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] Abstract []

Economic Development of Korea:Development

Mechanism and Consequenses

Won Tack Hong

The objects of this paper are to examine specifically the development
mechanism of Korean economy in the 1960s and 1970s, and then to unc-
over its “undesirable” consequences.

The ideology of “Export First” Policy was established in the later part
of the First Five-Year Economic Development Plan(FYEDP) period (1962
~66) and was clearly reflected in the Second RYEDP document.

It was understood as to imply, apart from the investments for some
key import substituting industries and SOC facilities, that all the efforts.
of the government would be concentrated on the promotion of export
expansion. The three major policy tools at the disposal of government,
i.e., preferential tax system, preferential credit rationing system and
administrative support system, were to be fully mobilized as to reward
those who contributed to the export expansion. The export production
activities would be set free from the traditional all-prevasive protec-
tionist import regime, and the restrictive import system would be applied
only for those production activities oriented to domestic consumptions.
Furthermore, those who contributed to export expansion were assured to
be honored publicly and the export activities were assured to be elevated
to the rank of patriotic activities, was to be the principal outlet for the
potential and actual national energies and became the raison d’etre of such
an authoritarian regime of President Park.

The raw energies that were scattered all over the economy were orga-
nized and channelled single-mindedly into the outlet of export expansion,

industrialization and modernization. The development plans were master-
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minded by the government but were ultimately executed by the private
entreprencurs. The masses were receptive for the whole scheme. The pau-
ity or rather a complete absence of capable indigenous entrepreneurs is
often believed to be one of the most important causes of economic back-
wardness of a country. In Korea, there appeared a surprisingly plentiful
supply of people with daring entrepreneurship, almost from nowhere, as
soon as there appeared the somewhat exaggerated profit signals in export
activities. Even more surprising was that many of these daring ones tur-
ned out to be really capable entrepreneurs.

One might now rather argue that the fundamental source of Korea's
rapid growth has to be traced to the strong material desires of the pres-
ent-day Korean people. Through the domestic and international mass com
munication media and through the various forms of direct contacts, first
the urban and then the rural people in Korea became aware of the mat-
erial affluence of advanced countries. The traditional Confucian or Budd-
hist value system was rapidly destroyed. Conspicuous consumption
became a fashion. The materialistic illusion of people seems to have
reached its zenith now: happiness is identified with material affluence,
or at least material deficiency is equated with misery.

One may even conclude that, with the vast majority of people being
intoxicated by such strong material desires, it would be rather strange if
Korea does not achieve a rapid economic growth, unless the government
intentionally or unintentionally designs and institutes a frustrating econo-
mic system such that the energy of every person offsets each other(say,
a self-contained counteracting system).

Since the early 1960s, the government has recognized the need to mob-
ilize domestic savings as much as possible, As a result, there was an
interest rates reform in 1965 which was to mobilize the household savings
through the formal monetary financial institutions.

However, the government soon became to be subject to heavy pressures
of the privileged entrepreneurs who were using large amount of bank loans

to reduce their financial costs by lowering real interest rates. The gove-
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rnment eventually yielded to those pressures on August 3rd, 1972 and
resumed the negative real interest rate regime. Perhaps this August 3rd
Decree constituted the point of departure for Korean economy from what
they call the Taiwan model. The idea of mobilizing household savings
through formal monetary financial institutions and absorbing the curb
loan funds by them was abandoned. Entrepreneurial savings and govern-
ment savings were to be the principal sources of domestic savings to
finance investment expenditures. Except a limited amount of captive bank
savings, most household savings stayed away from the banking institut-
ions and the curb loan markets have flourished. There were enormous
disparities between the negative bank interest rates and the curb market
rates. Loanable funds in banks stopped growing rapidly. The limited loa
nable funds were strictly rationed to the selected business groups at neg
ative real interest rates. Maximizing domestic savings implied maximizing
business profits and their savings. Until the early 1980s, there was no
serious effort to increase household savings. As a result, household savi-
ngs potentials are still very much underutilized. And yet, the small nu-
mber of selected businessmen could enjoy every low cost bank financing
for their investment activities, and this low interest rate regime helped
generating such vigorous animal spirits for the privileged businessmen
to expand their sphere of activities. The rest of the economy had to dep
end on self-financing and informal curb market loans.

The most conspicuous results were the chronic and self-defeating inf
lationary development financing and the cumulating foreign debts. Furth
ermore, the extreme disparities between the private rates of return on
investment and the real interest rates on bank loans have generated a
built-in incentive mechanism for the privileged entrepreneurs to maximize
debt-equity ratios, critically weakening the financial status of the so-cal-
led leading business groups in the long-run and amplifying out of propor-
tion their dependency on government credit rationing policy.

Perhaps due to the snowballing effect of wealth accumulation, there

has been an extreme concentration ‘of economic activities in Korea to a
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small number of big business groups which goes well beyond the limit
justifiable by scale economies. Extreme over-extention of a given entrep-
reneurial talent implies a poor management of the extended group business
activities and frequent failure cases. The entrepreneurial ability of the
chosen few businessmen were unreasonably exaggerated, and there occu-
rred a tremendous waste of resources in the hands of these chosen few.

Government revenue has been raised mostly through the regressive
indirect taxes and direcct taxes on wage income. In Korea, interest income
has not been subject to progressive rate taxation, capital gains have been
almost free form formal taxation and profit income has enjoyed extensive
tax exemption privileges.

In Korea there have been host of price controls distribution controls, and
other direct interventions which are the characteristics of the so-called
import substitution regimes. Since 1962, however, Korea’s export promoti-
on policies have been more powerful and dominant than her import-sub-
stitution policies. Our contention is that the successful growth of the Kor
ean economy was attributable more to export promotion itself than to the
presence of a neoclassically efficient allocation mechanism.

Ever since 1962, the planning in Korea implied essentially the setting
up of aggregate as well as sectoral targets of outputs and exports and
the setting up of construction targets for various SOC facilities. The exe
cution of planning implied mostly the actual execution of investments for
the planned (or supposed to have been planned) projects “by all possible
means” and, in the 1970s, through the handpicked entrepreneurs. Indeed
the Korean government had promoted the expansion of domestic produc-

tion and exports of selected industries by applying various short-sighted
policy measures that would damage the long-term allocative efficiency

of the economy. It is now abcut the time to contemplate over a change
in the essential mode of planning and its execution. The highlights of
planning should become a set of concrete time-phased schedules to imple-
ment various efficiency-enhancing and equity-improving systems such as

a household savings promotion system, an equitable goverment revenue
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and expenditure system, a financial system based on market mechanism,
a liberalized import system and more competitive domestic market struc
tures, a system conducive for a harmonious labor relationsin the long-r-
un, and so on. Any system that is to enhance the efficiency of resource
allocations can seldom be enforced overnight. One can not ignore the past
history and what we have by legacy at present. It takes time to really
implement a lasting effective system. Therefore, the five-year plannings
are the ideal framework to carry out such schemes.

Of course the needs for government subsidy activities to take care of
static or dynamic external economies will never disapear, but such cases
for government intervention should never be exaggerated to the magni-
tude that we have observed in the late 1970s. The prime objective of the
government five-year planning should become the development of various
self-sustaining market systems that can select the correct industries and
penalize the inefficient entrepreneurs more efficiently and that can maxi-
mize the mobilization of potential savings, workers devotion, the entrepr-
eneurial energies, etc.

As of 1985, one may readily say that from now on Korea will increas-
ingly have comparative advantages in more physical and human capital
intensive goods and in more technology (or knowledge) intensive goods than
before. As of 1990, or even in later a year, we will be saying more or
less the same thing. It should be clearly recognized that, armed with only
such vague and catch-all concepts, the government can not keep on
selecting specific industries and the “right” entrepreneurs(to carry out the
selected production activities) without repeating the late 1970s history

of disaster.



