Directed Development with Big Conglomerates

South Korea

I INTRODUCTION

The objective of the following pages is not to provide yet another account of
the Korean miracle." In line with the preceding summary of the IDP and meth-
odology, the main question asked is as follows: “What would have been the
conclusion of an institutional diagnostic of the development potential of South
Korea conducted in the mid- or late-1970s, at a time when the country was still
a low-income country, at roughly the same income level as the case studies in
the IDP project?’ Of course, the context and method of such an exercise would
be different from the diagnostic exercises undertaken within the IDP project
since it would rely exclusively on the existing literature on early Korea’s devel-
opment and on statistics available for that period rather than later on. In the
1960s or 1970s there were no institutional or governance indicators compa-
rable to those existing in international databases today, no surveys were run
about how people felt about the institutional context of economic develop-
ment, and thus no thematic study could have been launched based on the infor-
mation gathered from such surveys. Yet the abundant literature that exists on
Korea’s development permits us to partly fill in the holes and to formulate a
diagnostic that is approximately comparable to those in the IDP project.

Such an undertaking has a twofold objective. On the one hand, it provides
a kind of test of the general approach to diagnosing institutional weaknesses
and strengths in connection with economic development features and chal-
lenges, as pursued in the IDP. On the other hand, and most importantly,
it offers a benchmark for the diagnostic exercises undertaken on today’s
low-income countries. South Korea is undoubtedly a development success

* See for instance Chu (2018) or Schneidewind (2016). More oriented towards policy, see also
Kong (2000).
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story. Yet this was certainly not evident back in the early days of its take-off.
It is thus particularly interesting to see what a diagnostic would have made
of its institutional framework in terms of being a facilitator of, or an obstacle
to, its future development at a time when the latter was still very uncertain,
and what can be said a posteriori about the role of institutions in develop-
ment achievements.

This abridged institutional diagnostic of South Korea during its take-off
period is organised along the same lines as the institutional diagnostics com-
pleted within the IDP. Following this introduction, the next two sections sum-
marise the geographical and historical context of South Korea’s early phases of
development. The fourth section deals with the main features of that develop-
ment, the main challenges the country overcame, and those it was still facing
around, say, the mid-1970s. The next section analyses the process by which key
policy decisions were taken and implemented within the institutional frame-
work that existed in those days. In view of that background, Section VI then
presents an institutional diagnostic of South Korean development as we believe
one could have been established more or less at the middle of the 1970s. A few
general remarks are then offered in conclusion.

II GEOGRAPHICAL AND EARLY HISTORICAL CONTEXT
OF MODERN DEVELOPMENT IN SOUTH KOREA

The Korean peninsula is a stretch of land that forms a kind of bridge between
the Asian continent, essentially China in the north and Japan in the southeast.
This location explains much of the historical episodes that have shaped mod-
ern Korea. The eastern part of the peninsula is mountainous, although more in
the north than in the south, whereas the western and southern parts consist of
hills separated by narrow valleys and coastal plains. The climate is temperate,
with rainfall concentrated in summer. The south is more suitable for farming,
rice being the dominant crop. Historically, the south was thus more oriented
towards agriculture, and had always been a net exporter of rice before World
War II. By contrast, the north of the peninsula is very rich in mineral resources,
including coal, iron ore, and a wide variety of non-ferrous metals and rare
earths. Consequently, the north was more industrialised than the south after
the splitting of the country.

Population density has always been high in Korea. However, the separa-
tion of the peninsula into two parts at the end of World War II introduced a
strong asymmetry. Around the 1970s, the period we shall focus on here, South
Korea sheltered 32 million people, with a density of 365 inhabitants per square
kilometre. North Korea’s population was half this size, spread over the same
surface area. Already at this time, South Korea was the most densely populated
middle-sized country in the world. Population growth was slightly below 2 per
cent but was receding at a quick pace thanks to a fast drop in fertility — from
around 6 children per woman in 1960 to 2.7 in 1980 (it was a little more than
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one in 2018). The demographic transition was just beginning: the population
was still very young, with around half being below twenty-five. Historically,
the Korean population has always been culturally and ethnically very homo-
geneous. This remains the case today within each of the two entities that share
the peninsula, but much less so when comparing the two, in view of the mark-
edly different paths they have followed since separation.

A major turning point in Korea’s history before its separation into North
and South was Japanese colonisation. It is thus convenient to divide the fol-
lowing brief account of Korea’s history before the split according to that event.

A Korea until the Japanese Annexation

The history of the Korean peninsula goes back very far. In the Common
Era, three epochs can be distinguished, up until the current period. The first
extends throughout the first millennium and witnessed a constant rivalry
between two or three kingdoms, some of them stretching at times far north
into Manchuria and even Siberia, with repeated interventions by China and
Japan within peninsular conflicts. The second covers the second millennium
until the early twentieth century. One of the aforementioned kingdoms had
become dominant and thus was able to rule over the whole peninsula. Two
dynasties, the Goryeo and the Joseon, occupied the throne for almost 500
years each, but in both cases they were in a subservient position with respect
to China for a large part of their rule. The third period witnessed the entry
of Korea into the modern age, essentially through its being forced to end its
isolationist policy and to open up to trade, first with Japan and then with the
West. The influence of Meiji’s Japan and its push to promote the modernisa-
tion of Korea grew during the last third of the nineteenth century, until the
first Sino-Japanese war in 1894—5 freed Korea from China’s suzerainty and
saw it fall under Japanese control. Efforts to resist that pressure, notably by
seeking support from Russia, failed, and Korea became a Japanese protector-
ate in 1905. Five years later, after the assassination of the Japanese resident
general, the country became a Japanese colony.

B Japanese Rule

Japanese colonisation lasted forty years, until the defeat of Japan in World
War II. It was particularly severe at the beginning of the period, as Japan
sought to quickly impose its rule and way of life on Korean society, and again
in the last ten years, as Japan first prepared for the war and then fought it,
first against the Republic of China and then against the Allies. During these
two episodes, particularly the last one, the coloniser engaged in the forced
Japanification of the Korean population and its mobilisation for its own ben-
efit and as part of the huge war effort. This went as far as forcing Koreans
to adopt Japanese names and prohibiting the Korean language in schools. In
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between these two periods, however, life in Korea could be said to resemble the
days of allegiance to the Chinese emperor, except that the Japanese suzerain
was more severe — but also more modern and entrepreneurial. Moreover, with
time, Korea acquired a kind of central place in the colonial power’s strategy of
expanding across the Asian continent, and benefited from the development of
transport infrastructure and industrial hubs aimed at supplying military equip-
ment for the Japanese troops and settlers in Manchuria — or Manchukuo as it
was called under Japanese rule.

The jury is still out about how to evaluate Japanese colonial rule and its contri-
bution to the foundation of modern Korea. The legacy of that period is complex,
with both positive and negative elements. Some historians emphasise the fact that
colonial rule coincided with the modernisation of the economy and suggest that
the former facilitated the latter. This view, which refers to ‘colonial modernity,
has much in its favour.> Undeniably, Japanese rule brought huge investments
in infrastructure (railroads, roads, and ports), industrialisation opportunities,
initially for both local and Japanese markets and later for war equipment and
weaponry provision, up-to-date technology, a modern schooling system, high
standards of efficiency in business as well as in government matters, and the effec-
tive training of local bureaucrats. Even though it cannot be discarded that such
an evolution would have taken place by mere replication of what could be seen
across the strait that separates the peninsula from Japan, the latter’s oversight
may have accelerated and deepened this process by bringing its example closer to
the Koreans and by providing opportunities for new developments.

Several of the aforementioned development factors were already in gesta-
tion before Japan’s annexation. For instance, education had been flourishing
in the last two decades of the Joseon dynasty. Private schools were increas-
ing in number, and a public educational system was about to be created. If
the Japanese introduced new schools and a new curriculum (although the lat-
ter was initially shorter for Korean students), unlicensed private traditional
schools spread because of the limited space in the formal system, especially in
rural areas. This appetite for education has undoubtedly been a characteristic
of Korean society ever since. Likewise, some industries already existed before
Japan’s takeover, although apparently concentrated in the north. Moreover,
this small group of entrepreneurs was able to take advantage of, and to learn
from, collaboration with Japanese business, in particular the zaibatsus present
in Korea (zaibatsu refers to large family-controlled and multi-firm conglomer-
ates that developed in Japan after the Meiji Restoration of 1868). These large
Japanese business conglomerates were later to inspire the Korean chaebols.

The benefits from this modernisation of the Korean society and economy
went primarily to the coloniser. Korean workers were underpaid in compar-
ison with Japanese workers, and landlords and farmers were dispossessed by
Japanese settlers and firms, which acquired swathes of land and transformed

* See Kim, Kyu Hyun (2004).
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a portion of farmers into tenants, tenants into landless workers, and workers
into jobless migrants who moved to the cities. The traumatic experience of
the war period, when Japanification became the watchword of the colonisers
and Koreans were controlled based on the needs of the occupier, must also lie
on the negative side of the balance, even though it is sometimes considered
that this experience forged the national spirit that would later reveal itself in
the postcolonial era. The tearing apart of families and communities through
migration to various neighbouring countries, and the near-total breakdown of
society, were aspects of this trauma.

Beyond these hardships, and beyond the economic legacy of Japanese colo-
nisation, the model offered to the Korean population of Japanese state-directed
economic development, first across the Korea Strait and then on its own terri-
tory, would later prove important in the post-war period and after the North—
South separation. There is no doubt that key players in the modern history of
Korea were very much influenced by this example.

Koreans rejoiced at the end of the war and the departure of the Japanese
occupiers. They certainly thought that the trauma of war was behind them
and immediately started to think about a new structure of government for the
peninsula. They did not know that a still more dreadful tragedy was awaiting
them.

III EARLY POST-INDEPENDENCE HISTORY

The origins of the division of the peninsula between North and South are not
completely clear. At the end of World War II, a decision was taken to place lib-
erated Korea under a trusteeship, headed by the victors, for a few years, until
the economy and the society stabilised. It was resolved that the Soviet army
would occupy the northern part of the peninsula and the US army the southern
part, in order (it was said) to guarantee a smooth and peaceful return to nor-
mality. On both sides, the trusteeship and the division were bitterly contested
by the population, but steps were taken to restart political life in a unified
country as soon as possible. However, ideologies quickly differed between the
two sides. Under the leadership of Kim Il Sung, Communists rapidly domi-
nated in the North, supported by the Soviet Union, whereas liberals led the
game in the South, under Syngman Rhee, a pillar of the independence and a
strongly anti-Communist public personality who had spent the last years of
Japanese rule in the United States.

The determination to reunify the country was strong in both the North and
the South and early moves were made in this direction. The South proclaimed
the Republic of Korea in August 1948, followed a month later by the North
proclaiming the Democratic Popular Republic of Korea. Three months later,
the General Assembly of the United Nations recognised the former as the sole
legal government of Korea. This was seen as a provocation in the North and
the peninsula was soon dragged into war.
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A The Korean War

War broke out in June 1950. The North, militarily stronger than the South and
counting on the support of unofficial volunteer forces from China and equip-
ment from the USSR, saw the opportunity of unifying the country under its
own rule. Its army crossed the 38th parallel demarcation line and invaded the
South. After early successes, the Northern forces were repelled by the Southern
army, powerfully backed by the US army and other United Nations allies.
In turn, the Southern forces invaded the North, triggering a strong interven-
tion by China, which could not accept the military presence of the United
States near its border. With such support, the North succeeded in crossing
the demarcation line again, only to be repelled once more a few months later.
A stalemate around the line then settled in, lasting almost two years, while
difficult armistice negotiations involving UN forces, China, and the Northern
army took place. A conclusion was finally reached in July 1953, which ratified
the division of the peninsula into two countries. However, the treaty was not
signed by Syngman Rhee for the South and the North never fully dropped
the idea of reunifying the peninsula, as was evident in its multiple attempts
to intervene south of the 38th parallel demarcation line, which had become a
4-km-wide demilitarised zone.

The damage of the war was enormous. It is estimated that approximately
three million Koreans, or 1o per cent of the population, lost their lives, two-
thirds of them civilians killed in aerial bombings. Around ten million families
were broken apart because of the war and the division of the country. Material
losses amounted to roughly one year of GDP, approximately 30 per cent of
all productive assets and infrastructure. Experts estimate that GNP in the first
year after the war was 30 per cent below the pre-war level in North Korea
and a little more than half this in South Korea.? Not only was the South less
affected than the North, but its physical capital was also less damaged and
numerous refugees from the North made up for the loss of population. The
North had initially been more industrialised and richer, thanks to mineral nat-
ural resources, but it would take much more time to rebound. By contrast, the
South was back to its pre-war income levels by 1953, although it is fair to say
this was very much thanks to generous US aid.

B Post-War Politics

Three stages can be distinguished in the history of post-war South Korea: the
reconstruction during the first normal years of democratic life until 1960,
the dictatorship under Park Chung Hee and later Chun Doo-Hwan, and
the definitive return to democracy in 1987 (which is outside our period of
interest in the present analysis). Interestingly, this periodisation fits rather

3 See Koh (1993).
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well the main features of economic development and the strategies that were
implemented during this period.

Post-war South Korea was to be dominated by the personality and authority
of Syngman Rhee, who was president from 1948 onwards. Rhee was a rather
rigid and authoritarian character, and had a very personal sense of the inter-
est of the country. He headed the Liberal Party, which had no clear ideology
other than seeking to enrich its most notable members. Very quickly, the issue
arose of Rhee’s serving a third four-year term, which required a modification
of the constitution. The necessary amendment was passed (though it was one
vote short of the two-thirds majority required). Rhee was re-elected in 1956,
but with a much smaller lead than in the previous elections. Ageing, heading
a deeply corrupt regime that was perceived as ineffective in pushing the econ-
omy forward and curbing poverty, his personal aura as a nationalist figure
had started to fade by this time, whereas the opposition, regrouped within the
Democratic Party, was gaining increasing support.

Rhee stood again as a candidate in 1960, together with a vice-president who
it was supposed would be his successor if he had to resign because of his age.
He won by a landslide thanks to flagrant vote-rigging, but his election trig-
gered vigorous protests. Students organised a march towards the presidential
residence and police fired on and killed 139 of them. Protests continued the
following day, but the army refused to fire on demonstrators. Having clearly
lost the little popular support that was left him, Rhee resigned. An interim
government was then formed, which set out to write a new constitution that
would reduce the power of the executive in favour of the parliament.

The government that came out of this process faced a difficult situation. The
economic recovery process was slow, inflation was accelerating, the political
context was essentially unstable due to the relatively inexperienced political
parties and a constitution that reduced the power of the executive, workers
were striking for higher wages, students were demonstrating almost uninter-
ruptedly, while some voices were rising in favour of opening a dialogue with
the North. It was in the middle of this chaos that some high-ranking army
officers, concerned about the increasing climate of corruption, the incapacity
of the politicians to re-establish order, and the danger of showing too much
weakness in the face of the threat posed by Communist North Korea, organ-
ised a coup in May 1961. While General Park Chung Hee was placed at the
head of the military junta that would govern the country for a few years, his
rule was to last almost two decades in total.

C The Park Era

Park’s career before the coup had been rather turbulent. Initially a school-
teacher, he went on to enrol in the Japanese army. After graduating from
officer school in Manchukuo and spending some time as a foreign student
at the Japanese Military Academy in Tokyo he served in the Manchurian
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Infantry Corps. He was then twenty-seven, and this Japanese experience was
to have a big influence on his later views about economic development and
industrialisation. At independence, he entered the Korean Military Academy
and was then assigned to the US-Korean force. Before reporting for duty,
however, he was arrested because of his links with Communist movements
within the Korean army. He eventually got himself out of trouble and was
attached as a civilian to the intelligence unit at army headquarters. Two years
later he was reinstated in the army at the outbreak of the Korean War. Amid
strong suspicions regarding leftist attitudes within the South Korean army, it
is remarkable that Park was not only reinstated but then pursued a brilliant
military career, despite his past Communist record — not only during the war,
when the army expanded massively, but also thereafter. This indicates an
impressive personality, which appealed to his superiors, as well as a powerful
friendship network within the army.

The political platform of the junta was unambiguous in its anti-Communist
orientation and its aim of reinforcing links with the United States. It also had
a revolutionary element, in its determination to root out corruption and to
eradicate the misery of the masses. In addition to consolidating Park’s control
over the army, and the political system in general, the first years of the junta
were devoted to establishing the administrative structure that would be able to
achieve Park’s ambitions. Especially important in this respect were the Korean
Central Intelligence Agency (KCIA), a formidable organisation with observ-
ers in practically all business, academic, political, and social groups, and the
Economic Planning Board (EPB), staffed with highly competent technocrats
and responsible for designing and managing the country’s economic growth
strategies, starting with the first Five-Year Development Plan.

However, the junta did not last long. The US mission in Korea, which had
remained powerful since the end of its de facto protectorate in the post-war
years, if only through the huge aid it was providing to the economy, impressed
upon Park the need to return to a civil regime. Somewhat reluctantly, Park
accepted, and democratic rule was re-established. Park resigned from the
army and, with the implicit support of the KCIA, created his own Democratic
Republican Party. He was elected president in 1963, though by a relatively
small margin. His tight, quasi-military control over the political system was
maintained during his term, within the apparent limits imposed by democracy.
Then, in the election in 1967, with satisfactory results on the economic front,
Park easily won again.

The prospect of the 1971 election reopened the issue of a constitutional
amendment that would allow Park to seek a third term. The opposition tried
to resist this and several student demonstrations were organised to mobilise
opinion against it. Yet the amendment was passed, although allegedly in a
somewhat suspicious way. However, the newly re-elected president’s position
was much less secure than it had been previously. Soon after, Park declared
a state of emergency, officially because of renewed threats from North Korea
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and geopolitical changes that were leading the United States to reduce its mil-
itary presence. One year later, martial law was instated, the Assembly and
political parties were dissolved, and the existing constitution was replaced by
a new one, called the Yushin constitution, officially to permit South Korea to
adjust more flexibly to the changing international security order.

Practically speaking, the new regime was a barely concealed dictatorship
that empowered Park to rule without constraint and that sheltered him from
legislative and judicial controls. He had become, to all intents and purposes, a
life-long president, his re-election relying on a hand-picked National Congress
for Unification. South Korea then entered a dark period of authoritarianism and
ubiquitous repression, and in some cases elimination, of all political enemies
of the president. At a later stage, Park even had to separate from old support-
ers he thought were becoming too ambitious as competitors. Amid mounting
public discontent he became a more and more solitary ruler. The economic
situation itself was becoming critical at the end of the 1970s, because of swell-
ing domestic and foreign debt and the shocks caused by oil price booms. Had
he lived, Park would probably have faced a difficult time, but he was shot in
October 1979 by the KCIA director, a friend whose motivation for the assas-
sination is still unclear.

The rest of the country’s political history is of lesser importance for our pur-
pose since we aim to adopt a perspective that corresponds to the early history
and the situation of South Korea in the mid- or late-t1970s — say, some time
before Park’s death. For the sake of completeness, however, some major events
that took place in the next decade must be mentioned because they shed light
on the state of South Korean society and the inherent difficulty it faced in those
times as regards installing a stable democratic regime.

D The Chun Dictatorship and the Difficult Return to Democracy

For a brief period, Koreans thought they would return to a freer regime and
the Yushin constitution would be abolished. A kind of caretaker government
was appointed until a new constitution could be voted on and a new govern-
ment elected. All parties prepared to compete, but in a kind of repeat of 19671,
a group of generals organised a coup and took power. Chun Doo-Hwan, the
new strong man, easily stepped into Park’s shoes. Yet the coup aroused the
ire of the public. Students protested the martial law, as well as the continua-
tion of the Yushin constitution. One massive demonstration was repressed by
the army, leading to 2,000 casualties. Although forever discredited in public
opinion, Chun was able to consolidate his power and ruled until the end of his
term, which he had pledged not to go beyond. Chun then tried to singlehand-
edly impose his protégé Roh Tae-Woo as the new president. Huge protests
immediately took place, with a large part of the population, not only the stu-
dents, taking to the streets and demanding a new constitution. Chun gave in,
the constitution was amended, and — apparently fair — elections took place in
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1987. It was eventually won by Roh. His five-year term was essentially transi-
tional, but it represented a major turn in Korean society towards democracy.

The constitution, which had gone through no fewer than ten changes since
the first republic in 1948, was not reformed again. Elections went on to be held
every five years in a peaceful way, and with perfect regularity.

IV THE PACE AND STRUCTURE OF SOUTH KOREA’S
ECONOMIC TAKE-OFF AND INDUSTRIALISATION*

The take-off of the South Korean economy in the two and a half decades
between the end of the Korean War and shortly before Park’s assassination
was truly phenomenal. On average, the annual rate of growth of GDP was 8§
per cent, with GDP increasing sevenfold. In the following pages, we give more
details on this dazzling development, insisting first on the major structural
transformation of the economy, which was both the cause and the consequence
of that vibrant growth, which was essentially engineered by manufacturing
exports. We then focus on how the impressive accumulation of capital and
infrastructure needed for such development was made possible. We finally
touch upon social aspects, including the fast progress in education and the
inclusiveness of growth throughout this take-off period. The next subsection
then turns to the main policy decisions and strategic orientations that contrib-
uted to such outstanding results.

A Growth and the Structural Transformation of the Economy

It took some time for the rate of growth of the South Korean economy to
reach the stellar level that made it possible to later approach the ranks of
the advanced economies. This progressive acceleration reflects the gradual
rise of its main engine, the manufacturing sector. Until 1975, manufacturing
value-added systematically grew at a rate roughly double of the rest of the
economy, but its contribution to overall growth increased with its size: it was
small in the late 1950s, when the manufacturing sector represented only 1o
per cent of GDP (at current prices), but it was much more important when it
approached 20 per cent ten years later — see Table 5.1.

Unsurprisingly, a major structural transformation of the economy accom-
panied this performance. As has been the case for practically all development
experiences in history and across countries in the contemporary period, the
share of agriculture fell rather regularly over time, on average by one percent-
age point of GDP every year. This drop in the agricultural share benefited both
manufacturing and the rest of the economy, mostly the former until 1965 and
both equally afterwards — at least when considering GDP at constant prices. In

4 This section owes much to the excellent review of South Korea’s economic development edited
by Il and Ko (2010).
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this respect, it may be noted that the relative price of manufactured products
relative to that of other sectors tended to fall throughout the period, in line
with the fact that productivity gains are faster in industry — partly thanks to a
greater substitutability of labour by equipment — than in services. In the case
of South Korea, this phenomenon was amplified by the outward orientation
of the manufacturing sector and its exposure to foreign competition. The same
cannot be said of the agricultural sector, even though it also produces a trade-
able good.’

The structural transformation must also be considered from the point of
view of employment. This is done in the second part of Table 5.1. Because
employment data are not comparable before and after 1963,° the beginning
of the period had to be ignored. Over the next fifteen years, however, the
share of agriculture in total employment, which was initially close to 6o per
cent, was halved. Given the progression of total employment, the volume of
employment in the sector increased until the mid-1970s, but then decreased
at a fast pace afterwards. Initially, the manufacturing sector was the main
beneficiary of the net flow of workers leaving agriculture. In a later stage,
however, this flow went to other sectors, among which services was the most
important.

Sectoral changes in labour productivity underpin this bi-dimensional real-
location of output and labour. In this respect, it is interesting to observe that
the first phase of South Korean development illustrates — but also somewhat
contradicts — the familiar Lewis—Kuznets view in development theory. This
theory holds that the structural transformation of the economy led by the
movement of workers from rural informal production to modern industry and
services is the main engine of growth in early phases of development. Capital
accumulation takes place in the modern sector of the economy, which eas-
ily expands employment by drawing on under-employed workers, or surplus
labour, in the informal or traditional agricultural sector. If the former is suffi-
ciently dynamic and labour-intensive, there comes a moment at which the sur-
plus labour disappears in the informal sector. A ‘turning point’ is thus reached
at which labour earnings begin increasing in both sectors and the agricultural
sector starts to modernise. Such a scenario fits well the development of South
Korea until the early 1970s: labour productivity was approximately constant
in agriculture, whereas labour flowed from agriculture to (mostly) the manu-
facturing sector.

Where South Korea fits the theory less well is in the observation that the
structural reallocation of labour away from low-productivity agriculture to the
rest of the economy did not contribute much to the overall productivity gain in

5 The convergence between the constant and current price structure of GDP would have appeared
more clearly in Table 5.1 if the constant price series had referred to a less recent base year than
2015, which is the base used in the Bank of Korea’s historical database.

¢ See Koo (2013).
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the economy. The latter amounted to a little less than a doubling in the decade
after 1965. However, as can be seen at the bottom of Table 5.1, the main con-
tribution to those gains was not so much the reallocation of labour away from
agriculture — the row titled ‘structural change’ — as the autonomous productiv-
ity gain within manufacturing and other non-agricultural sectors. The reason
for this is essentially that the labour reallocation took place mostly between
agriculture and manufacturing, and the productivity gap between these two
sectors was initially limited. The productivity gains within manufacturing and
other sectors thus proved to be the dominant force behind the overall produc-
tivity gains. An explanation of this evolution within the Lewisian framework is
that the composition of those sectors changed because of major policy choices
and, most importantly, the deliberate export orientation of manufacturing,
its necessary increase in international competitiveness, and the accompany-
ing changes in supporting sectors. Later, things changed substantially, when
the economy settled into this new regime and the productivity gap between
agriculture and the rest of the economy was drastically amplified, especially
with respect to the manufacturing sector — possibly because of the progressive
shift there from light to heavy industry. Structural change was then the dom-
inant contributor to overall productivity gains between 1975 and 1980, even
though the average within-sector, or ‘autonomous’, productivity gains were
still substantial.

The increasing productivity gap between agriculture and the rest of the econ-
omy in the early part of South Korea’s take-off should be emphasised because
it is somewhat original when compared to other successful development stories
in Asia, particularly Japan and Taiwan.” In contrast to those countries, where
initial major agricultural productivity gains permitted the development of the
manufacturing sector, agricultural productivity in South Korea was low by
international standards and stagnant. Such a state of affairs was due to the
quality of the soil, the limited size of farms consequent upon a strongly egali-
tarian land reform, the low productivity of labour-intensive traditional farming
techniques, and the lack of incentives and capacity to innovate in an over-
populated rural sector. As a matter of fact, it is only when the development of
the manufacturing and ancillary sectors had permitted absorption of the labour
surplus in agriculture that productivity growth accelerated. The productivity
figures in Table 5.1 suggest that this ‘Lewisian turning point’ could have been
reached in the early 1970s,® and this seems to be confirmed by the fact that
the volume of agricultural employment started to fall around the same time.
Yet agricultural productivity and rural incomes continued to lag behind the
rest of the economy, to such an extent that the government had to engage in a

7 This paragraph relies on an excellent analysis of agricultural issues in the early phase of South
Korean development by Brandt (1980).

8 There was some discussion in those days about when this turn took place — see Sedjo (1976).
With more hindsight, Ranis (2004) identified that this point was reached around 1973.
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vigorous policy to support farmers’ income, through infrastructure investment,
ambitious agricultural extension programmes, and heavy price subsidies. Yet it
was only after 1980, well after the South Korean economy had taken off, that
agricultural productivity got off the ground.

A factor that is worth stressing — because it contributed to growth in income
per capita that was faster than the growth in labour productivity — was the
increase in the participation rate of the population to the labour force. This is
due to two factors. On the one hand, the share of the population that was of
working age tended to increase due to the fast reduction in fertility rates. On
the other hand, an increase in the female participation rate was observed in
the last 1960s, possibly because of the opening up of numerous female jobs in
newly exporting factories.’

As a final comment on interpreting the figures shown in Table 5.1, it is
important to stress that the contribution of the manufacturing sector to the
overall growth of the economy went beyond its share in GDP times its growth
rate. If it had not done so, then the contribution of manufacturing to South
Korean growth in the earlier phases of its take-off would have been modest,
despite its phenomenal growth rate. However, this argument ignores first that
the expansion of a sector that was mostly oriented towards exports fed domes-
tic demand, and therefore the growth of domestic-oriented, or non-tradeable,
sectors and, second, the powerful backward and forward linkages between
manufacturing and other sectors such as transport, communication, trade,
and finance. On top of this, by making foreign exchange available, manufac-
turing exports contributed to facilitating imports of equipment and, through
them, the diffusion of modern foreign technology throughout the economy.
Unfortunately, no precise quantitative estimate of the actual contribution of
the manufacturing engine of growth — beyond strict accounting practice —
seems to be available.

B The Financing of Accumulation and Industrialisation

How was such a successful industrialisation take-off possible? The answer is
through fast-growing investment that was largely funded by foreign sources,
especially foreign aid in the first phases of the industrialisation process, quickly
supplemented by growing domestic savings. Table 5.2 shows that the rate of
fixed capital formation over GDP progressively increased from 11 per cent in
the 1955s to more than 30 per cent by 1980, although the bulk of the increase
really started only in the late 1960s. Given the limited initial stock of capital,
even a low investment rate in these early years was able to generate a rapid
increase in the equipment and infrastructure available for production. Young
(1994, 1995) has estimated that the annual rate of growth of capital may have

9 See Park (1990).
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TABLE 5.2 South Korea: expenditures out of GDP, foreign financing, composition
of exports, 1955-1985 (current prices)

1955 I960 1965 1970 1975 1980 1985
Expenditures out of GDP (% of GDP)

Private consumption 88.2 83.1 81.7 73.1 68.3 63.2 57.4
Government consumption 9.4 14 9.5 10.§ 10.7 I11.9 I0.4
Gross fixed capital formation 1.1 11.6 17.1 27.1 28.5 30.5 29.9
of which: change in inventory 1.2 0.5 1.6 2.7 3.5 0.5 0.3
Exports 1.4 3.7 8.3 14.5 29.6 35.2 38.4
Imports 10.2 I2.5 16.6 25.3 37 40.9 36.1
GDP I00 100 IOO IOO IOO IOO  IOO
Net factor income from the rest I 08 1 0.5 -0.9 -2.6 -3.3
of the world
GNI 101 100.8 IOI 100.5 99.1 97.4 96.7
Financing of capital formation
Domestic saving 2.4 2.9 8.8 16.4 21 24.9 32.1
Foreign saving 8.8 8.8 83 108 7.4 5.8 -22
of which: foreign aid 7 7.9 7 3 I.T 02 -
Composition of exports (% of total)
Manufacturing 13 8.2 78.2 83.5 86.3 96
of which: miscellaneous 1 19.6 41.2 37.4 31.4 47.8
of which: clothing I1.9 32.5 22.9 I17.9 25.4
Others 87 41.8 21.8 16.5 13.7 4

Source: Bank of Korea, Economic Statistics Yearbook, various years.
Note that all ratios refer to three-year averages around the year that heads the column, so as to
smoothen short-run shocks — like oil prices in 1975 or 1980.

been above 16 per cent on average between 1965 and 1980 for the whole econ-
omy, excluding agriculture, contributing to a little less than half of the 11 per
cent average annual GDP growth, the rest being almost all due to the growth of
the labour force, after accounting for its increasing education level (on which
more below), thus leaving a very limited role (roughly 1 per cent per year) of
total factor productivity (TFP).*® Early growth in South Korea was thus mostly
guided by factor accumulation.

Capital accumulation in a low-income country requires savings and domes-
tic currency to buy equipment, which is mostly imported. In the case of South
Korea, both came from foreign savings and the deliberate export orientation of
industrialisation throughout the period under analysis. Up to the mid-1960s,
foreign aid, the bulk of which was provided by the United States, played a
leading role, as it covered a major part of imports, including in the 19 50s in the
form of agricultural products. Things changed when the country approached

° Young (1994) considered this fact as contrary to the view that South Korean growth was pre-
dominantly the result of major TFP gain.
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self-sufficiency in the 1970s and donors’ assistance was progressively phased
out, at which time foreign loans were used to finance the accumulation of cap-
ital that was not covered by domestic savings, even though the propensity to
save was making huge progress — part of which was generated by the implicit
taxation of depositors in a fully nationalised bank system."* Relying on foreign
loans implied a rapid accumulation of debt. From an almost insignificant level
in 1960, foreign debt grew to 40 per cent in the early 1970s. It then went down,
only to surge again in the early 1980s during the global macroeconomic crisis
that followed the second oil price boom. It is remarkable that the growth rate
of GDP was little affected by debt. As a matter of fact, the investment rate kept
increasing, reflecting a rather voluntaristic macroeconomic management.'> As
the domestic saving rate stayed on an upward trend, the country soon became
autonomous in the financing of its investment operations.

Sustaining a high investment rate in a developing economy requires having
enough foreign currency to buy goods that are not produced at home. Here
lies South Korea’s major achievement: its capacity to expand manufacturing
exports, which became the true engine of growth, not only through their con-
tribution to GDP but also through making foreign currency available for the
import of equipment and foreign technology within the manufacturing sector
itself, and also within the whole economy. Exports grew at an annual rate that
was rarely below 15 per cent and was frequently above 30 per cent through-
out the two decades from 1960 onwards, going from 4 per cent of GDP in
1960 to 30 per cent fifteen years later. Exports initially comprised chiefly
food products, inedible oils, and crude materials, including various types of
metal ores but during the 1960s the composition of exports drastically moved
towards light manufactured goods — with clothing and footwear in the first
place. As a result of an ambitious and resolute policy, however, they were then
increasingly directed towards heavy and chemical industries (HCI) in the late
1970s, apparently against what had seemed to be the country’s comparative
advantage — that is, labour-intensive exports based on cheap and high-quality
labour. It is the success of this bold policy that can be fairly termed the South
Korean miracle.

The destination of exports also changed radically over time. The main cli-
ent in the late 19 50s was Japan and exports consisted of traditional products.
Then destination countries were diversified, with the United States becom-
ing the prime client at the expense of Japan, while exports concentrated on
light manufacturing, mostly clothing and footwear. In the late 1970s, the
composition of exports shifted again and started to include an increasing
proportion of heavy industry, and clients comprised more developing and
emerging countries.

' See Cho (1996).
"> On debt see Collins and Park (1989), and on macroeconomic management in the 1970s see
Amsden (1989: 93-108).

https://doi.org/10.1017/9781009285735.008 Published online by Cambridge University Press


https://doi.org/10.1017/9781009285735.008

Directed Development with Large Firms: South Korea 173

Back in the early 1970s, however, foreign currency sources had had three
major origins. First, Japan’s reparations payments for its forty-year colonial
rule, after South Korea reconciled with its former coloniser; second, pay-
ments made by the United States in return for South Korea’s participation
in the Vietnam War; and, third, public works and building contracts in the
Gulf countries after the first oil price boom — which, incidentally, provided
Hyundai’s founder, Chung Ju-Yung, with a leg up into big business. These last
two items show another key feature of South Korean development: the capac-
ity of its rulers and entrepreneurs to take advantage of all opportunities that
might arise and that might be profitable for the country or for private business.

C Social Aspects: Education, Inequality, and Agriculture

The preceding tables and comments summarise in a very succinct way the
first twenty-five years of South Korea’s outstanding economic development.
However, this picture would be incomplete without looking at their social
counterpart. Here, too, the achievements were quite remarkable.

On the educational front, South Korea invested massively after its libera-
tion from the Japanese coloniser, which had not done much in regard to the
schooling of the indigenous population. Primary education was made a right
in the 1948 constitution and the number of schools then mushroomed, despite
a lack of resources in terms of teachers, school buildings, and textbooks. It
has been said that student-teacher ratios were frequently as high as 100, and
most schools operated two or three shifts a day. An important point is that this
resulted as much from political will and policy decisions as from the fact that
households themselves were eager to have their children educated so that they
could qualify for good jobs — to such an extent that an author referred in those
days to the ‘widespread Korean obsession with learning’.’? In many instances,
however, the burden of providing schooling was on communities, with little
help from local or central governments. Whatever the case, primary school
enrolment was nearly universal by 1960, and the demand for secondary and
tertiary schooling was also extremely high by international standards. On the
other hand, the role of university students in the events that led to the resigna-
tion of Syngman Rhee in 1960, and later on in the country’s political history,
testifies to the importance of universities in the social and political life of the
country already in those days.

This appetite for education never dwindled, so that fast progress was
achieved at the level of the whole population. According to the Barro and Lee
database, the average number of years of schooling in the working-age popula-
tion increased from 4.5 in 1950 to 7.12 in 1975."* As a basis for comparison,
the same figure is still below six in Bangladesh and Tanzania, forty-five years

13 Likewise, Seth (2002) talks about an ‘education fever’.
4 See Barro and Lee (2018).
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later. South Korea was also ahead of other late industrialisers — for example,
Singapore, Brazil, and Turkey — on several key education indicators, such as
secondary and post-secondary school enrolment, the number of tertiary stu-
dents abroad, and the number of engineering students as a proportion of uni-
versity students. As a sign of the strong demand by the population for good
education, Amsden (1989) mentions the fact that teachers in South Korea were
relatively well paid in comparison with army officers — at a time when the mil-
itary were at the head of the whole society — or professionals and technicians.

Despite this clear quantitative advantage, several weaknesses affected the
educational sector, including too generalist a curriculum, a poor vocational
training programme, and, above all and for quite some time, a clear over-supply
of educated workers for the existing demand. There were periods character-
ised by high levels of unemployment among highly educated people, and the
preparation of the first Five-Year Plan in 1963 found an excess of high-level
personnel in the bureaucracy. This issue was sufficiently serious for the Park
administration to impose quotas to reduce college enrolment at a certain stage.

Another important social aspect of the early decades of South Korea’s
development concerns the moderate degree of inequality of the distribution of
income, its stability over time, and its impact on the speed of poverty reduc-
tion. A side issue is that of the maintained income balance between the rural
and the urban sector, where the engine of growth of the whole economy lay.

The relatively low level of inequality in comparison to many developing
countries at the same income level is partly explained by the agricultural reform
that was launched at independence, which redistributed land from Japanese
and large domestic landowners to small farmers and former tenants, with a 3
hectares cap on each farm. The reform also abolished the tenant status. Given
the importance of agriculture at that stage of the development process, the
impact on the equality of the income distribution was substantial. This was
reinforced by the relative equality in the distribution of educational levels in
comparison with many developing countries.

To prevent an increase in inequality, the challenge was then to maintain a
balance between the booming urban sector, led by manufacturing development,
and the agricultural sector. As mentioned earlier, the balance initially moved
against the latter. On the one hand, productivity was often low because farm
size was too small."> On the other hand, grain production was rather heavily
taxed, making life extremely difficult for small farmers. Average productivity
was low — see Table 5.1 — and, if it increased somewhat during the 1960s,
this was because of the flow of under-employed agricultural workers towards
employment in the expanding industry. In the 1970s, the government’s action
to level off productivity and incomes across sectors yielded effective results.
Especially important had been the reversal of the production tax into a subsidy
through guaranteed prices that were above market level. Some of the support

'S See Kim, S. (2021) on the distribution of land in post-land reform South Korea.
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to agriculture went through the Saemaul programme, which was the first
community-driven development experience in the world. This programme was
as much social as economic, one of its goals being to achieve rice self-sufficiency.

With a roughly constant distribution of income - except for some short-
run fluctuation episodes — the reduction of poverty followed the continuous
increase in mean income per capita. The poverty headcount - the proportion
of people below a certain income threshold defined as the ‘poverty line’ —
cannot be computed for Korea before 1965, due to a lack of representative
household income and consumption expenditure data. However, available
estimates for the following fifteen years suggest that the poverty headcount
declined rapidly, from 40.9 per cent in 1965 to 23.4 per cent in 1970, 9.8 per
cent in 1980, and 4.5 per cent in 1984."° Thus, poverty was virtually elimi-
nated within twenty years.

Such was the spectacular economic take-off achieved by South Korea in the
twenty-five years or so after the end of the Korean War and the division of the
peninsula that had led to it. It is now time to describe the way that such results
were achieved, or, in other words, the strategies that were designed to that
end, as well as the institutional framework within which they were elaborated
and implemented

V THE DESIGN OF EARLY DEVELOPMENT
STRATEGY AND POLICY

Much has been written to explain the South Korean ‘miracle’. The point here
is not to offer an exhaustive summary of that huge literature, which, as a
matter of fact, is often focused more on East Asia rather than the single South
Korean case — as can be seen from the influential 1993 World Bank report on
‘The East-Asian Miracle’. The goal of the following pages is more modest. It
intends to list the main policy decisions and economic practices that led to
Korea’s stellar development from the mid-1950s to the 1980s, as well as the
institutional framework within which these decisions were taken, and these
practices developed.

Three periods are traditionally distinguished in the early development of
South Korea: the 19 50s under the presidency of Syngman Rhee and its import
substitution strategy; the 1960s under the military rule of Park Chung Hee and
the extremely fast development of light manufacturing exports; and the 1970s
under the dictatorship of Park and the ambitious bet on the development of

16 See Choo et al. (1996). A rough calculation suggests that the 120,000 won poverty line for a
household of five persons in 1981 used in these estimates corresponds to US$3.6 per person and
per day at 2017 international prices, which is a standard poverty line. The resulting poverty rate
of 40.9 per cent for South Korea in 1965 seems an underestimation in comparison with today’s
lower-middle-income countries. Yet if the level is probably underestimated, the rate at which
poverty fell seems correct.
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heavy industry. We will follow that order. Yet, because of the similarity of eco-
nomic policymaking in the last two periods, they will be dealt with together,
whereas a third subsection will explicitly handle the way the decision was
made regarding the heavy industry venture.

A The 1950s: Recovery, Import Substitution, and Corruption

It is not clear why this early period of South Korean development has been
given the ‘import substitution’ label. It was, rather, a disorganised period of
economic recovery after independence from Japan and the Korean war, which
would better fit the expression ‘everything goes’.'” It is true that imports played
a dominant role since the production capacity of the economy was limited. This
explains the early formation of big trading businesses, which took advantage
of the relationship with Rhee’s government to obtain import rights in certain
key areas. As a matter of fact, this is when the first big South Korean business
groups (chaebols) appeared or expanded, as was the case for Samsung, which
had engaged in trading activities since the period of Japanese rule, or LG, which
was founded in 1958 to provide the local population with imported home
appliances. Progressively, however, these trading companies got into local pro-
duction, benefitting as they did from comfortable import barriers.

As was seen earlier, the generalised climate of corruption, including a gov-
ernment that maintained itself in power through bribery, vote-rigging, and
intimidation, a flourishing black market in foodstuffs provided by the United
States, and rents granted to a few business groups through import rights or
high-level protection, severely undermined Syngman Rhee’s regime. Student
protests and accompanying turmoil pushed him out of the political arena.
However, the democratic government that replaced him did not prove more
effective in improving the country’s economic prospects or in curbing corrup-
tion or political decay.

B The Economic Policy under the Military Junta
and the Park-Led Civilian Government

As a matter of fact, there was little difference between the military and the
civilian governments headed by General Park. However, several institutional
reforms that were to have long-lasting implications were imposed by the mili-
tary junta, which could probably not have been affected otherwise.

1 The Revolutionary Objectives of the Military Power
The junta that took power after the coup of May 1961 did so explicitly to end
the previous era of economic and social disorder and to put an end to cor-

ruption. With General Park Chung Hee at its head, it presented itself and its

7 Seth (2013) talks about an ‘unpromising recovery’ when analysing this period.
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overall programme as a ‘National Revolution’. The words are important here
because, in many respects, the beginning of Park’s era as ruler of South Korea
was indeed a revolution from the point of view of politics, institutions, and
economic policy. This state of affairs did not change much when the junta gave
way to a civil regime, with Park as president, in 1963, as the army remained
extremely powerful and military personnel continued to be strongly repre-
sented in most high- and middle-tier state decision-making units. The initial
revolutionary impetus of the junta thus remained present for a long time under
Park’s leadership. Its main dimensions may be briefly described as follows.

First, the military in power drastically modified the way the country and the
economy were run. The army had inherited a strong sense of discipline from the
Japanese era. Once the power struggle about who would command the junta
ended, a rigorous, well-qualified, and corruption-free administration was set up.
The bureaucracy was reformed by introducing within it a military structure,
especially a deep respect for the hierarchy and a strict observance of orders com-
ing from superiors. The change from the rather disorganised management that
was in place before was drastic. At the same time, a powerful intelligence unit
was installed whose mission was to reinforce Park’s grip on the whole political
and economic system, including, in some cases, some army factions. The KCIA
played a key role throughout Park’s rule. In particular, it was the KCIA that
managed the reorganisation of the bureaucracy along the preceding lines, nota-
bly through major purges and a drastic reduction in the number of bureaucrats,
by getting rid of those who were found to be ineffective and/or rent seekers.

Second, the junta, and Park at its head, wanted to truly revolutionise the way
the economy was run, which implied two big changes: (i) the introduction of
serious economic planning; and (ii) fighting corruption. On the first account, a
true ‘planning’ attitude and practice was introduced in policymaking. Planning
was not new in South Korea, but it was previously ineffective. In 1962, the
first Five-Year Economic and Development Plan was launched, essentially a
top-down set of policies designed and executed by a highly able group of civil
servants, the Economic Planning Bureau (EPB), whose head practically had
prime minister rank.

In regard to corruption, the junta arrested all those who were taking undue
advantage of the previous disorder within the economic system: ‘illicit’ profi-
teers of all types, tax evaders, ‘hoodlums, as well as Communist sympathisers.

Of very special interest, and of key relevance for the forthcoming devel-
opment of the country, was the initial threat issued to the owners of big
businesses — that is, the so-called chaebols — who had built up huge rents
under the previous regime, that they could be dispossessed of their wealth
and could see their enterprises nationalised. In a celebrated encounter between
Park and Yi Pyong Chol, the founder, owner, and manager of Samsung, then
the most powerful group in South Korea, the latter suggested that instead of
expropriating them, it might be better to have the chaebols work to advance
the junta’s policy, while maintaining the threat of full expropriation in the
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case of non-compliance or misconduct'® — which occurred later in the case of
Samsung, which was caught up in a corruption affair and which had to hand
over its fertiliser company to the state. This general deal between Park and the
chaebols, despite the general mistrust of the former and the army in regard to
business, was to become the spearhead of South Korea’s astonishing industri-
alisation process.

Third, as part of this fight against corruption and despite the chaebols’
owner-managers being conditionally spared, all banks were nationalised so
that credit operations could be under full central control. Other state-owned
companies already existed at the time the junta took power, or were created
shortly afterwards. In general, they produced basic commodities or utilities
such as energy, water, and transport infrastructure. The most famous was the
Pohang Iron and Steel Company (POSCO), created at the time the Park admin-
istration decided to launch its HCI programme.

Fourth, Park, as well as the army, were openly anti-Communist, an attitude
that can be easily understood in view of the deep rivalry with North Korea.
However, things went deeper than mere political divergences. Communist
North Korea was a constant threat, which required permanent surveillance
of its possible links with people in the South, as well as heavy military invest-
ment, especially when the US military presence started to weaken in the late
1970s. Park embarked on his heavy industry programme and on the creation
of POSCO partly so that South Korea would be able to produce military equip-
ment. Another aspect of the anti-Communist bias of the regime that succeeded
to the junta was its repression of unions and labour movements.

To these basic changes brought about by the shift to a military regime,
which were tightly maintained afterwards, it is crucial to add some of the key
ideas held by the ruler and the small group of advisers around him. These ideas,
indeed, inspired his policy during his twenty-year hold over South Korea’s
economy and society, and to a large extent explain the development achieve-
ments that could be observed at the time of his death in 1980.

2 Park’s Views about South Korean Development

A few fundamental principles inspired Park’s development policy from the first
moment of his accession to power. One was a strict rejection of Communism
as an economic system, despite his youthful flirtation with Communist move-
ments before the Korean War. However, this did not mean for him relying

8 Actually, the story is quite dramatic. Shortly after the coup most chaebol owners had been
arrested and were about to be dispossessed. Their lives were threatened and, of course, their
companies had stopped operating. The US representative in Korea is said to then have con-
vinced Park that it would be bad policy to destroy the most dynamic business group in the
country. Yi Pyong Chol, the head of Samsung, then negotiated this deal with Park according
to which the chaebols would cooperate but would be dispossessed if they did not comply with
Park’s policy. See Kim Hyung-A (2011: 94-96).
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blindly on market mechanisms: the state had to have its say in development
orientations. A second principle had to do with the example of Japan, which
he knew rather well and had been able to observe as a former student in
Tokyo’s Military Academy. He reportedly repeated throughout his leadership
that his goal was to reach the development level of Japan in a ‘single genera-
tion’. Another principle was well portrayed in his familiar saying, ‘rich state,
strong army’, which he understood as implying a two-way causal relationship:
a strong army would allow business to prosper while being sheltered from
North Korean actions, and a prosperous state would be able to afford such a
strong army. But building a strong army also required developing some heavy
industrial capacity. A fourth principle that guided Park’s action was highly
diplomatic: it was the care he took to preserve peaceful collaboration with the
US administration and its representatives in Seoul. This had not always been
the case under the previous regime. Some tensions arose at times between Park
and the US representatives, but it cannot be denied that, overall, the United
States played a huge role in South Korean development, not only through its
financial assistance but also through its economic advice. The US interest in
such a collaboration must not be underestimated either. In the geopolitical
context of those days, it was important for the Western superpower and its
promotion of market capitalism that South Korea succeed and clearly over-
come Communist North Korea.

With such principles, and given the rivalry with North Korea, which was
able to live for a while on the strong industrial base it had inherited at the time
of the separation, the economic goal of Park’s regime could not be other than
the pursuit of the fastest possible economic growth.

3 The Light Manufacturing Export Drive of the 1960s

This quest for fast growth relied on two pillars: the export orientation of the
economy and heavy investments in infrastructure. On both fronts, success was
quick and stellar thanks to original, voluntarist, and clever policies. Yet it is the
phenomenal progress in exports that calls for the most detailed explanation.

The choice of export orientation as a strategy of development was based on
an assessment of development limits experienced in the previous period and
the relative failure of protection to produce fast import substitution-based
growth. The analysis by Park and his advisers at the EPB was that such a pol-
icy would not succeed because the domestic market was too small and econ-
omies of scale could not be developed; hence the export orientation emphasis
of the first Five-Year Development Plan. But an objective is nothing without
the right instruments to achieve it. This is where South Korea was extremely
innovative.

The key to the extraordinary South Korean export drive in the 1960s lay
partly in the reform of the exchange rate, partly in the authoritarian manage-
ment of Park’s team, partly in an effective bureaucracy (both in key administra-
tions and in the nationalised banking system), and very much in the dynamism
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of private enterprises. There is indeed a notable difference between this prag-
matic approach to export-led growth and both the neoclassical explanation
that is often given of the South Korean miracle as the mere result of moving to
a ‘free-market’ and ‘free-trade’ economic regime (Balassa, 1988), as well as the
heterodox view that South Korean success was essentially the result of inspired
stewardship which went as far as ‘getting the prices wrong’, to use the words
of Amsden (1992).

The civil government before the junta had rationalised the foreign exchange
market by eliminating a complex multiple exchange rate regime and adjusting
the official rate to the rate observed in the curbed market. The won had thus
been devalued by some 160 per cent in the space of two years, and foreign
exchange management had been made simpler."” This increased the profit-
ability of exports. The second impetus to exports was given by several types
of incentives provided to exporters, which comprised: (i) tax incentives; (ii)
tariff exemptions and credit facilities on imported inputs; (iii) export credits at
subsidised interest rates; and (iv) foreign currency loans. Among them, interest
subsidies were probably the most important: by 1965 the subsidised rate to
exporters was 6.5 percentage points for an official lending rate of 26 per cent —
and a domestic inflation rate of 13.6 per cent, making the real borrowing rate
of exporters negative.*® Most importantly, however, these subsidised credits
were granted by the nationalised banking system conditionally on comply-
ing with export targets set by the government for large trading companies in
charge of exporting the production of medium or large chaebol companies,
which would soon be at the head of a true global distribution network. This is
where a competent and non-corrupt administration and banking system were
crucial. On top of this, the export targets were changed over time, based on
the objective of the Five-Year Economic and Development Plans and based
on firms’ views on what they could achieve from one year to the next. These
targets were set in negotiations with high-level government representatives, if
not with Park himself for the largest chaebols.

Even with such advantages, it took extremely dynamic entrepreneurs to pen-
etrate foreign markets and then to increase their market share. This is where
the chaebols played a huge and crucial role. In a few years, between 1962 and
1971, exports of light manufacture — wigs, clothing, footwear, and plywood —
increased by US$700 million (7 per cent of 1971 GDP), essentially starting
from scratch. Such rapid progress is doubtless proof of the strong ability of
Korean entrepreneurs not only to seize the opportunities offered by export and
industrial policy incentives but also to make their way in foreign markets. At
the same time, huge economies of scale made them increasingly competitive,
which also suggests that, thanks to multiple export incentives, they accumu-
lated solid rents that could be reinvested in other activities.

" See Yoo, Yungho (2017).
*° See Cho (1996).

https://doi.org/10.1017/9781009285735.008 Published online by Cambridge University Press


https://doi.org/10.1017/9781009285735.008

Directed Development with Large Firms: South Korea 181

The economy grew rapidly. GDP was multiplied by 2.5 between 1962 and
1971. Could it have continued to expand at the same pace, based on the same
line of exports? Korea’s world export share in clothing trade was only 4.4 per
cent at that time, but, of course, was much less if the world market, includ-
ing national production for domestic consumption, is used as the reference.
Moreover, it turned out that clothing exports from South Korea would go on
to increase by US$ 1,600 million between 1971 and 1976, when they amounted
to 1o per cent of world exports. Why then did the Park regime decide to launch
the HCI programme, deviating completely from successful labour-intensive
manufacturing exports?

4 Park’s Dictatorship, the Chaebols, and the

Heavy Industry Venture of the 1970s

After the serious social turmoil surrounding Park’s aspiration to a third
mandate, which was contrary to the existing constitution, martial law was
decreed, putting an end to all protest, and a new (Yushin) constitution was
passed that gave Park nearly dictatorial power. He then bluntly pushed the
economy towards heavy industry, despite the general opposition that had
expressed itself before the promulgation of the new constitution, and against
the wishes of several of his advisers and top experts in ministries and gov-
ernment agencies, who favoured the continuation of the light manufacturing
export strategy. Park’s motivation might have been his ambition to replicate
the Japanese development model ‘in a single generation’, but he also had a
firm conviction that, in the very long run, light industry, including in those
days consumer electronics, was a dead end in the journey towards joining the
club of rich countries.

The HCI strategy relied on two pillars. On the one hand, it was necessary
to build a powerful steel industry that could provide the basic metallic inputs
needed by lots of kinds of heavy manufacturing. The state-owned POSCO had
already been included in the first Five-Year Development Plan as a strategic
industry but had not been implemented due to a lack of resources. It was main-
tained in the second Five-Year Plan, despite the opposition not only of a large
part of the civil society and the bureaucracy but also of the World Bank, which
had turned down a loan request, and of the US representative. Funding was
finally available thanks to the US$500 million reparations payment made by
the Japanese government in the late 1960s. Construction of the steel complex
started in 1970 and the first POSCO mill became operational in 1973, with a
capacity that was apparently among the highest in the world.**

The second pillar of the HCI strategy relied on the chaebols, from which
Park required extended efforts to make their way in heavy industry exports,
always with the same strategy of offering huge advantages of various sorts
and making them compete against each other in the pursuit of an export

> On POSCO see Rhyu and Lew (2011).
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breakthrough in a specific industry. This kind of tournament rule of the game,
plus the risk of bankruptcy in the case of failure, was indeed a clever way of
making sure that competitors would do their absolute best to succeed.**

One of the best examples of that strategy was the launch of an
export-oriented shipbuilding industry. South Korea was already producing
small fishing ships, but it did not have the capacity to produce huge vessels
of the type increasingly demanded by marine transporters and oil producers.
Park invited three chaebols to get into that business — Hyundai, Daewoo,
and Samsung - providing them with the same types of incentives as had been
provided for light manufacturing exports but also with particularly import-
ant subsidised credits from domestic banks, as well as publicly guaranteed
foreign loans, and promising nice rewards to the winners. It was obviously
a hugely risky bet for a country that was renowned for wigs, apparel, and
footwear exports to get into this kind of heavy business. Hyundai won the
race, with a rather daring gamble involving two simultaneous contracts: one
for two tankers to be delivered to a Greek company, and another for the
purchase of a shipyard design and shipyard equipment from the Japanese
Mitsubishi. The tankers were built at the same time as the shipyard was con-
structed. Both Samsung and Daewoo were also operational and active in that
line of business a year later. Quite remarkably, South Korea soon became a
major global actor in shipbuilding.

Not all industrial ventures under the HCI project did so well. Moreover,
they were not always devoid of political machinations involving Park and close
collaborators competing to succeed him. It was thus not uncommon for gener-
ous state advantages to be provided to a chaebol for some industrial venture in
return for funding political campaigns or other political expenses. The whole
manufacturing export drive strategy launched in the 1960s progressively
evolved towards crony capitalism due to the growing economic power of the
chaebols and the financing needs of the political game played by the small team
in power.

The car industry, an important component of the HCI programme, which
finally produced Hyundai’s Pony for the domestic market and then Latin
America, is a good example of the intertwining of chaebols, Park and his close
collaborators, powerful state executives in key positions, politicians, and for-
eign multinational companies.

The story starts in the 1960s, when car assembling companies were
launched as a substitute to car imports. Various chaebols were present at
this time, supported by a particular political faction and associated with
foreign constructors. According to the competition model imposed by Park,
three chaebols competed in the domestic market, which was much too small
to exploit economies of scale. Even so, protection made the business highly

** The following paragraph on the chaebols owes much to Kim and Park (2011), whereas the part
that deals with the automotive industry relies greatly on Lee Nae-Young (2011).
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profitable and fed both the chaebols and the political factions behind them.
The EPB then imposed an increase in the number of locally produced parts
and, a little later, requested the creation of a local engine plant for the whole
industry, which would benefit from generous subsidised credit and access to
guaranteed foreign loans. Competition then took place between a chaebol,
Sinjin, partnering with General Motors, and Hyundai, initially associated
with Ford and later with Mitsubishi. Because Hyundai intended to produce
not only a local engine but a full car, it finally won the deal and benefited from
additional help from Park’s cabinet, drawing on the newly created National
Investment Fund, based on compulsory deposits of savings collected by non-
bank financial institutions. The Pony car was launched in 1975 in the domes-
tic market, while Sinjin continued to assemble General Motors cars, which
were now much less popular than the national brand. Other assemblers went
bankrupt in the process.

The provisional end of the story is that Hyundai almost immediately sought
to export the Pony to gain in economies of scale. The car was shipped to
the Central American market. Yet, despite its record low price — in large part
thanks to the huge subsidies received from the state — the car was of bad qual-
ity and exports failed to pick up. Advanced countries’ markets were inacces-
sible because high marketing barriers and the low quality of the Pony. It took
several years and the mediation of Japanese companies for Hyundai to enter
the low end of the US market around 1985.

Even before the assassination of Park in 1979, the central government had
lost its hold over the chaebols. They had become ‘too big to fail’ and enjoyed
extensive freedom with respect to the government. Some of them had incurred
big losses in several failed ventures and could not repay their huge debts. Yet
they controlled too many activities and employed too many people to allow
them to go bankrupt. They were generally bailed out by the nationalised bank-
ing system. It was only after the death of Park, and with a lot of difficulty, that
the fabric of the chaebols could be rationalised through mergers in order to
reduce this kind of risk.

Meanwhile, the state-owned steel company POSCO, heavily subsidised
throughout its first years of existence, had been able to achieve international
competitiveness, in large part thanks to Japanese technological support. By 1981,
it was supplying not only the domestic market but also the Japanese market.

It is difficult to evaluate the exact contribution of the HCI drive to South
Korean development. Judging from the following decades of industrialisation
it looks like a resounding success. Yet, as suggested by the preceding examples,
it was costly, not only in terms of the various business failures it produced, by
the cronyism it triggered, and the economic inefficiency it generated when var-
ious chaebols competed in markets that were too small for them, but also the
damage it caused to the rest of the economy, especially to the SMEs that were
unable to obtain resources in a banking system almost entirely devoted to the
chaebols and SOEs. Yet success was undeniably there. Exports increased by
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US$18 billion — representing a stunning rate of annual increase of 22 per cent
in volume — between 1970 and 1980, with a large and increasing contribution
of heavy manufacturing and with the positive effects seen above on the whole
economy. The lingering question, however, is whether the same result could
have been obtained with another strategy that would have extended the light
manufacturing drive, which had been so successful in the 1960s and continued
to be so in the 1970s progressively towards more capital-intensive activities
instead of this abrupt dive into heavy industry.

VI AN INSTITUTIONAL DIAGNOSTIC OF
SOUTH KOREA IN THE MID-1970S$

It is a challenge to produce a diagnostic of a country that did so well on both the
economic and social fronts as South Korea, even when considering the country
at a time when its development level was comparable to that of contemporane-
ous lower-middle-income countries. It is indeed tempting to say that the coun-
try got everything right. Looking at it from the standpoint of the late 1970s,
however, the feeling might have been somewhat mixed. Analysts in those days
would have been looking at a country that had taken off thanks to a specific set
of institutions, initial conditions, and a strong will to access prosperity after half
a century of privation, a country that took its chances as a labour-intensive man-
ufacturing exporter with phenomenal discipline and effectiveness. However,
they would also have noticed some late changes in the way the country and
the economy fared. Success was still as phenomenal as it had been before, but
the governance of the country had changed somewhat, with an omni-president
running the country together with huge business groups about to become mul-
tinational corporations and intending to push the country forwards in a kind
of breakneck race. As a matter of fact, a setback was not far off when Park was
assassinated. The 1979 oil price boom revealed major weaknesses in the South
Korean economy inherited from the heavy industry programme that had been
pursued in the preceding years: a huge foreign debt, a high rate of inflation, a
nationalised banking sector crippled by non-performing loans (NPLs), some
major chaebols that were near bankruptcy (with potentially explosive effects on
the whole economy), and possibly a change under way in the international trade
order, with the second doubling of oil prices in a few years.

In view of such a situation, it seems logical to articulate an institutional
diagnostic of South Korea in the late 1970s in two parts: one relating to the
institutions built since the creation of the Republic of Korea, and the causes
of their success in setting its remarkable export-led growth path; and another
focusing on the changes that are perceptible when looking more carefully at
the 1970s.

The ‘diagnostic table’ (Table §.3) has been developed following the same
principles as those used in the case studies of the IDP project, with a cen-
tral column listing readily observable institutional strengths and weaknesses,
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a column to its right listing the main economic consequences, a column to its
left listing their major proximate causes, and, finally, an additional column on
the left-hand side listing the deep factors behind those causes. Note that, for
the sake of conciseness and simplicity, no representation has been made of the
causality relationships between the various items in each column for a given
period. In effect, causality applies among whole sets of items in the various
columns, rather than among items on the same row.

The originality of this table for South Korea is that it is broken down into
three periods — the same periods that were used to organise the discussion in
the preceding pages. The reason for this lies in the deep differences in the way
institutions functioned in South Korea during the post-war period, during the
period of the junta and the first Park terms, and the period after the Yushin
constitution, which gave quasi-dictatorial powers to Park. Sticking to the strict
diagnostic exercise announced at the beginning of this chapter, it might have
been sufficient to focus on the last period. Enlarging the lens allows us to see
the evolving nature of institutions and how the way they were defined and
worked in a given period affected how they would perform in the next period.
For instance, the 1961 military coup in South Korea and the type of institu-
tions set up by the military junta and then by Park’s administration cannot
be understood without some knowledge of the previous period. Likewise, the
situation in the late 1970s, which is the core subject of our inquiry, can only
be apprehended by reference to the institutional setting and economic success
of the preceding period.

The various entries in the table for the first two periods, as well as the
list of ‘deep factors’, have been discussed at some length in the preceding
pages and do not need further comments. The table essentially summarises
what factors explain South Korea’s remarkable development throughout the
1960s. Yet those entries will be helpful below in producing a diagnostic of
the last period.

Examining South Korea in say 1978, at the time when its income level was
roughly comparable to that of Bangladesh, Benin, Mozambique, and Tanzania
in 2020,*3 and scrutinising it in the same way as we did for those four coun-
tries, what would be our conclusion?

The first conclusion is obviously that in the span of a few years South
Korea had developed an institutional setting that was particularly effective for
development purposes. While its income level was perhaps comparable to the
IDP case study countries today, it could count on huge advantages in terms
of the educational level of its population, an effective and competent bureau-
cracy, and major infrastructure capital. It could also rely on an effective eco-
nomic policy machinery, based on a planning bureau populated by high-level

*3 It will be seen in Chapter 7 that the comparability holds mostly for Bangladesh. Rigorously
speaking, income per capita in 2018 in Tanzania is equivalent to South Korea in 1970, while
the correct reference would be 1965 for Benin and 1955 for Mozambique.
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experts and a network of correspondents in the presidency, the ministries,
state agencies, and nationalised banks.

Even though it was also set to evolve, this institutional setting was an
enormous asset for future development. It was itself the joint result of var-
ious factors: (i) an ethnically homogeneous population eager to get out of
dire poverty after forty years of Japanese rule and three years of a deadly
war, and frustrated by an ineffective and highly corrupt government; (ii) an
army that, implicitly siding with the population, had carried out a coup and
installed a junta willing to operate a radical change in the way the economy
worked; (iii) the Japanese model of development, which was well known to
the leaders of the junta, that could be used as a template; (iv) a well-trained
elite and a sufficiently educated population that could form a competent
bureaucracy; (v) the rivalry with North Korea; (vi) the support of the United
States; and (vii) a gifted, clever, ambitious, and patriotic leader. In a few
years, and based on a vigorous export-led strategy, the South Korean econ-
omy had taken off.

Signs did exist in the 1970s that the machinery was evolving. First, cen-
tralisation had strengthened, and the planning entity had lost some power in
favour of the president’s office, in an effort by the latter to impose the HCI
programme, which was far from consensual among top experts in the plan-
ning bureau and other administrative entities. Park’s obsession with the HCI
programme had much to do with some of the ‘deep factors’ listed in the diag-
nostic table. The hostile relationship with the Northern neighbour would at
some stage make armament production necessary in the South, which would
require massive heavy industry inputs, steel in the first place. Also, North
Korea boasted a steel industry, which caused South Koreans to feel somewhat
ashamed of their apparel, wig, and footwear exports. Finally, was it not the
case that the steel industry had been a key factor in Japan’s development and
its military power?

Park’s strong will to move on with the HCI programme to intensify indus-
trialisation and to continue with hypergrowth was also behind the consti-
tutional change that gave him quasi-dictatorial power (on top of the more
obvious objective of muting the opposition and democratic forces). Yet this
move towards heavy industry exports entailed changes in the relationship
between the president and the chaebols, which were the spearheads of this
new strategy. They had already acquired considerable economic power in the
previous period. The intensification of industrialisation, which could not rely
on medium-sized enterprises, gave them still more power. At the same time,
because of their earlier success in international markets, they had acquired
considerable autonomy with respect to the central power, through their size,
the holding structure they adopted to control a batch of very diverse activi-
ties, and through their links with multinational corporations in domestic and
foreign markets. Given the huge financing facilities granted to them by the
central power, they were able to keep expanding, sometimes in extremely risky
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ventures, following their own strategies. Paradoxically, the centralisation of
economic power in the presidency came with some loss of control over the
chaebols. In addition, the chaebols were also important in providing resources
that allowed Park to pursue political objectives at a time when the opposition,
labour unions, and civil society were gaining vigour, in part as a result of the
astounding economic progress of the past fifteen years or so.

More autonomous, because more economically powerful, and essential
for the continuation of fast economic growth, the chaebols apparently did
not enter the political game. Thus, it would be an exaggeration to refer to
elite capture. What seems certain is that they implicitly had a say in regard
to economic policy, which had not been the case a few years before. In
effect, by the late 1970s South Korea was converging with those modern
societies where captains of industry or CEOs of major companies are at the
same time the vectors of economic activity and progress as well as major
interlocutors — and in some cases economic guides to governments. Such an
evolution was not necessarily negative, even though it did not fit well with
an authoritarian regime.

Another consequence of the huge advantages given to the chaebols to enable
them to perform their breakthrough in heavy industrial exports was a deeply
distorted financial market, where state-owned banks could not fully play their
role of efficient resource allocation agents because of the huge funding require-
ments needed for the chaebols’ ventures and, in some cases, for bailing them
out. Such financial repression by the central power could have been very effec-
tive in the 1960s at the time when the manufacturing export engine needed
to be kickstarted, but it was not adapted to an economy whose volume had
quadrupled and whose citizens were now three times richer.

The years after Park’s death were difficult ones, not least because of the sec-
ond oil price boom, which severely affected the heavy industry due to its energy
needs, but which also revealed weaknesses in the economic fabric woven by
the chaebols. Under Chun’s dictatorship, several years were needed to put an
end to the ‘everything goes’ attitude that had prevailed during the last years of
Park’s era, and to restructure the chaebols into a sustainable but still fantas-
tically effective driver of industrialisation and development, thus ensuring the
final success of Park’s risky HCI bet.

VII CONCLUSION

Retrospectively, General Park’s leadership was decisive in setting South Korea
on a development trajectory that led the country from lower-income country
status in the early 1960s to being admitted to the OECD club of rich countries
less than forty years later. There was still a long way to go when he was assas-
sinated, and the path has not always been an easy one. Without the vigorous
take-off of the 1960s under Park, however, it is unlikely that South Koreans
would have attained the prosperity they enjoy 6o years later.
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The development of South Korea in the 1960s should indeed be an example
for least advanced countries (LACs) today. As poor as some LACs are today,
South Korea was very much disorganised after passing through a major con-
flict, was without natural resources, had no clear development strategy, and
was home to a corrupt regime, but a radical turn towards a labour-intensive
manufacturing export strategy was taken in two or three years and propelled
the economy on a rocket-speed development trajectory. Its key assets on that
journey were a capable and disciplined bureaucracy, a dynamic entrepreneur-
ial class, a population eager to learn, and effective and smart (although author-
itarian) stewardship.

The debate will probably still last quite some time about whether the author-
itarian nature of that leadership should be considered as another favourable
asset in the early development of South Korea. From an economic point of
view, however, the point may not be so much the nature of the political regime
but rather the stability that it brought, in contrast to what had been observed
in the previous post-war period.

With the Japanese development model in mind, but short of funds, South
Korea was able to exploit all opportunities that arose to increase the resources
that could be invested in its development. But it is certainly in its management
of the business sector and the attribution of what could be called ‘conditional
rents’ that the country was most innovative and successful. Providing heavily
subsidised funds and other advantages to light manufacturing exporters con-
ditionally on reaching predefined objectives proved highly effective. The same
can be said of the competition imposed later on chaebol conglomerates in the
conquest of foreign markets in heavy manufacturing. Yet this strategy would
not have succeeded without a skilled and transparent bureaucracy that was
able to tightly monitor business. Even though it was successful, however, it
must be recognised that this strategy was a real bet. It could have failed, which
would have had dramatic consequences for development.

It also bears emphasis that the South Korean economy was not devoid of
corruption. Business was also often asked to contribute to the campaigns of
top politicians, including Park himself, to such an extent that towards the end
of his era the chaebols had acquired real leverage over the government, which
made regulating them less effective. As a matter of fact, this culture of cor-
ruption has not completely disappeared, as can be seen from the numerous
scandals that continue to tarnish South Korean political life. In the case of
South Korea, however, this might appear more the consequence of a successful
development strategy based on the relationship between the state and business
than as a handicap for the implementation of such a strategy. This does not
mean it is costless, of course.

A last lesson of South Korea’s early development for today’s LACs concerns
the distribution of income and the accumulation of human capital. Not only
was the degree of inequality moderate by developing country standards, but it
was remarkably constant. This low level of inequality is to be related in part
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to the land reform that was implemented upon the departure of the Japanese
colonisers, but also to the homogeneous progress of education within the pop-
ulation throughout this period. In addition, there was a constant concern on
the part of the leadership to avoid mounting imbalances between the rural
sector and the highly dynamic manufacturing sector and ancillary activities
in urban areas. This relative stability of the distribution of income permitted
economic growth to translate immediately and effectively into the reduction of
poverty. At the same time, it did not prevent democratic movements forcefully
expressing their discontent whenever possible in the face of essentially auto-
cratic regimes — until democracy finally prevailed.
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