against development of domestic goods
industries. 1In addition, such a support systen tended to favcr
the production of assembly-type exports which usually rely
heavily on foreign rawv materials, normally leading to the need
for more imports through exports. The result would be chronic
pressures on the international trade balance, with the econony
becoming increasingly dependent on foreign capital.

Finally, reliance on forced savings to raise investment
funds, excessive investment in heavy and chemical industries, and
real-estate speculation throughout the 1970s brought about an
inflation that has plagued the economy since the mid-1970s.

Many of these problems were recognized both by the
government and the private business sector. The government has
recently attempted to find new solutions by modifying the
structure cof previous industrial policy. The more recent and
current policy plans began to focus on measures for correcting
the many distertions and imbalances that resulted from the
earlier policies for overambitions growth. 1In fact, when one
looks back at the evolution of Korean industrial policy, the
flexibility and adaptability to changed circumstances have been a
ma jor strength in the long-term planning. For example, the case
in point refers to the shift of emphasis in policy rlans from
sector to sector tkat has continucusly evolved over time.

In the early plan-pericds, priorities were placed on
infrastructure buildirg, which was closely related to the
construction industry. Subsequently, there was mcere stress on
lator-intensive light industries. Then came heavy and chemical
industries, #ith the emphasis currently shifting to the
electronics industry. Yow, 4S the ecoromy is diversified,
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technologically sopkisticated, and coppetitive in intermational
markets, the goverzent has currently been considering gradually
reversing the earlier strategy of focusing on the development of
selected industries to more economy-wide liberalization measures
that can benefit a large namber cf sectors, more or less,
indiscriminately. The word, "liberalization" must, however, te
understood ir a restricted sense as largely confined to imports.
Import liberalization is likely to be based on the year-to-year
situation in the balance of payments, and on some principle of
reciprocity vis-a-vis other trading partners.

The earlier excessive investment in skilled-labor intensive
heavy and chemical industries, in which the government thought
Korea would have a comparative advantage, only fproduced a sharp
decline in capacity utilization in the face of the recent world-
wide recession. The development of heavy industry was promoted
at the expense of investument in export-competitive light
industry. The lesson learnt by the policy-makers is that in the
initial two decades since the start of the effort for
industrialization, government-led industrial development worked
very well. However, as the economy grew larger and more
diversified, public-sector intervention in the economy becanme
increasingly less efficient. The feeling prevailed within -
government circles that increased decentralization was needed in
economic policy, leaving a greater autonomy to the private
sector.

B. Recent Policy Reforss.

—

Indeed, with the Chun government coming into power in 1980,
basic policy reforms have been undertaken to achieve price
stability and an improved distribution of income along with the
objective cf continued high growth. As M"economic liberalization"
has become the hallmark of these reforms, on the structural side
of the economy the policy makers insisted on sSuch measures as the
elimination of preferential treatment of "strategic industry",
the gradual dismantling of import barriers as well as
lipberalization of foreign investment, the eventual
denationalization of the commercial banks, the promotion of swrall
and medium enterprises, and the development of indigenous
technolngies. To restore econonic stapility, policy measures
should include tight monetary policy, reduced government
interventicn in the allocation of credit, a gqovernuental policy
of financing budget derficits with a minimal impact on the money
Supply and increased capital utilization.

The new strategies alsc call for the strenthening of small-

and aediun- sized businesses. The establishments falling intc
this category play anr important role in the economy, since they
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employ more than a half of the tctal labor force. Thus, the
governnernt's promotlior to encourage exports based on intra-
industry specialization rather tnan on inter-industry
specialization should 1imply greater opportunities for small and
medius firms to share thne renefits of trade.

In this regard, the government hLas recently initiated
measures to block domirance on the domestic market by a small
number of giant enterprises. According to a EPB plan, the
government will encourage competition among domestic firms by
strengthening its import liberalizatior and tariff reduction
policies. Also, the government pernpit system for setting up new
firms to trade in monopolistic or oligopolistic goods will either
be abolishked or shifted to a registration system and foreign
investments will increasingly be welcomed in a wider range of
businesses.

In 1984 the government released a list designating 136 firses
producing 71 products as so-called market dominating enterprises
which were to be subjected to surveillance om pricing and unfair
trade practices by the EPB's Fair Trade Commission. There was
the particular concern abouot what they regarded as excessive
profits by these companies and overprctection froa competition by
imported goods. The average import liberalizatiomn rate for tbhe
designated monopolistic or oligopolistic items is still
considerably lower, compared with the overallaverage. According
to a recent EPB survey, in 1984 the import liberalization rate
for the oligopolitic items was 37.5 % compared with the overall
average of 80.4 %. Tariff rates for these items averaged 41.5 ¥,
considerably higher than the overall average of 23.7 %. The
import liberalization rate for these items was rlanned to be
raised from 62.4 % in 1984 to 97 % by 1988. At the same time,
the average import tariffs inposed on those products are to be
reduced to an overall average level over time.

Apart from the purpose of trust-busting, increases in the
import liberalizticn rate has been envisaged as ap instrument of
the overall trade lilteralization measures. The import
liberalization rate was scheduled to increase, for example, fron
76 percent in 1982 to 92 percent by 1986 (calculated from Table
9), and the gradual replacement of non-tariff protection by
tariffs will be granted for a limited time period. These
measures have been incorporated in the rFifth Five~Year
Developnrent Plan (1982-1986), which contains some elements of the
"indicative" pature or planning, simce it relies on greater
inputs from the private sector than had been the case in the
past.

The referus in industrial policy that emphasized stability
over gJrowth have proven guite successful in bringing about
econonic stability -- in particular, price stapility -- that is
vital for sustalped economic grcwth since ¥orea's limited
resources must bte allocated more efficiently than ever before.
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Stabilization measures juickly led to the restoration of price
stabllity witn the wholesale price ircreasing only 2.4 percent 1in
19824% in cortrast to close to 40 percent inflation in 1980.

The new measures to promote small and medium firms have also
produced results; These enterprises are becoming an increasingly
important part of Xorea's industrial base. Small- and medium-
sized business comfprised 28.1 percent of the country's total
businesses in 1983, compared with 27 percent in 1978.%9 Their
combined output rose from 31.7 percent in 1978 to 36.6 percent in
1983, while the value—added of those firms increased from 33.9
percnt to 36.6 percent.

It remains detatable whether the new concept of "economic
liberalization"™ can ever take root in a Korea that has been
accustomed to the directions of a strong government and to the
wvorking relations between the government and giant irdustrial
conglomerates. The current trade liberalization measures have
been applied to imports based, mcre or less, on the principle of
reciprocity.S! Preferential access to credit under favorable
terms still is provided to exporters; the Bank of Korea offers a
favorable exchange rate to exporters especially those in
competition with the exporters of Taiwan and Singapore; and
foreign financial institutions are still confined to a modest
share in the local fimnancial stock.

- —— ————— o s . i ot

49 The fall ip commodity prices abroad, including oil prices,
also contritbuted to the drastic reduction in the rate of
inflation.

0 The Zconomic Planning Aocard, the 9Jth Irndustrial Census,
1984,

5! Its rurpose was really to help avert the impact of trade
barriers abroad, and in any case tariffs will not édrop telow 20
percent.,
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TABLE 13

IMPORT LIBERALIZATICN SCHEDULE BY INDUSTRY (NUXBER OF ITEAS)

Items to be liberalized
Product Categyory Total Items still
Items restricted

in 1983 1984 1985 1986 1987 1988

Food and drinks 1,386 368 30 30 32 - -
Cheasical gcods 2,182 113 10 14 46 35 -
Steel and Metal

Products 802 T4 16 17 31 6 -
Machinery 1,414 435 123 75 86 54 95
Electrical Machi-
nery,Appliances §
Electronics 495 241 53 59 64 48 17
Textiles (including
leather garments) 1,089 218 114 33 30 19 -
Others 547 104 6 S 17 12 -
TOTAL 7,915 1,560 352 237 306 174 112

SOURCE: The Korean Economy -~ Opportunity and Prospects

Viewed in this context, the recent policy reforms can Lest
be seen as the pragmatic measures aimed at adjusting to the
changed international market conditions as well as at correcting
structural imbalances developed cver time through a somewhat
excessive intervention by the government in the econoamy in the
past. Thus, this flexibility and pragmatism that lack a strong
ideolcgical bias in designing ircdustrial policy are the hallmarks
of Korea's success 1in industrial development.
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9. EVALUATION.

This study has reviewved the philosophies, gocals, sources,
forms and institutions of industrial policies in Korea in
relation to the resulting evolution of the economy and its
industrial structure. The analysis points to the indispensable
role that the industrial policy for priority sector-developmernt
has played as the corner stone of Rorean industrialization.

A larger issue that remains to be answered is: Why has
Korea succeeded while other developing countries pursuing similar
policy measures have been less successful? It is thus important
to examine the interacting roles of other factors that have
directly and indirectly contributed to the positive results of
policy measures enforced by the government.

Korea's Success can be ascriked to several factors other
than policy measures whose relative importance cannot easily te
measured. Some of them clearly represent the situations perhaps
unique to Rorea, and their replicability in other developing
country context would be questionalle.

1. The Sino-cultural heritage.

The dynamics of a country's development cannot fruitfully be
explained orly by factors of production and economic policies.
First of all, the socio-cultural environment must be conducive to
rapid economic growth. The society of Korea is culturally and
ethnically. homogeneous, and less structured than in most other
parts of the develoring world. There have been no strong social
discrianinations because of Jdifferences in religion, and no
deeply-rooted class structure. Consequently, the social mobility
of labor is relatively unrestricted by soical and class
constraints. Also, i1n common with other high~growth East Asian
countries, Korea shares the influence of Sino-cultural Confucian
heritage. The Confucian value system essentially governs noa-
religious, ethical codes of social behavior. Certain of its
virtues are supportive of ecoromic jrowth and aevelopment. Amcng
them are: high value placed onr education as a vehicle for self-
ipprovement; extollment of diligence and self-discipline; resgect
for social orider, hierarchy and authorities; and absence of
religious or ideolcgical dogmatism inhibiting the pragamatic
pursuit of ends.

Ho4ever, onw would not exvect the Confucian influence on

economlC develoraent to be altojether positive. There are other
aspects 0f the heritage that can te considered inirical to
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economic development. For instance, from the perspective of the
Confucian value system, the social role of businessmen and
merchants 1s to be despisod. In contrast, social prestige is
accorded tc the positions of yoveraament officials, soldiers and
scholars. The thecry of Confucian influence cannot then explain
the surge of the entrepreneurial class that has taken place since
the beginning of Korea's modernization effort. It remains a
puzzling question why certain negative influences in the
Confucian heritage withered away and only the positive influemnces
have prospered.

2. ¥ell-educated labor force.

Korea inherited from its Confucian culture a traditiom in
wvhich education is socially valued. Already in the early 1960s it
had developed an educational system far in advance of that
existing today in other developing countries. Although public
expenditures on educatioa in Korea have been low by intermaticnal
standards, it has one of the highest literacy rates in the world
vith a very high proportiom of high school and university
graduates in the labor force.S52 large investment in human capital
has yielded a highly skilled labor force, at the same time
providing the social prerequisites for entrepreneurial success.
The reasons for the high growth in labor productivity observed
throughout the period of Korea's rapid growth can be partly
traced to its well-educated, and well-disciplined labor force.

3. Political will and stability.

Political factors undoubtedly contributed to the success in
implementing new strategies for development, formulated in the
early 1960s. Since the military coup in 1961, Korea has had
strong and stable governments motivated and able to impose far-
reaching economic policies. With the help of competent
technocrats, the government has been able to formulate and
efficiently execute policy plans articulated for concrete action.
When deemed necessary, the government has even intervened in
labor markets, countering organized labor, which as a result has
sc far failed to emerge as a powerful interest group. Wages
were, however, allowed to rise, more or less in respcnse to labor
market conditions. For instance, in mining and manufacturing
averaye real wages have risen by 5.5 percent per annum in the
fifteen years since 1560. It was only during the early 1960s that

s . —— — o —— o .

52 There was an educational revolution primarily ftased on
individaal initiatives during the 19%50s which paved the way fcr
the industrial reveiuvtion, Loosting the 30 percent literacy rate
1n 1353 to 38U percent ten years later.
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real wayes were relatively severcly suppressed so that Korea
could gain a coapetitive edge in exports of its labor-intensive
goods.

4. Favorable international envircoment.

It is important to note that Korea's earlier export success
was achieved under rather unusual international circumstances.
In retrospect, ‘the two decades following the Bretton Woods sSysten
until the oil crisis in the early 1970s represent a "golden age"
of international trade and investment. During this period, nct
only were supplies of international capital at reasonable
borrowing terms relatively abundantly available, Lut also many
industrialized countries could attain and sustain near full-
employment growth, which further stimulated expansion of the
wvorld market. The world trade volume in manufacturing goods in
fact grew by more than ten percent per annum during this periocd.
The fruits of this expansion were also shared by the Newly
Industrializing Countries in East Asia, including Korea.

The rapid growth of industrialized countries began to slcw
down in the period immediately following the first oil crisis in
the early 1970s. Not only has the volume of world trade
stagnated, but also the neo-protectionism in industrialized
countries appears to have discriminated against exports froa
developing countries. The prospects of international trade for
developing countries in the foreseeable future are not very
promising. The recent recovery of industrialized countries is not
likely to be sufficient to return developing countries to
economic growth rates comparable to the past. The changed world-
economy environment today would make developing country efforts
to replicate the Korean-style, export-oriented develaopment much
nore difficult.

5. Other factors.

Among the other special factors that contributed to Korea's
succCess are the high levels of foreign aid Korea received
througnout the 1950s and the early 1960s, which enabled the
government to rapidiy develop the infrastructure required for
subsequent industrial growth. Cver the 1960-75 period, about 40
percen* of total investment in Kcrea had already been financed
froa abroad. Until the 2id-19%60s a large portion orf foreign
capital was in the form of grants. The concessicnary aid was
grajually replaced by loan capital, made accessible to Korea at
reasonable 1ntersst rates largely ia response tc its superb
export performance.

It is also worth noting an historical event in the world
that inrluenced the pace orf Korea's industrialization. South
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Korea participated militarily in the Vietnam conflict during the
late 1360s and the early 1370s, and provided war-related offshore
supplies to the U.S.troops. Korean participaticon in the war
efforts imrediately resulted 1n subtstantrial foreign exchange
earnings, which supsequently facilitated rapid development of
Korea's basic industry. 1In particular, steel, machinery and
other heavy manufacturing activities seea to nave benefitted fronm
the offshore procureaent arrangement.S53

Lastly, related to the issue of human capital, good
management at the firm level as well as the high guality of the
labor force have been fundamental strengths of Korea's
industrialization process. The Korean manufacturing sector has
been characterized by efficient factor use and high rates of
capacity use. For instance, although such capital-intensive
industries as steel, petrochemicals, shipbuilding and machinery
have recently expanded gquite rapidly, the average capital-output
ratio for the manufacturing sector has continued to remain very
low by international standards.S4 On the other hand, labor
productivity grew at an average rate of about 7 perceat per year
during the 1966-76 period. These gains were accompanied by small
increases in the average capital employed per worker, reflecting
large improvements in productivity inm the existing industries.

These factors, more or less unique to the Korean situaticn,
are not sufficient in themselves to explain Korea's success. A
combination of Korea's historical and cultural circumstances
conducive to development did already exist, and this indeed
helped government policies to work. But in the fipal analysis,
it was largely a set of industrialization strategies carefully
designed and effectively implemented that initially set the whole
process of development in motion. The Lbases of such policies
have been central direction of flows of finmance, control over
allocation of investment, and influence on flows of trade and
hence on the evolution of the structure of industry. This
industrial policy was instrumental in achieving the national
goals of growth and development, mainly through administrative
guidance of industrial development and a directed allocation cf
resources.

Perhaps most significant is the early recognition by the
government of the need for a change 1in policy towards export-
orientation. The efficiency of factor use can be related to the
timely orientation of Korea's development strategy. The point is

53 According to an estimate ( Kin,K.S., 1970. p.28), Vietnam-
war related reverue accrued to S.Korea for year 1967 aloue
reached as much as ¥ 185 million, acccunting for about 4.0 % cf
Rorea's GDP? in tnrat year.

S4 For instance,the gross incremental capital-output ratio was
estizated at around 2.4.(Wesphal & Rim, 1377, p5-11.)
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worth stressing, for given the circumstances at that time, it is
difficult to imagine that Korea's rapid growth would have Leen
possible, had Korea cortinued to follow a pclicy of import-
substitution without an articulate strategy for
industrialization. Thus, the Xorean case appears tc largely
contradict the conventional myth with which it is associated: a
Success story of a free market-oriented development strategy.

In fact the evidence indeed indicates that the government,
through complete control of the financial system, has directly
and indirectly mobilized credit and investment towards what it
considered as the "priority-sectors®™. The coherent set of
policies aimed at integrating producing sectors, in particular,
by means of the strengthened production of intermediate and
capital goods, led to the establishment of a viable industrial
structure that has proved adaptable to the shifting comparative
advantages in international markets. Vertically integrating the
production structure has alsoc lessened the econcny's dependence
on imfports.

Account wmust be taken of the flexibility in policy
adaptation as well as the longer-term perspectives taken in
Korea's industrial planning. The sectoral planning, designed in
a manner consistent with more encompassing macroeconomic
policies, not only emphasized the production linkage existing
among sectors but also took into consideration the dynaamic
sequencing of sectoral development that could be adapted to the
shifting pattern of comparative advantage. Indeed, the earlier
factor-market distortions that encouraged a capital-intensive
production process had stemmed from the government policy of
promoting the targeted industries with subsidized loans that
eventually led to the creation of a new pattern of comparative
advantage in industrial structure. The important point to note
is that it was not the factor endowment coanditions that
influenced the evolution of Korea's industrial development.
PRather it was a set of articulate, conscious policy measures that
contributed to a dynamic sequencing in industrial development for
comparative advantage. On the other hand, it is important to note
that an excessively strong role of government, as was the case
with the Korean government since the initial phase of industrial
developnment, leads to imbalances and structural distortions in
the economy that eventually need to be corrected ian subsequent
planning.

it is difficult to draw conclusions concerning the precise
role ot industrial policy in the Korean development. Evidently,
Forea's early ecoacmic successes are attributaocle to a number of
special factors already referred to. Also, Xorea's increasingly
important private sector assurediy played a vital role as well.
But to attribute Xorea's success to the free market systea is an
unhelpful simrlicaticu of the Koream experience. Jltimately, it
was the yoverament that was willing to give the private sector
incentives to issume enterpreueurial risks, thereby 1igniting the
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dynamisa of ths private sector and putting Korea oan the fast
growth track. Thus, there is little doubt that the settiug of
speciflic objectives and targets, well designed policy measures
and, more fundamentally, the coming to terms with the problems
encountered in implementirng suchk targets, have heen the important
reasons for Korea's success.
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ARPPENDIX: THE RELEVANCE OF THE KOREAN EXPERIENCE T0O MEXICO.

This section discusses whether and in what respects
thelessons of the Korean experience can be transferred to
developing countries such as Mexico, which like Korea is in the
intersediate stage of industrializatioa, albeit in a very
different politico-cultural environment. Although there is
recoyaition that Kcrea's success can be attributed to several
special factors already mentioned, there is less appreciation of
the importance of sensible policy measures. Thus, the lessons on
industrial policy to ke learned froam the Korean €xperience can
prove useful to other developing countries less far along the
path of industrialization.

Like Korea, Mexico already has a relatively vell-developed
industrial structure in comparison with other developing
countries. During the decades of the 1960s and 1970s until the
recent econonpic crisis in the late 1970s, Mexico had sustained
fairly rapid rates of economic growth. Despite the newly
discovered oil resources, M¥exico's major economic problem has
continued to remain that of coping with rapid increases in
domestic demand owing to the explosive populaticn grovwth. The
past reliance on import-substitution industrialization has also
led to the weakening of its industrial structure for foreign
trade. The inadequate integration of the production sectors,
particularly the weakness of intermediate and capital goods, has
led to a rapid growth of imports of these goods. The traditional
exports (food products and textiles) have suffered from the
slackening world demand and the challenge of lower wage
countries. Thus there is an urgent need for the restructuring
of industry by increasing production of such sectors as
mechanical and petrochemical industries. The Mexican economy
depends heavily on trade and capital inflows from the United
States, and certainly policies for the redeployment cf trade
recently introduced in order to acquire a certain degree ot
autonomy will not be effective without a coherent industrial
policy.

In terms ot the structure of the economy, both Mexico and
Korea belong to the group of semi-industrialized cocuntries with
the industrial sector accounting for an important share of
national income. In 1960 Yexico's share of mapufacturing value
added in develoring courntrie=s stood at 11 perecnt, as compared
with 5 percert for South Xorea. The caange in the share of
manufacturing value added in GDP was wmuch faster in Kcrea,
however. The Korearn manufacturing shars rose to 32 percent hy
1575, while the sare share for Mexico increased Ly only 4 percent
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to 23 percent in the sape year.3s

Unlike Korea in the beginning staje of
industrialization, however, Mexico's doaestic market 1is still
cizable and ¥exico is endowed with adecuate natural resocurces.
For instarce, manufactured goods have Deen very important 1in
Korean exports, accounting for clcse to 85 percent of the total
duricqg the mid-1970s. For Mexico, the manufacturing share in
exports was only slightly greater than a half.

There are in general more disimilarities than similarities
between the two countries in aspects other than the eccnoay.
Disimilarities seem enormous when comparisons are made in the
context of the cultural, historical, and geopolitical
circumstances. For instance, while the Koreans are ethnically
and culturally homogenous, and have been influenced by a coammcn
Sino-cultural heritage, Mexico is a geographically and socially
diverse nation with regional differences in culture and tradition
as well as in the endowment of natural and human resources.
Politically, Korea has had strong governaents motivated and akle
to design and implement plans and policies. Imn contrast,
political decisions in Hexico have often lcst central directicas
and policy coherency, reflecting the need to accomodate
conflicting interests of diverse political groups. Nor has the
planning in Mexico been really effective in providing any
controlling role for government action. An example of this is
the six-year cycle of public administration, which has
effectively limited the possibility of any long-range planning
for industrial restructuring.

Despite the disimilarities, the implications that can be
drawn from the Korean experience, however, seem enorazous from the
perspective of policy issues. While it 1is true that replication
of policies as implemented in Korea could not ensure a success
elsewhere, certain aspects of the Korean experience provide
useful lessouns for other industrializing countries such as
Mexico:

1. One of the most crucial factors contributing to Korea's
success has undoubtedly been good planning and management of
ecopomic policies. The basic strategy of Korean industrial policy
has been conscious 1industrial restructuring to create comparative
advantage in high value-added industries with a growing market
and potential scale-econoaies. Korea also provides an excellent
exanple of government-~led industrialization with strategies
articulated for dealing with the complex interdependence between
the tradable sectors and other principal sectors of the econony.
The need to induce econoaic changes in the major sectors in a
manner consistent With the overall wmacro-economnic policies has
been fully appreciated by peclicy-makers. Cnce a developnment

5SS JYnitea Yations Statistical Orffice.
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project is approved, yoverament support is continucus and
cousistent from the beginning of its support until its
withdrawal. There have been constant evaluations of industrial
perfornance and industrial dynamics, which have been built into
the process of goverament mobilization of support and assistance.

In contrast, the Mexican experience in receant years
demonstrates the need for policy coherency that can ke achieved
Ly more effective integration of the interests of diverse
political groups and by more efficient coordination of various
administrative mechanisms.S5% The earlier administrative refors
under the Portillo administration did not go far enough to
improve the efficiency of the federal government or to reduce
many forms of public-sector irregularities. Policy planning has
often been emphasized without articulating concrete government
action. Clearly, more effective implementation of the reform
concepts as well as a more disciplined approach towards reducing
inefficiencies and wastes are needad.

2. The Rorean model also illustrates the success of an
industrialization strategy that uses the market mechanism as an
instrument of policy. The government decisions tc liberalize
exchange rates and interest rates along with fiscal reforms were
aimed at establishing the conditions conducive to international
competitiveness and to the encouragement of savings. Even such
tactics as selective credit allocation for supporting expanding
sectors induced coppetition by creating markets for products, aad
the conditions for high returns, thereby attracting the entry of
many competitors.

In Mexico, industrial activities have often been chosen cn
ar ad hoc basis, mainly in relation to the objectives of
increased employment and the generation of foreign exchange.
Thus, in selecting the policy instruments, there has often been
little consideration given to efficiency of investment or
structural distortions in the economy. It is important that,
given the difficulties of using the shadow prices or the benefit-
cost analysis to investment allocation, sectoral pricrities must
at least be set in a framework consistent with the overall
industrialization chjectives. That is, the mix of the overall and
sector-targeted policies must be programmed ia clear terms in
such a way that the desirable contribution of each industry fits
into the overall objectives. The role of public-sector industries
must also be clearly defined within the framework of imdustrial
policy. In this regard, the Korean experience of rlaoning
provides a useful lesson.

. o s s —— — ——— — —

56 Zor exaaple, the 1976 neasures to liberalize iazports to
reduce inflationary pressures ran counter to the long-standing
policy for industrial development. In particular, reductions in
tarirfs or capital gooas imports retarded the develogment of
demestic capital 1cods industry.
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3. ¥Korea's strategy of shifting to capital-goods industry
development in the wid-1970s reflects bLoth a timely and far-
sighted planning. It was a strateqgy aimed botk at expanding
exports and deepening domestic industrial structure through
imvort substitution.

The Mexican capital goods sector has been a weak link with
other sectors, which has forced Mexican industry to rely on
imports of capital goods. Initiation of positive government
support is needed, perhaps following a type of incentive
schemessimilar to that used by the Korean government. Within the
last several years, the Korean governmpent has eliminated tariff
exenptions accorded to exporters oan their capital goods imports,
and has established a fund to provide subsidized lcamns to the
capital goods sector. 1In contrast, Mexican policies have
generally discriminated against purchase of domestically produced
capital goods through tariff reductions and against an easy
access to credits tied to the purchase of imported capital gocds.
The adverse effects of this kind of policy on domestic capital
goods industry must be taken into consideration by policy makers.

4, RKorea's success vividly demonstrates the importance of
human resource development for eccnomic development. On the
other hand, Mexico still ranks high among developing countries in
terms of the illiteracy rate and the shortage of educated and
trained manpower. Thus, there is still a larqge backlog of
investaent in human resources to be made in Mexico. In
particular, since it could not be expected that a much greater
proportion of the cost of education should suddenly Lbe born by
students and their families in Mexico, a greater share of GDP
needs to be devoted to public educational expenditures than is
now the case. Mass education and improvements in the quality of
education pot only contribute to acceleration of economic growth
in the long run, but also bring akout broader social
participation in the benefits of growth.

5. The Korean experience shows that export activity provides
an effective means of acjuiring industrial competence, thereby
serving as a direct vehicle for improving productivity. For
Mexico, however, given the changed international environaent
today and the sizeable domestic market it has, the strategy for
an all-out export-led industrialization, as was the case with
Xorea in the 1960s, would clearly be unwise. Nonetheless, exrport
revenue is 1indisvensable to the process of econoric growth in
developing countries, and there is a clear need to promote
exports for Mexico, albeit on a selected industry basis, and to
avoia wmany of the pitfails customarily associated wtih excessive
coerntrols of trade.

At the sane
policiles reeds to
competitiverness of Jdomestic iIndustrial products im terms of fprice
ard quality. Once coapetitiveness is attalned, lapert-coapeting

tine, the efficacy or import-substitution

be judged on the basis of international
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activity must be encouraged to simultazeously move into export
activity.
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