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This volume is one of a series resulting from the research project on Exchange
Control, Liberalization, and Economic Development sponsored by the Na-
tional Burcau of Economic Research, the name of the project having been sub-
sequently broadened to Foreign Trade Regimes and Economic Development.
Underlying the project was the belief by all participants that the phenomena
of exchange control and liberalization in less developed countries require care-
ful and detailed analysis within a sound theoretical framework, and that the
effects of individual policies and restrictions cannot be analyzed without con-
sideration of both the nature of their administration and the economic environ-
ment within which they arc adopted as determined by the domestic economic
policy and structuse of the particular country.

The research has thus had three aspects: (1) development of an ana-
Iytical framework for handling exchange control and liberalization; (2) within
that framework, research on individual countries, undertaken independently
by senior scholars; and (3) analysis of the results of these independent efforts
with a view to identifying those empirical generalizations that appear to
emerge from the experience of the countries studied.

The analytical framework developed in the first stage was extensively
commented upon by those responsible for the research on individual countries,
and was then revised to the satisfaction of all participants. That framework,
serving as thc common basis upon which the country studies were undertaken,
is further reflected in the syntheses reporting on the third aspect of the research.

The analytical framework pinpointed these three principal areas of re-
search which all participants undertook to analyze for their own countries.
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Subjcct to a common focus on these three areas, cach participant enjoyed
maximum latitude to develop the analysis of his country’s experience in the
way he deemed appropriate. Comparison of the couritry volumes will indicate
that this freedom was indeed utilized, and we believe that it has paid hand-
some dividends. The three areas singled out for in-depth analysis in the
country studies arc: v

1. The anatomy of exchznge control: The economic efficiency and dis-
tributional implications of alternative methods of exchange control in cach
country were to be examined and analyzed. Every method of exchange con-
trol differs analytically in its effects frem cvery other. In cach country study
carc has been taken to bring out the implications of the particular methods of
control used. We consider it to be onc of the major results of the project that
these effects have been brought out systematically and clearly in analysis of
the individual countries’ experience.

2. The liberalization episode: Another major arca for rescarch was to be
a detailed analysis of attempts to liberalize the payments regime. In the ana-
lytical framework, devaluation and liberalization were carefully distinguished,
and concepts for quantifying the extent of devaluation and of liberalization
were developed. It was hoped that carcful analysis of individual devaluation
and liberalization attempts, both successful and unsuccessful, would permit
identification of the political and cconomic ingredients of an cffective effort in
that direction.

3. Growth relationships: Finally, the relationship of the exchange con-
trol regime to growth via static-efficiency and other factors.was to be inves--
tigated. In this regard, the possible effects on savings, investment allocation,
rescarch and development, and entrcprencurship were to be highlighted.

In addition to identifying the three principal areas to be investigated, the
analytical framework provided a common set of concepts to be used in the
studics and distinguished various phases regarded as useful in tracing the ex-
perience of the individual countries and in assuring comparability of the anal-
yses. The concepts arc defined and the phases delincated in Appendix A.

The country studies undertaken within this project and their authors are
as follows:

Brazil Albert Fishlow, University of California, Berkeley
Chile Jere R. Behrman, University of Pennsylvania
Colombia Carlos F. Diaz-Alejandro, Yalc University

Egypt Bent Hansen, University of California, Berkeley, and

Karim Nashashibi, International Monetary Fund
Ghana J. Clark Leith, University of Western Ontario
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India Jagdish N. Bhagwati, Massachusetts Institute of Tech-
nology, and T. N. Srinivasan, Indian Statistical Institute
Isracl Michael Michaely, The Hebrew University of Jerusalem

Philippines  Robert E. Baldwin, University of Wisconsin

South Korea  Charles R. Frank, Jr., Princeton University and The
Brookings Institution; Kwang Suk Kim, Korea Develop-
ment Institute, Republic of Korea; and Larry E. West-
phal, Northwestern University

Turkey . Anne O. Krueger, University of Minnesota

The principal results of the different country studies are brought to-
gether in our overall syntheses. Each of the country studies, however, has
been made self-contained, so that readers interested in only certain of these
studies will not be handicapped.

In undertaking this project and bringing it to successful completion, the
authors of the individual country studies have contributed substantially to the
progress of the whole endeavor, over and above their individual research.
Each has commented upon the research findings of other participants, and
has made numerous suggestions which have improved the overall design and
execution of the project. The country authors who have collaborated with us
constitute an exceptionally able group of development economists, and we
wish to thank all of them for their cooperation and participation in the project.

We must also thank the National Bureau of Economic Research for its
sponsorship of the project and its assistance with many of the arrangements
necessary in an undertaking of this magnitude. Hal B. Lary, Vice President-
Rescarch, has most energetically and efficiently provided both intellectual and
administrative input into the project over a three-year period. We would also
like to express our gratitude to the Agency for International Development for
having financed the National Bureau in undertaking this project. Michael
Roemer and Constaniine Michalopoulos particularly deserve our sincere
thanks.

JAGDISH N. BHAGWATI
Massachusetts Institute of Technology

ANNE O, KRUEGER
University of Minnesota



When Charles Frank was engaged by the Co-Directors of this series to
write the book on Korea, he learned that Larry E. Westphal and Kwang Suk
Kim were already at work on a parallel study sponsored by the World Bank. To
avoid duplication, the three of them agreed to collaborate, and the present
volume represents their joint efforts.

Kim did most of the research for chapters 2, 3, 4, and 5, and also wrote
the first drafts. Westphal and Kim produced chapters 6 and 10, and Frank
contributed the remaining chapters. All three authors participated in tke plan-
ning of each other’s work and in the revision of first drafts.

Much of the material in chapters 6 and 10 was drawn from the Westphal
and Kim contribution to the World Bank study. Their essay, “Industrial Policy
and Development in Korea,” emphasizes the methodology of measuring effec-
tive incentives and contains considerably more detailed analysis than it was
thought necessary to include in the National Bureau’s series.

We are grateful to the World Bank and to Bela Balassa, editor of Devel-
opment Strategies in Semi-Industrialized Countries, for permission to make use
of the Westphal and Kim essay in this book. We are also grateful to Balassa for
his helpful guidance at every stage of our research and for his comments on
several draft chapters.

The authors thank Thomas Olmsted and his colleagues at the USAID
mission to Korea for their full support and cooperation. They also acknowledge
the Ford Foundation grant of 1971 that enabled Kim to spend a year at Prince-
ton working closely with his coauthors. Upon his return home, Kim was named
a senior fellow of the Korca Development Institute. The Institute and its
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president, Mahn-je Kim, were very helpful to the authors. The Korean officials
who offered their services are too numerous to be listed here.

The compilation of the 1955 input-output table ir Chapter 10 was sup-
ported by grants from the University Committee on Research in the Humanities
and Social Sciences and the Council on International and Regional Studics,
Princeton University. Sac Min Oh of the Bank of Korea's staff oversaw the
task. Much of the computation of the growth contributions was financed by
the Rescarch Program in Economic Development, the Woodrow Wilson
School, Princcton University. The Research Program in Economic Develop-
ment provided general assistance including office space, secretarial help, and
rescarch assistants. Northwestern University granted Westphal a quarter’s paid
leave to permit time for further computations and writing.

Hal Lary read each draft of this volume very carefully and made numerous
suggestions which greatly improved the end result. Jagdish Bhagwati and Anne
Krueger provided expert guidance and intellectual stimulation. They gave us
many helpful comments on earlicr versions of the manuscript. T. N. Srinivasan,
who read the next to last draft, passed on a variety of useful ideas. All of our
collcagues associated with the National Bureau project are to be thanked for
the insight of their suggestions, which were offered at the group sessions on
research strategy.

A special acknowledgment is duc Alice Ann Navin, without whose valu-
able assistance, the input-output analysis and effective incentive calculations
could not have been done so expeditiously. Rekka Nadkarni furnished expert
and extremely valuable help to Charles Frank in the computer programming and
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Principal Dates and Historical Events
in South Korea

1904 Effective takeover of government by the Japanese in Korea.

1910 Korea formally annexed to Japan.

1945 Liberation of Korea by American and Russian troops; country
split along 38th parallel; U.S. military government installed in
South Korea.

1947 First stage of land reform; properties expropriated after de-

parturc of Japancse landlords are redistributed.

May 1948  National Assembly elections, rightist parties in the majority.

July 1948 Syngman Rhee clected President of South Korea by the Na-
tional Assembly.

Aug. 1948  Ena of rule by U.S. military government.

1949 Second stage of land reform; expropriation and redistribution of
land from farms greater than three chongbos (about three
hectares).

June 1950  Beginning of war betwcen North and South Korea,

Sept. 1950  General MacArthur lands with UN troops at Inchon.

Nov. 1950  UN troops reach the Yalu River but are thrown back by Chinese
troops who enter the war.

March 1951  Seoul retaken by UN troops.

July 1951 Peace talks begin at Kaesong; battlefront stabilized.

July 1953  Korean War armistice signed.

March 1960 Opposition parties walk out of National Assembly over charges
of fraud.

April 1960  Student demonstrations lead to resignation of President Rhee.



xxii
July 1960

Jan. 1961
Feb. . 961
May 1961

June 1961
Jan. 1963
Oct. 1963

May 1964

March 1965
Aug. 1965
Sept. 1965

Jan. 1967

May 1967
July 1967

1967
April 1971
June 1971

1971
Jan. 1972

June 1972
Aug. 1972
Sept. 1973

PRINCIPAL DATES AND HISTORICAL EVENTS

New National Assembly clections; Chang Myon choscn as
prime minister by the Assembly.

Devaluation of the won from 65 to 100 won to the U.S. dollar.
Devaluation of the won from 100 to 130 won to the U.S. dollar.
Military coup from which General Park Chung Hee emerges as
head of ruling junta.

Unification of the multiple exchange rate system.

Return to multiple exchange rates.

National Assembly clections followed by Assembly elect:ons of
Park Chung Hee as president.

Devaluation from 130 to 257 won to the U.S. dollar; exchange
rate fluctuates.

Reunification of the multiple exchange rate system.

Exchange rate pegged at 271 won to the U.S. dollar.

Interest rate reform; loan rate on regular commercial bank
loans raised from 16 to 26 percent,

Controlled flotation of the domestic currency upwaru from 271
won to the dolar.

Reelection of Park Chung Hee as president.

Reform of the import control system by switch from the posi-
tive-list to a negative-list system.

Tariff reform.

Third election of Park Chung Hee as president.

Devaluation from 326 to 370 won to the U.S. dollar; exchange
rate pcgged.

Further tariff reforms.

Exchange rate floated upward in controlled fashion from 370
won to the U.S. dollar.

Exchange rate pegged at about 400 won to the U.S. dollar.
Financial reforms and initiation of price stabilization program.
Further tariff reforms.
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Chapter 1

introduction

The economy of South Korea has grown very rapidly since 1963. The average
annual rate of growth of GNP between 1963 and 1972 was about 9.6 percent.
Exports have grown even faster, from $87 million in 1963 to $1.6 billion in
1972, and to about $3.2 billion in 1973. The annual rate of growth of exports
averaged 38.9 percent between 1963 and 1972 and reached a peak of almost
100 percent in 1973, a very remarkable rate of increase.

This volume examines the relationship between trade and exchange rate
policies and the rapid growth of South Korean output and trade. Of particular
interest are the attempts to liberalize trade policy and the exchange rate sys-
tem and the effects of these efforts on resource allocation and growth.

There are a few easy explanations that might be given for the growth of
Korean trade. For example, South Korea’s economy was devastated by both
World War II and the Korean War. Between 1953 (when the Korean War
ended) and 1960, exports averaged only 1.1 to 2.4 percent of GNP, although
a courtry of South Korea's population and income might have been expected
to reach a much higher level of exports, perhaps one of at least 10 or 15 per-
cent of GNP. Thus one explanation of South Korea’s export performance is
to say that what appears to be growth is really a case of “catching-up” to
some “normal” level. By 1971, however, South Korean exports had surpassed
the level that is usual in countries of similar population and income.! Exports
reached about 26 percent of GNP in 1973 and showed little tendency toward
less rapid expansion. While early growth of exports might be attributed in part
simply to “catching-up,” continued growth remains to be explained. Further-
more, South Korea lacks the readily exportable primary products commonly

1



2 INTRODUCTION

found in other countries of similar size and income. Almost all her exports
arc manufactured and as a fraction of GNP they are exceedingly high com-
pared with the proportion of manufactures exported by other less developed
countries.

Other casy explanations could be imagined: for example, South Korea's
exports may have been boosted by war in Viet Nam. In fact, only a tiny frac-
tion of South Korea's exports have been destined for Viet Nam or were in any
way related to the hostilities there. Alternatively, one might attribute South
Korea’s 2xport growth to government targets. While such targets have played
a role, it is unlikely that they are the sole or even the major reason exports
grew so rapidly. Unless incentives to export accompany targets, firms will be
driven out of business if continuously forced to rxport, at a loss, an increasing
proportion of their output.

Growth in ‘acome has also been explained in various ways. The most
commonly accepted easy explanation is that South Korean growth is due to
very high levels of foreign aid. Foreign aid has been important, especially
from 1953 to 1963. Domestic savings averaged only about 3 percent of GNP
during those years, while foreign savings (imports of goods and services less
exports of goods and scrvices financed mostly by foreign aid grants) aver-
aged 9 percent of GNP. Approximately three-quarters of total investment
was financed by foreign aid. Those were the years, however, when economic
growth was relatively slow in South Korea. The rate of growth of GNP aver-
aged about 5 percent. After 1964 domestic savings grew very rapidly, rising
from about 4 percent of GNP to almost 17 percent in 1970. The fraction of
total investment financed domestically rose from less than one-third in 1963
to about 63 percent in 1970. Furthermore, beginning in 1965, foreign capital
imports took less the form of forcign aid and more the form of commercial
loans. By 1969, well over half of all foreign loan agreements in that year were
commercial. The period of decreasing reliance on foreign aid, 1964 to 1970,
was also a period of accelerated growth, the annual rate over the period aver-
aging close to 11 percent.

No doubt foreign assistance has been important to South Korea’s eco-
nomic growth. But to attribute rapid growth solely to massive foreign aid
would be a mistake, for South Korea’s economic policies have played a role
too. They have ensured the effective use of foreign resources while increasing
the domestic contribution to the process of growth.

In this volume we shall concentrate on the function of trade and ex-
change rate policies. South Korea has followed a set of policies which are
unusual compared with those of most less developed countries. Instead of
emphasizing import substitution, most policy initiatives have promoted ex-
portz. A wide variety of export incentive schemes has been devised, and the
exchange rate has been adjusted frequently and dramatically. During most of
the period since 1967, exchange rate policy has been based on the gliding peg.
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Chapter 2 ot ‘his volume is a brief economic history of South Korea
since World War II. it is largely descriptive and intended as general back-
ground for the rest of the book.

Chapter 3 deals with phases I and Il of the Bhagwati-Krueger scheme.?
Phase 1 begins with the end of World War II and ends with the Korean War
armistice signed in 1953. The government was directly involved in trade and
controlled what little private trade existed. There was a multiplicity of ex-
change rates and a flourishing black market in foreign exchange and military
payment certificates. Phase II lasted from the end of the Korean War until
1960. It was a period of increasingly sophisticated contio! mechanisms and
complicated procedures which were invented to assist barter trade and to
facilitate trade payments.

Chapter 4 covers two Phase 111 attempts at liberalization, the first from
1961 to 1962, the second from 1964 t» 1965. A steep devaluation declared
in 1961 was followed by an abortive effort to unify exchange rates and to lib-
eralize trade policy. But a bad crop in 1962 combined with the expansionary
fiscal policies of the military government, which had ousted the reformist
civilian administration in May 1961, led to a return in 1963 to a Phasc I!
regime with multiple rates and stringent controls on trade.

A much more successful attempt to realize a Phase III liberalization
began in May 1964 with a devaluation of the won close to 50 percent and
continued through September 1965, when domestic interest rates were sub-
stantially raised. The multiple exchange rate system was unified, trade restric-
tions were eased, and tax administration reformed.

Chapter 4 also covers 1966, the first year of a Phase IV regime in which
efforts were made to consolidate reforn:s. Chapter 5 analyzes the continuation
of the Phase 1V regime from 1967 to carly 1973. During this period, tariffs
were revised and the trade control program was changed in 1967 from a
positive-list to a more liberal negative-list system. The won was allowed to
“glide” from early 1968 to mid-1971, i.e., it floated downward at a deter-
mined rate which was meant to be consistent with rates of inflation in Korea
and in her major trading partners. The won was again devalued in June 1971
and was floated again during the first half of 1972. In August 1972, a new set
of reforms involved price stabilization, pegging the exchange rate at about 400
won to the dollar. There was also a tendency during this period to resort to
the old price-distorting practices whenever the balance of payments was under
pressure. Trade controls were alternately strengthened and relaxed. The nv.n-
ber and level of export subsidy measures increased until early 1973.

Chapter 6 is an analysis of Korea’s export growth and treats this subject
in some detail. Besides discussing the import-intensity of export production,
we also analyze the role of exchange rates, export subsidics, and other incen-
tives in stimulating exports. The degree to which exports are responsible for
the growth of the South Korean economy, sector by sector, is described by
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- means of various decomposition techniques. South Korea’s growth patterns are
compared with those of other countries to demonstrate the relatively pre-
dominant role of exports in the South Korean economy. :

Foreign capital inflows have been very important in South Korea's
growth. Immediately after the Korean War, most of the capital inflow con-
sisted of foicign aid grants. By the mid-1960s, private commercial loans
- became important. Chapter 7 anulyzes the part played by foreign capital in
South Korea's growth and the efficiency of the foreign capital inflow.

In Chapter 8, we develop an econometric model of the South Korcan
economy. The estimation of the model involves the testing of a number of
hypotheses concerning the role of exchange rates and commercial policy vari-
ables on aggregate behavioral relationships in the cconemy. Chapter 9 uses
the econometric model to determine whether alternative sets of commercial
policies would have resulted in more or less growth over the decade of the
1960s. The simulations in Chapter 9 examine the optima:‘ty of South Korea’s
exchange rate policy, tariff levels, and levels of expor. subsidy in a macro-
economic framework.

In Chapter 10, we discuss the efficiency of the South Korean trude and
exchange rate regime. The analysis of efficiency involves first the measurement
of nominal protection rates by means of a survey of price comparisons of
world market and domestic prices. The nominal protection rates arc used to
cstimate the effective protection of some 150 sectors of the economy. We go
beyond measures of cflective protection to estimates of rates of effective sub-
sidy which include a wide range of taxes and subsidies to industry in addition
to tariff rates. In Chapter 10 we also investigate the labor and capital intensity
of South Korea’s exports and the effect of valuation at domestic prices, or at
international prices, on the growth and structure of the cconomy.

Chapter 11 provides an overview. The first two sections examine the
effects of rapid growth on employment and income distribution. Since these
topics are not closely related to trade policy, they do not readily lend them-
selves to treatment in the main text. We felt, however, that a book on Korean
development would be sorely inadequate if it omitted discussion of employ-
ment and income distribution.

The next six sections of Chapter 11 consider the factors responsible for
growth in Korea with particular reference to trade and exchange rate policies.
We draw on the results of ruscarch presented in the preceding chapters as
much as possible. To a certain extent, however, we must take a broader view
of the growth process in order to provide a proper context for the analysis
of the role of exchange rates and trade policy. Thus we talk about education
and literacy, political regimes, the influence of Japanese culture, and other
important factors that help to determine economic policies. Furthermore, we
cannot hope to be definitive within this volume even with respect to trade and
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cxchange rate policies because of limitations on data, time, and research ca-
pacity. Therefore, some of the observations in Chapter 11, even those involv-
ing trade and exchange rate policy, are speculative.

The final section of Chapter 11 offers some caveats about generalizing
from the South Korean experience and drawing lessons for other countries.
The special factors operating in Korca are extremely important to keep in
mind. :

NOTES

1. Sec Bhagwali and Cheh (1972). See also the analysis of exports in Chapter 6.
2. For a description of the Bhagwati-Krueger five-phase scheme, see Bhagwati and
Krueger (1970) and also the description of the phases in Appendix A,



Chapter2

ECONOMIC DISORGANIZATION FOLLOWING
LIBERATION

The Japanese occupation of Korea ended on August 15, 1945 and was sup-
planted in part by a U.S. military government. The immediate postwar period
was characterized by extreme economic disorganization and stagnation caused
by the sudden scparation of the Korean economy from the Japanese economic
bloc, and by the partition of the country along the 38th parallel.

Under colonial rule from 1910 to 1945, the Korean economy became
highly dependent upon Japan for capital, technology, and management. Of the
total authorized capital of business establishments in Korea, the Japanese
owned approximately 94 percent, as of 1940.' Japanese engineers and tech-
nicians employed in manufacturing, construction, and public utilities in 1944
constituted about 80 percent of the total technical manpower in Korea. The
proportion of Korean engineers and technicians was particularly small in the
metal and chemical industries (11 to 12 percent).? The relative number of
Korean business establishments was very small in high-technology industries—
about 10 percent in the metal and chemical industries and 25 percent in the
machinery industry. Most Korean establishments were small and used simpler
technology than the Japanese. Furthermore, establishments in Korea were
mainly subsidiaries of Japanese companics. Therefore, the sudden retreat of
the Japanese and the separation of the economy from the Japanese sconomic*
bloc brought about a suspension of many production activities in Korea.

Partition also had deleterious effects on the South Korean economy. In
1940, Korea’s total popuiation was 23.5 million people, 15.6 million in the
South and 7.9 million in the North. Approximately 92 percent of average an-
nual power generation, however, had come from plants in the North and most

[



ECONOMIC DISORGANIZATION FOLLOWING LIBERATION 7

of the country’s mineral resources were located there too. In 1940, the North
produced about 90 percent of Korea’s output of metal products and 83 percent
of its chemical products (Table 2-1). By contrast, the South accounted for
72 percent of machinery production, 85 percent of textile production, 64 per-
cent of processed food output, and 89 percent of printing and publishing out-
put in the same ycar. Thus, metals, electric power, and chemical industries
were located mainly in North Korea at the time of liberation, while light in-
dustrics and machinery production tended to be located in the South.

The number of industrial establishments and employment in South Korea
declined sharply after 1945 when the Japanese left and when firms closed for
lack of electricity. The industrial survey of November 1946 showed that the
number of manufacturing establishments had dropped by 43.7 percent since

TABLE 2-1
Manufacturing Output and Employment, 1940 and 1948
(output in millions of 1948 constant won)

Manufac-
South Korea's  turing

Manufacturing Output in 1940+ South Manufac-  Workers,

Korea's turing 1948
All Korea  South Korea  Share  Output, 1948 (000)
Metal 49.2(9.3) 4.9(2.0) (10.0) 2.2(4.2) 49(3.7)

Machinery 19.3(3.6) 13.9(5.6) (72.0) 3.4(6.4) 14.4(11.0)
Chemicals 181.5(34.2) 30.7(12.4) (16.9)  15.2(28.8) 32.6(24.9) -
Textiles 72.8(13.7)  61.5(24.8) (84.5) 21.6(41.0)  60.4(46.1)
Foods 118.8(22.4)  76.0(30.6) (64.0) 6.6(12.5) 9.0(6.9)
Ceramics 15.7(3.0) 4.3(1.7) (274) - 14(2.7) 5.6(4.3)

Printing 7.0(1.3) 6.2(2.5) (88.6) 1.6(3.1) 2.4(1.8)
Handicrafts 7.6(1.4) 4.9(2.0) (64.5) 0.7(1.3) 1.8(1.4)
Other 59.0(11.1) 45.7(18.4) (77.5) 0.0 0.0

Total 530.9(100.0) 248.1(100.0) (46.8) 52.6(100.0) 131.1(100.0)
Central government operated 11.6(22.1)* 37.8(28.8)®
Locul government operated 6.8(12.9)" 25.6(19.5)"
Private 34.2(65.0) 67.3(51.7)

Total 52.6(100.0) 131.1(100.0)

Note: Figures in parentheses are percentages.

Sounce: Bank of Korea, Economic Statistics Yearbook, 1949, pp. 1-47-1-48,

a. Data for 1940 were recompiled by Bank of Korea to obtain manufacturing out-
put for South Korea.

b. These shares were large because the govcrnment took over Japanese firms after
August 1945. Most of those firms were later sold to private interests,
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1944, Manufacturing employment was 59.4 percent lower. In 1948 total man-
ufacturing output in South Korea was only about one-fifth of the 1940 level
(Table 2-1) and had declined sharply in every major sector. (Manufacturing
output is likely to have becn much lower in 1946, but data are not available.)

In addition to the drastic decline in domestic manufacturing, severe food
shortages developed after the war. Population increased rapidly because of
the immigration of refugees from the North and the repatriation of Koreans
from Japan and other countries. Since domestic grain output was not enough
to feed the incrcased population, the US. military government imported
about 670 thousand metric tons of food (including wheat, barley, rice, and
powdered milk) from May 1946 to January 1948.

Uncontrolled expansion of the money supply before and after liberation
sct off a hyper-inflation. Currency in circulation expanded by about 6.7 times
between the end of 1941 and August 15, 1945 After the liberation, it ex-
panded 77 percent between August 15 and November 1, 1945 and by about
15 times in the four ycars and four months from August 15, 1945 to the end
of 1949, Prices rose very rapidly. The Seoul retail price index increased about
123 times from June 1945 to June 1949.

The U.S. military government attempted to control inflation by announc-
ing maximum prices on essential goods and by rationing. These measures
were not successful and were accompanied by increased black market activ-
ities. When this became apparent, the government relaxed the controls.

ECONOMIC GROWTH AND TRADE,
1946 TO 1953

Neither national income data nor an overall industrial production index is
available for the period 1946 to 1953. Production indexes are available, how-
ever, for major commodities as shown in Table 2-2.

Although the average production index for the major commodities is an
unweighted, simple average, it gives a rough indication of the growth rate .of
production. Starting from a very low base in 1946, the postwar recovery of
production was fairly rapid. The average production index shown in Table 2-2
increased about two and a half times from 1946 to 1949. Electric power gen-
cration and tungsten production for export increased sharply. Heavy industry,
however, recovered much more slowly, especially iron and steel and chemicals.

The Korean War again brought a sharp drop in industrial production in
1950 and 1951. By 1952 induatrial prcJuction began to pick up again as the
fighting gradually stalcmated along the present demiltavized zone. Although
hostilities did not cease until 1953, by that time the average production index
(excluding tungsten) had slightlv surpassed the 1949 level. The recovery, how-
ever, was uncven. Tungsten production increased spectacularly, but production
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TABLE 2-2
Production Indexes of Major Commedities, 1946 0 1953
(1946 = 100)

Commodity 1947 1948 1949 1950 1951 1952 1953
Rice 11s 123 122 121 94 7717
Wheat and barley 90 95 123 127 74 106 125
Anthracite coal 169 281 347 222 4 175 269
Tungsten ore 353 394 41 112 321 1,106 2,347
Salt 87 113 225 208 99 241 238
Processed marine products 72 61 118 52 61 61 78
Cigarettes and tobacco 237 296 367 280 316 480 3]
Raw silk 100 91 92 46 66 70 112
Cotton yarn 109 115 247 191 111 188 257
Cotton cloth 119 79 230 198 116 154 216
Paper and paper products 83 84 213 150 62 266 261
Laundry soap 7 141 197 164 268 316 30
Cement 172 212 225 108 68 339 390
Chinaware 107 150 419 303 274 356 330
Nails 598 595 865 716 225 569 1,114
Transformers 93 74 41 14 53 51 57
Light bulbs 163 162 127 49 35 30 68
Electric power 109 217 291 182 140 282 327

Average index (unweighted) 155 184 259 180 135 270 392
Average index (unweighted)
excluding tungsten 143 171 250 184 124 221 27

Source: Various indexes, Bank of Korea, Annual Economic Review, 1955; various
annual output figures, ibid.

of a number of commodities, such as coal and cotton cloth, did not reattain
the 1949 level.

From 1946 to 1953, the average production index increased about 3.9
times (2.8 times if tungstcn is excluded). Despite its rapid growth, however,
industrial production in South Korea by 1953 was still far below the level
achieved in 1940. We can infer from the data presented above that by 1953
total industrial production was probably not much more than one-third of the
1940 level.

Table 2-3 gives merchandise exports and imports (excluding aid im-
ports) from 1946 to 1953. Since all export and import data for that period
were tabulated in won, we can show the trend in Korea’s trade in real terms
only by deflating the export and import current price figures, using for this

the Seoul wholesale price index.

South Korea’s exports and imports in 1946 were negligible since the
country was only beginning to recover from World War II. By 1949 exports
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TABLE 2-3
Merchandise Exports and Imports, 1945 10 1953

(millions of won)

1947
Current Prices® Seou! Wholesale Constant Prices
Price Index

Exports Imponis (1947 = 100) Exports Imports
1946 0.05 0.16 55.0 0.09 0.29
1947 1.1 2.09 100.0 1.11 2.09
1948 7.20 8.86 162.9 4.42 5.44
1949 11.27 14.74 222.8 5.06 6.62
19500 32.57 5.21 348.0° 9.36 1.50
1951 4591 121.83 2,194.14 209 5.55
1952 194.96 704.42 4,570.8 4,27 15.41
1953 398.72 2,237.01 - 5,951.0 6.70 37.59

Note: Table includes recorded private and government trade only. Aid-financed
imports, transactions with North Korea, and smuggling are excluded.

Sounrce: Bunk of Korea, Annual Economic Review, 1955.

a. Exports and imports were valued in won according to f.o.b. export or cif. im-
port prices until March 1951; thereafter, according to domestic market prices (tariffs,
domestic taxes, and trade margins were subtracted from domestic prices to estimate the
price of imports).

b. Imports and exports through Inchon and Seoul customs offices were not included
becausc records were lost during the war.

<. Average index for June 1950.

d. Average index for April-December in Pusan.

and imports were still quite small, about $17 million and $22 million, respec-
tively.* Alihough the Korcan War severely disrupted trade patterns, exports
by 1953 exceeded the 1949 level by more than 32 percent and imports were
almost six times greater than in 1949.°%

Nearly all of South Korea’s exports during this period were primary
products. Agricultural and fishery products generally declined from about 80
percent of total annual exports in 1946 to only some 10 to 15 percent during
1951-1953 because fishing was limited during the Korean War. On the other
hand, exports of mineral products, mainly tungsten but also graphite, copper,
kaolin, and talc, expanded sharply from about 10 percent of the total in 1946
to about 80 percent from 1951 to 1953.

Major imports in this period were food grains and manufactured goods.
In 1946, 1952, and 1953, food grain imports accounted for 34 to 44 percent
of total nonaid imports. In other years, when grain imports were not as high,
manufactured goods imports accounted for 39 to 59 percent of total imports.


http:2,237.01

POST-KOREAN WAR RECONSTRUCTION 11

POST-KOREAN WAR RECONSTRUCTION

The Korean Armistice took effect on July 27, 1953. According to government
estimates, war damages to industrial offices, plant and equipment, public fa-
cilities, private dwellings, and transport equipment (exclusive of military in-
stallations) in South Korea were approximately $3.0 billion. This amount was
almost equal to estimated GNP for 1952 and 1953 combined.® In addition,
about onc million civilians were killed during the war.

After the Korean War, real GNP grew rapidly from 1953 to 1957, aver-
aging about 5 percent per annum. The only relatively bad year was 1956
when agricultural production declined almost 6 percent (Table 2-4). Mining

TABLE 24
Annual Percentage Growth of GNP and Major Sectors,
1954 t0 1972
(1970 constant prices)
Agriculture, Social
Forestry, Mining  Overhead &

Year GNP & Fishery & Mfg. Services
1954 5.5 1.6 11.2 2.5
1955 54 2.6 21.6 5.3
1956 04 -5.9 16.2 4.0
1957 7.7 9.1 9.7 58
1958 5.2 6.2 8.2 35
1959 39 -1.2 9.7 7.5
1960 1.9 -1.3 104 2.8
1961 4.8 11.9 36 -1.1
1962 3 -58 14.1 8.9
1963 8.8 8.1 15.7 7.4
1964 8.6 15.5 6.9 30
1965 6.1 -1.9 18.7 9.9
1966 12.4 108 15.6 12.6
1967 7.8 -5.0 21.6 13.8
1968 12.6 24 24.8 15.4
1969 15.0 12.5 19.9 14.6
1970 7.9 -0.9 18.2 8.9
1971 9.2 33 169 8.9
1972 7.0 1.7 15.0 58

Source: Bank of Korea, Economic Statistics Yearbook, 1973, pp. 298~
299.
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and manufacturing output grew by about 15 percent per annum. By contrasf
the period 1958 to 1960 was one of declining GNP growth, averaging les
than 4 percent. Since population increased about 2.9 percent per annum, pe
capita income barely changed. The growth of mining and manufacturing aver
aged only about 9 percent per annum from 1958 to 1960, less than two-third
of the rate in the preceding four-year period. One of the causes of the slow
down from 1958 to 1960 was a financial stabilization program that had bee:
forcefully applied in 1957 and 1958.

Most of South Korea's imports from 1953 to 1960 were financed by
foreign aid grants from two sources: the United Nations Korea Reconstructior
Agency (UNKRA), which had been providing relief through the United Na-
tions Civil Assistance Command in Korea (UNCACK) during the war, and
the United States bilateral assistance program. UNKRA assistance from 1953
to 1960 totaled approximately $120 million, and official U.S. aid during the
same period amounted to $1,745 million, including $158 million of PL 480
goods. Foreign aid from both UNKRA and the United States was used for
importing food and essential industrial raw materials as well as capital goods.
Between 1954 and 1960, foreign assistance, excluding donations by foreign
voluntary organizations, financed more than 70 percent of total imports.
From 1956 to 1958 imports financed by U.S. aid exceeded 80 percent of total
imports. About 74 percent of South Korean investment was financed by for-
cign aid from 1953 to 1960.

Rapid economic growth from 1953 to 1957, largely induced by substan-
tial injections of foreign assistance, was accompanied by rapid inflation (Table
2-5). The wholesale price index increased more than three and one-half times
between 1953 and 1957, an »verage annual rate of inflation of almost 40 per-
cent. Concern with inflation led to an agreement between the South Korean
government and the Office of the Economic Coordinator (the US. ICA Mis-
sion to Korea) on a financial stabilization program which was implemented
from 1957. The annual rate of domestic inflation started to decline from that
year. Price stability was achieved in 1958-1959 (wholesale prices even de-
clined slightly in 1958). After the student revolution in April 1960, the new
government abandoned the stabilization program in its first months in office.
Wholesale prices rose by about 11 percent in 1960.

Commodity exports declined substantially during the period of rapid eco-
nomic growth in the 1950s, By 1957 they were less than one-half the 1953
level in dollar terms (Table 2-6). During the stabilization period, exports
began a recovery, but did not reach the 1953 level until 1961. In any case,
during the whole period 1953 to 1960, exports of goods and services were neg-
ligible, ranging from 1.1 to 2.4 percent of GNP (Table 2-7 and Figure 2-1).
Exports continued to be primarily mining, agricultural, and fishing products.
Imports of goods and services were substantial, ranging from 8.8 to 14.3 per-
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TABLE 2-§
Majer Price Indexes at Midyear, 1953 0 1972
(1970 = 100)

Wholesale Seoul
Wholesale Wholesale  Price Index Consumer

GNP Price Price of Excluding Price
Year- Deflator Index Foods Foods Index
1953 57 8.2 8.1 8.3 7.5
1954 15 10.5 6.5 139 10.2
1955 124 19.1 15.4 215 17.3
1956 16.2 25.1 24.7 26.2 21.2
1957 19.5 29.2 284 30.6 26.1
1958 19.4 27.3 233 303 253
1959 19.9 28.0 204 325 26.4
1960 21.8 310 244 352 28.6
1961 25.1 351 289 390 30.9
1962 28.6 384 326 41.9 329
1963 36.8 46.3 4.8 46.3 39.7
1964 48.6 62.3 61.4 61.5 51.4
1965 52.6 68.5 60.4 73.0 584
1966 60.1 74.6 65.3 79.8 65.4
1967 68.5 79.4 70.9 84.1 72.5
1968 76.6 85.8 79.7 89.3 80.6
1969 86.7 91.6 89.3 93.0 88.7
1970 100.0 100.0 100.0 100.0 100.0
1971 111.5 108.6 115.0 105.7 112.3
1972 127.7 123.8 137.5 117.5 125.6

Sounce: Bank of Korea, Economic Statistics Yearbook, pp. 4 and 262-265 in
1973; pp. 328-329 in 1970.

a. From 1953 to 1959 these figures are the wholesale price indexes of grains and
the wholesale price indexes excluding grains converted from a 1965 to a 1970 base.

cent of GNP or, on the average, almost seven times export earnings. Food
grains and manufactured goods were the most important imports.

MILITARY GOVERNMENT, 1961 TO 1963

A military coup in May 1961 overthrew the Chang Myon government that
had come to power following the student revolution of April 1960. The mili-
tary government controlled the economy from May 1961 to the end of 1963.
Stagnation developed in the South Korean economy from the spring of 1960
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TABLE 2-6
Balance of Payments, 1953 40 1972 *
(millions of U.S. dollars)
Gold &
Com- Com- Net Official Net  Foreign

modity* modity S:rvices Goods&  Grant Capital Exchange
_ Year Exports Imports Net  Services Aid  Inflows Holdings®

1953 40 347 28 -279 193 112 109
1954 24 241 37 ~180 139 28 108
1955 18 327 43 -266 240 -3 96
1956 25 380 24 —331 298 14 99
1957 19 - 390 -17 —388 355 18 116
1958 17 344 16 -311 319 -7 146
1959 20 273 25 —228 229 -17 147
1960 Kk ] 305 10 —262 256 —1 157
1961 41 283 44 ~198 207 19 207
1962 55 390 43 ~-292 200 19 169
1963 87 497 7 —403 208 108 131
1964 119 36s 25 =221 141 27 136
1965 175 420 46 —-199 135 —-17 146
1966 250 680 107 -323 122 196 245
1967 335 909 157 —417 135 293 356
1968 486 1,322 170 —666 121 476 o
1969 658 1,650 198 -794 98 717 553
1970 882 1,804 119 --803 82 626 610
1971 1,132 2,178 28 —1,018 64 834 568
1972 1,676 2,250 33 —541 52 330 740

Sounrce: Bank of Korea, Economic Statistics Yearbook, pp. 266-267 and p. 271 in
1971; pp. 222-223 and p. 219 in 1973.

a. Customs clearance data fob. includes exports to Viet Nam through US.
procurement.

b. End of year figures.

to the carly part of 1962, mainly because of the political and social instability
that followed two upheavals in a little over a year's time. The military govern-
ment, anxious to revitalize the economy, adopted a very expansionary set of
fiscal and monetary policies. These policies brought back inflation in 1962
which accelerated in 1963 (Table 2-5). From 1960 to 1963 the average rate
of inflation was about 15 percent per annum. These same policies, however,
stimulated growth. Although 1962 was a bad year for agriculture, mining and
manufactunag output increased by 14.1 percent. In the next year, which was
good for both agriculture and industry, GNP increased by 8.8 percent.
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TABLE 2-7
GNP, Experts, and Imports, 1953 to 1972
(billions of 1970 constant won)

Exports® Imports*  Exports
as Percent as Percent Less

Year GNP Exportst  of GNP Imports* of GNP Imports
1953 844 17.0 20 1094 129 -92.4
1954 890 10.3 11 78.1 8.8 -67.8
1955 938 12.9 1.4 104.8 11.2 -91.9
1956 942 11.5 1.2 1224 13.0 ~110.9
1957 1,014 15.6 1.5 144.8 14.3 -129.2
1958 1,067 19.7 1.9 125.3 1.7 —105.6
1959 1,108 229 2.1 102.6 9.3 -79.7
1960 1,130 274 24 112.5 10.4 —90.1
1961 1,184 38.2 32 106.6 9.0 —68.4
1962 1,221 43.0 35 141.2 11.6 —98.2
1963 1,328 46.2 35 179.2 13.5 -133.0
1964 1,442 571 4,0 133.2 9.2 -76.2
1965 1,530 80.3 5.2 149.6 9.8 -69.3
1966 1,719 1223 7.1 2319 13.8 —115.6
1967 1,853 166.0 8.9 3207 17.3 -154.7
1968 2,087 235.0 11.3 468.0 224 ~233.0
1969 2,400 310.1 129 583.8 243 ~273.7
1970 2,589 381.2 14.7 642.4 248 ~261.2
1971 2,827 459.4 16.3 773.6 274 —314.2
1972 3,024 643.3 21.3 801.2 26.5 —-157.9

Source: Bank of Korea, Economic Statistics Yearbook, 1973, pp. 260~261.
a. Export and import figures are taken from Korea's national income accounts
data in 1970 constant prices. Both exports and imports include services and goods.

During 1961 and 1962, the military government enacted many economic
reforms including budget and tax reforms, a reform of the foreign exchange
control system, and in June 1962 a currency reform.” A new budget and ac-
counting law was enacted, and various tax laws were revised to increase do-
mestic tax revenues and, at the same time, to promote business internal saving.

The military government became increasingly concerned about eaming
foreign exchange and raising domestic savings since U.S. grant aid was re-
duced after 1960. South Korea's foreign exchange holdings, which had been
increasing through 1960, gradually declined from 1961 to 1963 owing to the
reduction in U.S. aid and the expansionary policies of the military govern-
ment (Table 2-6). The government increased controls on imgorts and imple-
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FIGURE 2-1
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mented export incentive schemes such as tax exemptions. Measures were also
taken to encourage the inflow of foreign loans and foreign direct investment.
Since domestic savings averaged only 4.3 percent of GNP from 1961 to 1963
(Table 2-8 and Figure 2-1), foreign capital imports and grant aid financed
the bulk of investment which was 12 percent of GNP during the period.”
Commodity imports declined in 1961, but increased sharply between
1961 and 1963 as the result of the cxpansionary policies. Export growth was
substantial over the period 1961 to 1963; the average annual rate of growth
from 1960 10 1963 was about 38 percent. The trade deficit, however, was still
very large and grew raridly from 1961 to 1963, Imports increased from $283

TABLE 2-8
GNP, Domestic Savings, and Groes Investment, 1953 to 1973

: : :
GNP Domestic Savings* Gross Investment®

(1970 constant (1970 constant  (percent (1970 constant  (percent
Year billion won) billion won) of GNP) billion won)  of GNP)

1953 843.5 ~32.3 —3.8 49.1 58
1954 890.2 24.2 2.7 83.2 9.3
1955 938.2 9.1 1.0 91.9 9.8
1956 942.2 -39 —04 98.4 10.4
1957 1,0144 —16.5 —1.6 103.9 10.2
1958 1,067.2 44 0.4 101.1 9.5
1959 1,108.3 263 24 97.0 8.8
1960 1,129.7 194 1.7 100.9 8.9
1961 1,184.5 46.9 4.0 108.5 9.2
1962 1,221.0 58.5 4.8 149.2 12.2
1963 1,328.3 559 4.2 181.0 13.6
1964 1,442.0 82.6 5.7 151.2 10.5
1965 1,529.7 139.2 2.1 199.5 13.0
1966 1,719.2 201.8 11.7 - 3o2.1 17.6
1967 1,853.0 257.5 13.9 387.1 20.9
1968 2,087.1 326.2 15.6 533.2 25.5
1969 2,400.5 408.9 17.0 655.6 273
1970 2,589.3 4279 16.5 677.2 26.2
1971 2,826.8 405.4 14.3 721.6 255
1972 3,023.6 467.4 15.5 637.4 21.1
1973 3,522.7 813.5 231 893.6 254

Source: Bank of Korea.

a. Domestic savings exclude transfers from abroad, and changes in grain inven-
tories which are more a function of the level of the fall harvest than of desired savings
in the form of inventories, but include statistical discrepancy.

b. Excludes grain inventory changes.
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million to $497 million and the trade deficit from $242 million to $410 million
or 15.6 percent of GNP.

Although commodity exports had been growing rapidly since 1959, they
started from s very low base and did not becume significant until 1963, total-
ling more thai: $87 million or about 3.3 percent of GNP. The same year also
saw a phenomenal rise in the importance of manufactured exports to more
than 50 percent of the total; the major items being plywood, woven cotton
fabricy, clothing, and iron and steel.

The First Five-Year Plan announced in 1961 reflected the basic eco-
nomic policies of the military government. The annual growth target was 7.1
percent for 1962 to 1966. It listed priorities in the following order:

(1) an increase in energy supply, including electric power and coal;

(2) an increase in agricultural production and in farmers’ incomes;

(3) expansion of key industries and social overhead capital;

(4) national land conscrvation and dcvelopment through utilization of idle
resources, particularly meapower;

(5) an improvement in the balance of payments through the expansion of
exports;

(6) promotion of technology.

CIVILIAN GOVERNMENT AND ECONOMIC
REFORM, 1964 TO 1966

A nominally civilian government emerged from the general clection in early
1964 after three years of military government. South Korcan GNP continued
to grow rapidly from 1964 to 1966, averaging about 9 percent. The rate of
inflation in wholesale prices increased to almost 35 percent in 1964, the
steepest risc since 1956, but declined to 10 percent in 1965 and to 9 per-
cent in 1966. Rapid economic growth and a reduced ratc of inflation in this
period were brought about by reforms in 1964 and 1965 and by a stabilization
program introduced in late 1963. The main feature of the program was a strict
limit on expansion of the money supply, which imposed ceilings on the annual
and quarterly increases in the four major sources of “high-powered money,”
namely, central bank finance of government deficits, bank reserves, fertilizer
loans, and forcign sector deposits. Since government deficit financing through
central bank channels had been the major factor underlying the monctary ex-
pansion in 1961-1963, the government climinated all deficits from its general
budget beginning in 1964 and engaged only in periodic short-term borrowing.

As Chapter 4 cxplains,. the government reformed the exchange rate in
1964 in order to increase incentives for export and to restrain demand for im-
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ports. In September 1965, tht government announced an interest rate reform
that substantially raised interest rates on both bank time deposits and loans.
As a result, bank time and savings deposits increased very rapidly, thus en-
larging the supply of loanable funds. The interest rate reform, however, created
a large interest differential between domestic bank and forcign loans, mnkmg
the latter particularly attractive.

The government made a serious cffort beginning in 1965 to incicase tax
collections through administrative improvements and minor changes in rates.
It also worked out a comprchensive tax reform program in 1966 for imple-
mentation in 1967. Government tax revenues gradually cxpanded from 7.3
percent of GNP in 1964 to 10.8 percent in 1966. Domestic revenucs, which
had been less than half of total central government revenues until 1958 and
about 65 percent in 1964, financed about 75 percent of total central govern-
ment expenditures in 1966 while counterpart funds originating in U.S. assis-
tance financed the balance.

The ratio of domestic savings to GNP also incrcased rapidly from 4.2
percent in 1964 to 11.7 percent in 1966. Both private and government savings
expanded, the one because of the interest ratc reform of 1965 and the other
because of the tax drive in 1965 and 1966. The proportion of gross domestic
investment financed by domestic saving expanded from 31 percent in 1963
to 66 percent in 1966. The trade balance was also greatly improved, since
exporis increascd continuously by more than 40 percent a year while the rate
of increase in imports substantially declined after the devaluation in 1964.

The improvement in the trade balance together with the enlarged inflow
of foreign capital brought about a gradual increasc in forcign exchange hold-
ings over the period. For this reason, the government gradually loosencd
import controls.

CONTINUATION OF RAPID GROWTH,
1967 TO 1971

Rapid growth of the economy continued from 1967 to 1971 with conudcnbly
more price stability than there had been throughout most of the period since
World War 11. Basic economic policy was generally guided by the Second
Five-Year Plan and the Overall Resources Budget for annual implementation
of the plan. For this reason, it is important to present the basic targets and
directions of the second plan, announced in mid-1966.

Tae plan set an annual growth target of 7 percent from 1967 to 1971.
The basic objective was “to promote the modernization of the industrial struc-
ture and to build the foundations for a self-supporting economy.” The plan
described the major targets as follows:
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(1) The emphasis will be placed on attainment of food sclf-sufficiency,

- reforestation, and development of marine resources:

(2) The basis for accelerated and diversified industrialization will be
broadened by giving emphasis to investment in such industrics as

» chemicals, machinery, and iron and steel;
(3) Further improvement in the balance of payments situation will be made
- by achicving a $700 million level of exports (:ncluding $550 million
commodity exports) in 1971 on the onc hand and by promoting
import substitution on the other hand;

(4) Populaticn increases will be restricted as much as possible by pro-
moting family planning, while at the same time maximum cfforts will
be made to increase employment;

(5) A further sharp focus will be placed on increasing farm productivity
and income through diversification of farming; and

(6) The level of technology and productivity will be raised by the promo-

' tion of scientific and management skilis and by improvement of man-
power resources.

The actual performance of the economy from 1967 to 1971 far exceeded
the original targets in almost all major sectors. The government revised them
almost every year through the annual Overall Resources Budget according to
actual performance in earlier years and new forccasts.

South Korean real GNP attained an average annual growth rate of more
than 10 percent from 1967 to 1971, exceeding the planncd figure by a wide
margin. Exports of goods and services overshot the original goal by 1968,
since both commodity and service exports expanded rapidly owing to an
intensified government export drive and an increase in service eamings from
construction workers and troops in Viet Nam. The commodity export target
which had been set at $550 million for 1971 was actually excecded by 1969.
Commodity exports in 1971 reached $1,132 million and exports of commodi-
ties and services exceeded 16 percent of GNP, By 1971, exports of manu-
factures reached 86.0 percent of total commodity exports. Plywood, woven
cotton fabrics, iron and steel, and clothing continued to be major exports.
Electrical machinery, footwear, and wigs also became important.

Despite the rapid increase in commodity exports, the trade balance was
not significantly improved during this period because of a concomitant increase
in imports. The growth of imports refiected gradual over-valuation of the won
as domestic prices rose, enlarged inflows of foreign loans, trade liberalization,
and increased imports of raw materials for exports. However, South Korea's
foreign exchange holdings continued to accumulate rapidly after 1966, mainly
because of inflows of both short-term and long-term foreign loans including
cash loans beginning in 1965. The rapid accumulation of foreign exchange
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holdings gencrated & large expansion in the money supply. Consequently, a
major problem in the annual stabilization programs during this period was the
neutralization of the additions in bank reserves brought about by the inflow
of foreign exchange. The major instruments used to sterilize reserves were
increases in bank reserve requirements, compulsory deposits into the Bank of
Korca Stabilization Account, and sales of Bank of Korea stabilization bonds.

SLOWDOWN, 1971 TO 1972, NEW REFORMS,
AND RECOVERY, 1972

From late 1971 through the first half of 1972, industrial production and con-
struction slowed considerably. Growth of GNP in 1972 fell to 7.0 percent
from 9.2 percent in 1971, despite a recovery toward the end of the ycar. Gross
domestic investment, which declined from 25.5 percent of GNP in 1971 to
21.1 percent in 1972, dropped absolutely hy about 12 percent. This slowdown
was caused to some cxteat by a slackening in the growth of Korea's major
export markets, the United Stawcs and Japan. Korcan export firms were also
hurt by a 10 percent surcharge imposed by the United States on most manu-
factured imports.

A financial squeezc on a number of South Korean firms was another
cause of the slowdown. Many firms that produced primarily for domestic
markets had borrowed heavily abroad to firance the import of capital goods
for expansion of capacity. As the official rate for the won went from 317 to
the dollar in December 1970 to atout «{ 9 won by Junc 1972 and as the
Japanese yen and other key curreacies apnrecia.cd in relation to the dollar
in late 1971 and carly 1972, the won value of foreign debts held by domestic
firms incieased by much more betwzen the end of 1970 and mid-1972 than
any inflation in profits. Aiso, many domestic firms had borrowed heavily and
on a very short-term basis in the uncrganized moncy markets where rates of
interest approached 50 to 60 percent per annum.

The government responded to the problems caused by retarded economic
expansion with an Emergency Presideatial Decree for Economic Stabilization
and Growth dated August 3, 1972. The decree promulgated a set of economic
reforms, predicated, for the most part, on the assumption that resumption of
rapid economic growth required financial relief for ailing industrial firms. The
changes includz=d the following:

(1) Most outstanding unorganized money-market loans to the business
sector were converted into medium-term and long-term loans at relatively low
interest rates. To enforce this measure, the government required both unofficial
moneylenders and debtor firms to report all outstanding loans and debts. All
unorganized money-market loans, except small onzs of less than 300,000 won,
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were frozen for terms ranging from six months to three years, with extended
repayment periods after that. During the freeze, debtor firmc were to pay only
1.35 percent monthly interest, regardless of the interest rate originally con-
tracted, which generally ranged from 3 to S percent per month.

(2) Both bank deposit and loan rates were reduced as of August 3,
1972, the rate on one-vear time deposits from 16.8 to 12 percent per annum
and the ordinary bank icun rate from 19 to 15.5 percent. In addition, the
government granted approximately 200 billion won to the banking system for
the replacement of high-interest, short-term loans to the business sector with
low-interest, long-term bank loans, and for special long-term loans for speci-
fied major industiies,

(3) The government authorized special accelerated depreciation rules,
allowing 40 to 80 percent more depreciation for specified major industries. In
addition, a 10 percent investment credit was granted for new investment in
the utilization of domestic resources.

(4) The government announced that the foreign exchange rate would be
stabilized at 400 won to the dollar,

The August 1972 reforms marked the beginning of a radically different
approach to economic policy in South Korea. From 1964 until 1972, whole-
sale price inflation had averaged more than 10 percent a year. In the face of
this inflation, a number of measures were taken to stimulate savings and use
of the banking system and to maintain the international competitiveness of the
economy. Most significant of these measures was the maintenance of very high
bank deposit rates and frequent devaluations. The new policy stressed price
stabilization, low interest rates, and a stable exchange rate. It was recognized,
however, that to switch from a regime of rapid inflation, high interest rates,
and frequent devaluations to a more stable regime could only be accomplished
at the cost of financial disaster for most indnstrial firms in South Korea, which
were heavily indebted, unless special measures werc taken. Thus the govern-
ment sponsored a massive debt roll over, not only of loans in the nationalized
banking sector but of private, unorganized money-market loans as well.

The basic plan was to concentrate much of foreseen price increases in
1972 and pursue a rigid statilization program in 1973. In 1972 utility and
fuel prices were raised so that ti.ese government monopolies would not require
future subsidy. As of August 1972, however, the government announced that
utility prices would be frozen indefinitely. The money supply increased sharply
in the last half of 1972 as credit was expanded to accommodate the internal
debt roll over, but the government announced a price stabilization plan for
1973 which included limited increases in the money supply and a reduction in
the rate of growth of government expenditures. The government pledged its
efforts to hold the rate of inflation of wholesale prices to 3 percent or less.
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Many of the government pronouncements were aimed at cutting expectations of
future price increases which, if successful, was expected to help stabilization.

Although GNP grew slowly in 1972, exports increased sharply, by 48 per-
cent, from $1,132 million in 1971 to $1,676 million. Imports, however, grew
only 3.5 percent in 1972, compared with a 21 percent increase in the previous
year. Since service receipts also expanded rapidly because of increased tour-
ism, the overall balancc of payments deficit on current account (nct goods
and services) was reduced from $1,018 million in 1971 to $541 million in
1972. Gold and foreign exchange rescrves reached $740 million at the end of
the year, an increase of about $170 million over 1971.

This improvement in the balance of payments was madc possible by the
combination of two factors: (1) Enhanced international competitiveness of
Korean industries due to gradual devaluation of the won from 317 to about
400 to the dollar between December 1970 and Junc 1972, and the relative
appreciation of the Japanesc yen and other key currencies based on the
Smithsonian Agreement; and (2) the slowdown in domestic cconomic activi-
ties which not only reduced the demand for imports but also induced domestic
industries to expand into foreign markets.

In 1973, the growth of real GNP increased to 16.5 percent. The mining
and manufacturing sectors grew about 30 percent while exports exceeded the
previous year's total by nearly 100 percent. The price stabilization plan, how-
ever, was cndangered by very high prices for imported fuels, grains, and indus-
trial raw materials. A

The continued growth of the cconomy of South Korea and its export
potential secem to bc. assumed among South Korcan government officials and
businessmen. They oxr*en talk of GNP of $1,000 per capita and cxports exceed-
ing $10 billion by the early 1980s. If the performance over the last decade con-
tinues unabated, these optimistic expectations are certain to be fulfilled.

NOTES

1. Only the manufacturing establishments whose capital exceeded one million won
are included in this estimate. The total avthorized capital of such companies in Korea at
the end of 1940 amounted to approximsitely 1,725 million won, See the Bank of Korea,
Annual Economic Review of Koreo, 1348, pp. 1-100.

2. Ibid.

3. Money supply figures for this period, including bank deposits, are not available.
But according to the end-of-year money supply estimated by the Bank of Korea in 1955,
currency in circulation gradually declined from 74 percent of the money supply in 1945
to 58 percent in 1949,

4. These dollar values of exports and imports were estimated by applying the aver-
age official ex-hange rate of 0.68 won to one U.S. dollar in 1949 to the current price won
values of exports and imports in Table 2-3.
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3. Exports for 1950 were inflated because of large exports by consignment from
Pusan to Japan just after the outbreak of war. Thus the decline between 1950 and 1951
is somewhat overstated.

6. Nathan and Associates (1954) estimated South Korea’s GNP for 1952 and 1953
at $1,384 million and $1,721 million.

7. The currency denomination was changed from hwan to won at 10:1,

8. Both domestic savings and gross investment discussed in this chapter are exclu-
sive of grain inventory changes. . . )



Chapter 3

Uevelopment of the Trading
and Exchange Rate System:
Phase |, 1945 to 1953,

and Phase I, 1953 to 1960

After World War II and during the Korcan War, private foreign trade was
almost nonexistent apart from a small amount of private barter. The govemn-
ment was the major exporter of a limited range of primary products, and
imports were strictly controlled. Nearly all imports werc financed by grant
assistance or won redemptions by the United Nations Command during the
Korean War, and the government itself was the major importer both before
and during the war. A multiplicity of exchange rates applied to a varicty of
transactions, and a black market in U.S. currency and military payment ccr-
tificates flourished. By the end of the Korean War, the official cxchange rate
represented a serious over-valuation of the won despite six major devaluations
sincc 1945. The official rate applied to a very narrow range of transactions
and was less than one-quarter of the frec market rate on cxport dollars. We
would describe the period 1945 to 1953 as a Bhagwati-Krueger Phasc 1
regime “characterized by heavy reliance on quantitative controls leading to an
increasingly over-valued exchange rate.”

The first six or seven years after the Korean War brought sporadic
growth of real GNP, widely fluctuating exports, rapidly growing imports, and
an increasing trade deficit financed by UN and U.S. grant assistance. The
trade and payments regime required increasingly complex measures to obviate
an over-valued exchange ratc.

The multiplicity of exchange rates increased after the war. Rates on
foreign exchange loans varied by type of commodity imported. Foreign ex-
change certificates issued for earning cxchange through exports were traded on
the free market and resulted in separate rates for a variety of types of export,

25
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the most important distinction being drawn between Japanese export dollars
and other export dollars. Forcign exchange was allocated by various auction
and bidding procedures, by lottery, and by an exchange tax system. Advance
deposits were required for certain imports.

A varicty of export promotion schemes was used during this period: a
deposit system to avoid exchange risk, an export-import link system, direct
export subsidics, a varicty of preferential loans for exporters and export
produccrs, and tariff exemptions. An increasingly complex system for import
quotas evolved and tariffs were raised in 1957. Thus the period 1953 to 1960
can be described, in terms of the Bhagwati-Krueger scheme, as Phase II. In
this chapter we attempt to describe the trade and exchange regime during the
Phase I period, 1945-1953, and the Phase 11 period that followed.

DEVELOPMENT OF THE BARTER SYSTEM,
1946 TO 1953

In 1946 and 1947, barter trade took place at South Korean ports between
foreign merchants (mainly Chinese from Hong Kong and Macao) and
Korean exporters. The Koreans, who lacked both experience and capital, acted
mainly as brokers for the foreign merchants.

In June 1947, the Chosun Exchange Bank was established for the pur-
pose of stimulating and facilitating private foreign trade. One technique was
to encourage the evolution of barter trade into a more efficient form of trade
called “trust shipping.” Under this system, an exporter submits the documents
for export goods (after shipment is made) to the Chosun Exchange Bank.
Having collected 10 percent of the value of the goods as a guarantee, the bank
delivers the shipping documents to the skipper of the ship. He in turn hands
them to a foreign exchange bank in the importing country which passes them
on to the importer. Once the importer sclls the goods, he buys and ships the
goods ordered by the Korean exporter for importation into South Korea and
submits the shipping documents to a foreign exchange bank in his country.
The shipping documents are then delivered to the exporter through Chosun
Exchange Bank channels and his 10 percent guarantee deposit is returned.

The Chosun Exchange Bank established relations with foreign exchange
banks in other countries and developed a variety of additional trade settlement
procedures. In 1949, South Korea's trade with Japan began to be settled by
back-to-back letters of credit (L/Cs) and escrow L/Cs, which were means of
assisting barter trade through commercial banks. In the case of back-to-back
L/Cs, a Korean exporter, upon receiving notice of a bank letter of credit from
importer A in Japan, opened a reciprocal L/C to A in Japan on the basis of
the original L/C. Thus the Korean exporter could use his export procceds
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only for importing from A in Japan. The escrow L/C method allowed the
exporter to use his export proceeds for importing from traders other than A
in Japan. The Korean exporter deposited his export proceeds into an escrow
account in Japan and was able to use the deposit to pay for his imports from
any Japanese trader. In June 1950, the Korca-Japan Open Account was
established in accordance with the “Financial Agreement for Trade” between
the Republic of Korca and Occupied Japan. South Korea’s trade with Japan
was settled through the Open Account without any foreign exchange payment
until a deficit of $2.5 million was accumulated. After establishment of the
Open Account, South Korea’s trade with Japan became more important than
its trade with Hong Kong, and the trade scttlement method was changed to a
regular L/C basis.

The sudden outbreak of war on June 25, 1950 reduced foreign trade for
some time. Export goods stocked at Pusan were shipped to Japan on consign-
ment, but other export activity virtually ccased because of war damage, trans-
portation bottlenecks, domestic inflation, and other economic disruptions.
Though there was practically no private import trade in the latter pait of 1950,
it became very active in 1951 when the government began to encourage im-
ports to meet wartime shortages.

THE BANK OF KOREA, 1950

In 1950, the Chosun Exchange Bank was absorbed by the ncwly formed Bank
of Korea. The Bank of Korea Law promulgated a new foreign exchange con-
trol system that required all private foreign exchange holdings to be deposited
at the Bank of Korea where they were insured against exchange loss through
their denomination in dollars.

Foreign exchange deposit accounts were classified into four categories:
government, export, general, and special. Government accounts received de-
posits of government-owned foreign exchange. Export accounts contained
deposits of foreign exchange by registered exporters and industrial end-users
who had acquired foreign exchange through auctions and loans from the Bank
of Korea. General accounts held deposits by foreign diplomatic organizations,
foreign firms, religious organizations, and individual foreigners and residents
ipproved by thc Monctary Board. Special accounts were established for de-
posits of U.S. currency and military payment certificates.

The Bank of Korea generated foreign exchange assets of its own through
lollar redemption of won advances made to UN forces during the Korean
War, and through foreign exchange earnings from tungsten exports, the sale
f which was a government monopoly. Redemption of won advances by the
United Nations Command was the most important source of foreign exchange
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“the Korean War. Foreign exchange from this source amounted to
$G2 million in 1952 and $122 million in 1953, or about 62 and 70 percent
of total foreign exchange reccipts in those years. In addition to receiving
foreign exchange from these two sources, the Bank of Korea acted as a broker
for the sale of U.S. aid dollars for imports of private-use commodities sfter
the Korean War.!

EXCHANGE RATES, 1948 TO 1963

The first official rate was sct at 0.015 won? to onc U.S. dollar in October 1945,
cquivalent to the yen exchange rate in Japan. It was. raised to 0.05 won to the
dollar in July 1947. The official rate did not apply to private trade during most
of the period; rather, trade was conducted through the deposit system of the
Bank of Korca which involved dollar-denominated deposits, In any case,
most trade was barter. The official rate applied only to settlements of military
government liabilities against the private sector and other minor transactions
until late 1952 when it was extended to some private transactions.

As tables 3-1 and 3-2 show, the official exchange rate was adjusted many
times as domestic prices rose rapidly between 1945 and 1953. Despite these
frequent adjustments, the price-deflated exchange rate exhibited no noticeable
trend because of the rapid inflation. The price-deflated rate reached a peak of
about 252 won to the dollar (in 1965 won) in carly 1949 and another peak
in May-June of 1950,* but the price-deflated rate during the Korcan War and
even after the December 1953 devaluation of 300 percent was far below its
prewar highs.

From December 1948, a scparate exchange ratc was established for
depositing won into the Counterpart Fund Special Account, in accordance
with the “Agreement on Aid between the United States and the Republic of
Korea,” signed on December 10, 1948.

Under the original “Agreement between the Government of U.S.A. and
the ROKG Regarding Expenditures by Forces under Command of the Com-
manding General, Armed Forces of the Member States of the United Nations,”
won advances to UN forces for local currency expenditures were to be repaid
in dollars by the United Nations Command (UNC) at the official exchange
rate effective on the date of such advances from the Bank of Korea. Although
the agreement applied to advances made from the time the agreement was
signed in July 1950, not many redemptions occurred until the “Agreement on
Economic Coordination between thes ROK and the Unified Command” was
signed in May 1952. Even after that, the redemption of won advances was
delayed, mainly because of a dispute between the Korean Government and
United Nations Command over the applicable exchange rate.¢
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In February 1953, however, a new agreement stipulated that new won
advances would be redeemed within 20 days f the month following an ad-
vance. The Combined Economic Board (CEB), which had been established
in accordance with the Agreement on Economic Coordination, settled on an
exchange rate of 18 won to the dollar for the redemption of won advances
made prior to January 7, 1953. The CEB also agreed to rcadjust the cxchange
rate on won advances whenever incrcascs in domestic prices made the rate
unrealistic. Generally, the exchange rate applied to redemption of won ad-
vances '#as ncgotiatzd with each particular redemption. Negotiatcd rates were
usually more favorable to the United Nations Command than the official ex-
change rate but much lower than the freec market rates.

ALLOCATION OF FOREIGN EXCHANGE
AND MULTIPLE RATES, 1952 TO 1960

The large inflow of U.S. grant aid, United Nations Korean Reconstruction
Agency (UNKRA) assistance, and government reccipts of foreign cxchange
from Unitcd Nations Command (UNC) sources created difficultics in allo-
cating foreign exchange to various industrial sectors that lasted for some time
after the war. Sincc private exports were very small compared with total re-
ceipts of foreign exchange, most imports in the 1950s had to be financed
cither by U.S. aid or by government-held foreign exchange (KFX).

UNKRA and U.S. aid (excluding technical assistance) amounted to ap-
proximately $1.9 billion, or about 72 percent of total imports from 1953 to
1960. Of this amount, a large proportion was allocated to private traders and
end-users for imports of raw matcrials, semifinished products and investment
goods. In addition to this official aid fund for commercial imports, the
government allocated a large amount of government-held KFX to private
traders and industries for commercial imports. The UNC also sold dollars
directly to the privatc sector as a means of procuring won currency from
November 1954 to August 1955. The major means of allocation in the early
post-Korean War period was a system of special foreign exchange loans and
a bidding system for sales of KFX and UNC and U.S. aid dollars.

Special forcign exchange loans to private traders, first instituted in
December 1952, were finally discontinued in July 1954. Loans totaled ap-
proximately $96.1 million and financed about 45 percent of total imports (or
75 percent of private imports) in the same period. The special foreign ex-
change loans were financed mainly by foreign exchange receipts from redemp-
tion of won advances and tungsten exports. There were two different special
loan funds. The first was allocated by industry to exporters and raw material
cnd-users on the basis of export performance and raw material needs. The
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TABLE 3-1 ‘
Neminal Exchange Rates of Wea to US. Dollar in Seuth Kerea, 1945 8o 1979

(current won to the U.S. dollar)
Agreed Rates Free Market Rates*
Official Counterpart UN Japan Other Other Wholesale

Exchange  Deposit Finance Export Export Dollars on us. Price Index*
Effective Date Rate Rate Office® Dollarse Dollarsc Import A/Ct Greenbacks MPC (1965 = 100)
Oct. 1, 1945 0.015 —_ _— -— _— - —_ — 0.016
July 15, 1947 0.0§ —_— — — -_— _— —_— -— 0.171
Oct. 1, 1948 044 —_ —_— -_ — - 0.74 0.5 0.297
Dec. 15, 1948 0.4S 045 —_ _ _ — na Da 0.327
June 14, 1949 09 045 _ —_ - - 2.17 1.64 0.357
Nov. 1, 1949 09 0.5 _ -_ - — 2.55 1.93 0475
Dec. 1, 1949 09 0.6 — —_ -_ - . 283 2.3t 0.511
Jan. 1, 1950 09 0.8 -— _ - _ 348 2.57 0.565
Apr. 1, 1950 0.9 0.9 — _ —_ — 298 2.3§ 0.597
May i, 1950 1.8 1.1 _ —_ -_ - 2.28 2.03 0.592
May 15, 1950 1.6 1.1 _ _— —_— _ 2.28 2.03 0.592
June 10, 1950 1.6 1.4 —_ —_ —_— —_ 2.42 1.79 0.615
June 15, 1950 1.8 1.4 —_ — —_ _ 2.42 1.79 0.615
Yune 25, 1950 1.8 1.8 —_ —_— — _— 242 1.79 0618
Oct. 1, 1950 1.8 25 2.5 —_ —_ —_— 2.58 2.27 1.11
Now. 1, 1950 2.5 25 25 — —_ —_— 342 332 1.27
Dec. 1, 1950 25 4.0 2.5 - — —_— 6.12 4.32 1.47
Mar. 11, 1951 2S5 4.0 6.0 - —_ - na na 2.7
May 1, 1951 2.5 6.0 6.0 —_— _ —_ 9.83 6.38 2.74
Nov. 10, 1951 6.0 6.0 6.0 — —_ —_ 18.21 12.85 4.52
Avg. 1952 6.0 6.0 6.0 — - — na na 8.41
Aug. 28, 1953 6.0 18.0 18.0 _— —_ —_ 26.4 17.6 10.8
Dec. 15, 1953 18.0 18.0 18.0 —_ —_ —_ 38.7 29.3 11.8
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Nov. 10, 1954 18.0 18.0 18.0 77.7 74.0 51.5 65.6 530 17.3

Dec. 13, 1954 18.0 18.0 31.0 80.9 78.0 654 711 57.6 17.8
Jan. 10, 1955 18.0 35.0 43.0 92.3 83.5 59.8 71.2 62.9 23.6
Apr. 18. 1955 18.0 30 50.0 75.6 46.6 46.6 74.8 60.5 24.1
June 27, 1955 18.0 35.0 48.0 80.2 56.3 59.0 75.3 57.7 27.7
Aug. 8, 1955 18.0 35.0 51.0 95.0 82.0 75.0 80.2 66.2 323
Aug. 15, 1955 50.0 50.0 5G.0 95.0 82.0 75.0 80.2 66.2 323
Avg. 1956 50.0 50.0 — 107.0 100.8 84.7 96.6 81.0 36.6
Avg. 1957 50.0 50.0 —_ 112.3 105.7 84.5 103.3 84.5 42.5
Avg. 1958 50.0 50.0 — 1225 101.5 89.3 118.1 102.9 399
Avez 1955 50.0 50.0 —_ 139.9 124.7 113.5 125.5 1149 40.8
Jan. 20, .960 50.0 65.0 — 164.1 132.0 113%.0 132.0 122.3 424
Feb. 23, 1960 65.0 65.0 — 171.8 138.7 129.3 1449 129.2 43.2
Jan. 1, 1961 100.0 100.0 — 156.3 141.6 1320 139.8 120.6 48.2
Feb. 2, 1961 130.0 130.0 — 1479 1454 —_ 148.3 128.9 50.6
Avg. 1962 130.0 130.0 — NT NT — 1340 126.5 %6.0
Avg. 1963 130.0 130.0 - 169.8 — 174.5 147.8 67.5
May 3, 1964 256.5 256.5 — 314.0 —_ 285.6 236.2 95.0
Mar. 22, 1965 256.5 256.5 - 279.0 — 316.0 263.0 97.0
Avg. 1966 271.3 271.3 — —_ - 302.7 2773 108.8
Avg. 1967 270.7 270.7 —_ — —_ 301.8 2763 115.8
Avg. 1968 276.6 276.6 — — — 304.1 278.1 125.2
Avg. 1969 288.2 288.2 — — — 323.6 302.1 133.7
Avg. 1970 310.7 310.7 _— —_ _— 3428 333.2 145.9

Note: MPC—military payment certificates; na—not available; NT—no transactions.

Sounce: Bank of Korea; Korean Traders Association; USAID, Korea Mission.

a. Monthly and annual averages.

b. Rate applied from Oct. 1. 1950 to Aug. 15, 1955; rate paid UN soldiers raised to 50 won Nov. 10, 1954; rate for other UN transactions
raised to 31 won Dec. 13, 1954; the two rates made identical Ja.. 10, 1955.

¢. Figures represent: nonpreferential dollar rate until 1955; export dollar rate on L/Cs, Dec. 1955 to Jan. 1961; and the rate on export
dollar certificates, Feb. 1961 to May 1961. Export dollar rate from 1963 represents tne cffective free market rate (i.c., the official rate plus
export premium). Export premium market ended with exchange rate reform. March 196S.

d. Separate rate on missionary and service dollars effective from Sept. 1954 to Jan. 1961.

¢. Seoul index, 1945 to 1954; national index thereafier. Monthly and annual averages.
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TABLE 3-2

Dellar in South Korea,

Price-Level-Defiated Exchange Rates of Wea to U.S.
194500 1979
(1965 constant won to the U.S. dollar)
Agreed Rates Free Maiket Ratese
Official Counteipart UN Japan Other Other
Effective Exchange Deposit Finance Export Export Dollars on US.

Date Rate Rate Cffice® Dollarse Dollarsc Import A/C¢  Greenbacks MPC
Oct. 1, 1945 93.8 —_ —_— —_ — -— -—
July 15, 1947 29.2 —_ — — — —_—
Oct. 1, 1948 148.1 — —_ — —_ 249.2 168.4
Dec. 185, 1948 '37.6 137.6 _ —_ —_— —_ na na
June 14, 1949 252.1 126.1 _ — —_ —_ 607.8 459.4
Nov. 1, 1949 189.4 105.3 - — -_ —_ 5368 406.3
Dec. 1, 1949 176.1 1174 _— —_— —_ 5538 452.1
Jan. 1, 1950 159.3 141.6 —_ - —_— — 6159 4549
April 1, 1950 150.8 150.8 — — — 499.2 293.6
May 1, 1950 304.1 185.8 —_ -_ —_ - 385.1 3429
May 15, 1950 270.3 185.8 — — — - 388.; 3429
June 10, 1950 260.2 227.6 —_ — — —_ 3938 291.1
June 15, 1950 292.7 227.6 —_ —_ —_ _— 393.5 291.1
June 25, 1950 292.7 292.7 — — —_ —_ 393.8 291.1
Oct. 1, 1950 162.2 225.2 2252 — —_— —_— 2324 204.5
Now. 1, 1950 196.9 196.9 196.9 —_— —_ —_ 269.3 261.4
Dex. 1, 1950 170.1 2721 170.1 —_ — -—_ 416.3 2939
Mar. 11, 1951 90.3 144 .4 216.6 — —_— —_— na na
May 1, 1951 91.2 219.0 219.0 —_ —_ —_ 3588 T 230
Nov. 10, 1951 132.7 132.7 132.7 —_ —_ —_ 402.9 2843
Avg. 1952 7.3 71.3 71.3 - - — na na
Aug. 28, 1953 556 166.7 166.7 —_ - —_— 2444 163.0
Dec. 185, 1953 152.5 152.5 152.5 —_ — — 328.0 248.3
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Nov. 10, 1954 104.0 104.0 104.0 449.1 427.7 297.7 379.2 306.4

Dec. 13, 1954 101.1 101.1 174.2 454.4 438.2 367.4 2994 3236
Jan. 10, 195§ 76.3 148.3 182.2 391.1 3538 2534 3271 266.5
Apr. 18, 1955 74.6 145.2 207.5 313.7 193.4 1934 3104 251.0
June 27, 1955 65.0 126.4 1733 289.5 203.2 213.0 2Nns 208.3
Aug. 8, 1955 55.7 108.4 157.9 294.1 2539 232.2 248.3 205.0
Aug. 15, 1955 154.8 154.8 154.8 294.1 2539 2322 248.3 205.0
Avg. 1956 136.6 136.6 — 2923 275.4 2314 263.9 221.3
Avg. 1957 117.6 117.6 —_ 264.2 248.7 198.8 243.1 198.8
Avg. 1958 125.3 128.3 — 307.1 254.4 2238 296.0 2579
Avg. 1959 122.5 122.5 —_ 3429 305.6 278.2 307.6 281.6
Jan. 20, 1960 117.9 153.3 —_ 387.0 311.3 280.7 311.3 288.4
Feb. 23, 1960 150.5 150.5 —_ 397.6 321.1 299.3 335.4 299.1
Jan. 1, 1961 207.5 207.5 — 3243 2938 2739 290.0 250.2
Feb. 2, 1961 256.9 256.9 —_ 292.3 287.4 —_ 293.1 254.7
Avg. 1962 2321 232.1 — NT NT — 2393 2259
Avg. 1963 192.6 192.6 - 251.6 _ 258.5 219.0
May 3, 1964 270.0 270.0 -_— 330.5 —_ 300.6 248.6
Mar. 22, 1965 264.5 264.5 — 287.6 — 3288 2711
Avg. 19¢6 2494 249.4 —_ —_ —_ 278.2 2549
Avg. 1967 2338 23318 — —_— 260.6 238.6
Avg. 1968 220.9 2209 —_ — 2429 222.1
Avg. 1969 2156 2186 —_ —_— 2420 226.0
Avg. 1970 213.0 213.0 —_ —_ 2350 2284

Note: MPC—military payvment certificates: na—not available; NT-—no transactions. These figures are the nominal exchange rates shown ia
Tabie 3-1 deflated by the wholesale price index (1965=100) included in the same table.

Source: Bank of Korea; Korean Traders Association: USAID. Korean Mission.

a. Monthly and annual averages.

b. Rate applied from Oxt. 1, 1950 to Aug. 15, 1955: rate paid UN soldiers raised to 50 won Nov. 10, 1954: rate for other UN raneactions
raised to 31 won Dex. 13, 1954: the two rates made identical Jan. 10, 1955.

¢. Figures represent: nonpreferential dollar rate until 1955: export dollar rate on L/Cs. Dec. 1955 10 Jan. 1961; and the rate on export
dollar certificztes, Feb. 1961 to May 1961. Export dollar rate f-om 1963 represents the effeciive free market rate (ie., the official rae plas
export premium). Export premiam market ended with exchange rate reform. March 1965.

d. Separate rate on missionary and servic= dollars cffective from Sept. 1954 10 Jan. 1961.
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second was allocated to major domestic industries for imports of capital
goods. The loans were to be repaid in dollars after 60 days for imports from
Japan and after 90 days for imports from other arcas.
In the allocation of special foreign exchange loans, borrowers were re-
to make an initial deposit at the Bank of Korea in won equal to the
loan at the official exchange rate. In the case of the first special loan fund,
when shipping documents were delivered, the borrowers were required to make
an additional deposit cqual to the difference between the official exchange
rate and a special rate for each commodity, depending on the domestic-price/
import-price ratio. These special rates ranged from 15.5 to 29.€ won to the
dollar compared with an official rate of 6.0 won to the dollar from November
1952 until the end of the war in 1953. The official exchange ratc was applied
in the case of the sccond loan fund.

From August 1953, however, all applicants to the first loan fund were
required to deposit 20 won per dollar and those to the second loan fund 18
won per dollar at the time of loan allocation. In addition to these requirements,
first loan fund applicants were to make a onc-year time deposit of 4 won per
dollar and second loan fund applicants were to make a notice deposit of 4 won
per dollar.

After this system was discontinucd, foreign exchange was allocated by
competitive bidding. Bidding accomplished the sale of $5 million of KFX on
_ October 18, 1954 and of nearly $40 miillion of UNC and U.S. military aid

dollars from November 29, 1954 to August 8, 1955. In 1954, bids for won
per dollar ranged from 46.1 to 69.3 won while the official rate remained at 18.

From August 29, 1955 until May 1957, the official means of allocating
KFX was by lottery at the official exchange ratc. From May 1957 to August
1958 a modified bidding system was reestablished. Foreign exchange was
allocated to those applicants who offered :ne largest advance won deposits
when the total amount of such advances was equal to or less than the total
amount of foreign exchange to be allucated at the official exchange rate. If
total advance deposits exceeded the won equivalent of the total value of
foreign exchange to be allocated, allocation was first made to industrial end-
users and traders with a past record of importing respective commodity items
in the allocation of U.S. aid, nonproject dollars. Remaining funds were then
allocated to other applicants, with priority given to those who were willing to
purchase the most national bonds.

After August 1958, the bidding system of allocating foreign exchange
was replaced by a combined foreign exchange tax and bidding system in
accordance with the Temporary Foreign Exchange Tax Law of 1958. Under
the tax system, a basic tax rate of 15 won per dollar was applied to all foreign
exchange purchases. In the allocation of foreign exchange for commercial
imports only, foreign exchange was allocated to those applicants who paid the
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biggest additional tax (above the basic rate) by using a competitive bidding
system. Only liccnsed exporters and importers were eligible for the foreign
exchange sales while industrial end-users were not.

These complicated methods of allocating foreign cxchange created an
effective exchange rate for most imports that was substantially above the
official rate. The major exception was in the al'ocation of project-related U.S.
aid funds where the counterpart deposit rate was applicd. The exchange rate
for counterpart deposits was almost the samc as the official exchange rate
except for the first cight months of 1955 (Table 3-1).

For some time after the Korcan War the official cxchange rate was only
applicable to government transactions, project-related foreign assistance, sales
of foreign exchange to students studying abroad, and after August 1955, salcs
of won to the United Nations Command. The official ratc was, however,
important to the South Korcan government since it was the rate applied to
won redemptions from and won sales to the United Nations Command. For
this reason, the government resisted devaluation of the official exchange rate.
Strong pressure was applied, however, by the United States, using its leverage
by delaying releasc of aid funds and special foreign exchange stabilization
grants as incentives to devaluation. The result of all this pressure was two
big devaluations. The official exchange rate was raised from 6.0 won to the
dollar to 18.0 won on December 15, 1953. The rate of 18.0 won to the dollar
was maintaincd through August 15, 1955, when the rate was changed to 50.0
won. The official rate of 50.0 won was in effect until February 1960 (Table
3-1), when it was raised to 65.0 won to the dollar.

Special exchange rates applicd to cxport carnings. The rates on exports
were much better for exposicrs than the official rate. These rates emerged be-
causc of import entitlements attached to certificates carned for exports to vari-
ous arcas under various types of financing. The certificates were traded in a
free market.

Two basic rates applied to export carnings: onc on Japan export dollars
usable only for imports from Japan and another on other export dollars. The
free market rate on foreign cxchange carned from cxports to Japan was higher
than the rate on foreign exchange carned from export to other countrics, as
shown in Table 3-1. The differcnce was causcd by government attempts to
limit imports from Japan to the amount carned from exports there.

The difference between Japan and other export dollars was even further
accentuated. A higher free market rate prevailed for preferential export dol-
lars (those linked to imports of popular items) than for general export dollars
from 1953 to August 1955. A higher ratc also prevailed for export dollars on
a letter of credit (L/C) basis than on export dollars on a documents-against-
payment (D/P) basis from August 1955 to January 1961. The frec market
rates on Japan and other export dollars shown in the tablc represcnt the rates
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on nonpreferential export dollars through August 1955 and thereafter rates on
export dollars on an L/C basis.

In addition to export dollar rates, there was a frec market rate on dollars
uscd for missionary transactions and service payments and receipts® which
was much lower than the rate on export dollars.

Multiple exchange rates on export and other dollars were formed in the
curb markets prior to 1957 and the system was given legal support from
December 1957 onwards. In other words, the Monctary Board ruled that
forcign exchange could formally be transferred from one trader's import
account in the Bank of Korea to another’s, and that missionary dollars could
be transferred to export accounts with the government’s approval. Starting in
December 1957, the Bank of Korea actually acted as a broker for transactions
of privatcly owned foreign exchange at the market exchange rate.

The multiplicity of exchange rates and means of allocating foreign ex-
change from 1953 to 1960 is staggering to comprehend: special foreign
exchange loans of two types, bidding, lottery, foreign exchange tax systems,
won redemption rates, a countcrpart deposit rate, a variety of cxport dollar
rates, special rates for mis.ionary transactions, and prior to August 1955, two
rates for sales of won by the Bank of Korea to the UNC, one for conversion
of UN soldiers’ pay and another for all other transactions. Other rates shown
in Table 3~1 are black market rates for U.S, currency and U.S. military pay-
ment certificates (MPC).

TARIFFS

In 1946, a uniform tariff rate of 10 percent was imposed by the United States
Military Government on all imports except those financed by forcign assis-
tance. In carly 1949, the government began a tariff reform program that cul-
minated in a new lnw on customs duties effective January 1950. The aims of
the new system were to increase government tariff revenue and to provide
greater protection for domestic industries. The new customs code listed more
than a thousand import items and specified the tariff rate applicable to cach.
The new simple average of all tariff rates was around 40 percent. The basic
structure of tariff rates was as follows:

(1) no dutics on food grains and noncompetitive equipment and raw
material imports required for industrial, educational, cultural, and sanitation
facilities;

(2) a 10 percent duty on essential goods for which domestic production
was small relative to demand and on unfinished goods not produced in Korea;

{(3) 220 percent duty on unfinished goods produced in Korea;
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(4) a 30 percent duty on finished goods not produced in Korea;
(5) 240 percent duty on finished goods produced in Korea;
(6) 50 to 90 percent dutics on semiluxury goods; and

(7) more than 100 percent duty on luxury goods.

Under the new tariff system, the same tariff rates applied to both commercial
and aid-financed imports after September 1950, Duties from aid-financed
imports became an important source of government revenue during and after
the Korean War.

In 1952, the government announced tariff exemptions on imports of
machinery and equipment required for certain majcr industries, including
electric power, shipbuilding, metal working, machinery, chemicals, oil refining,
textiles, mining, and fishing. For the shipbuilding, machinery, and mining in-
dustries, tariff exemptions were expanded to imports of required raw materials.

In 1957, changes in tariff rates resuited in a 4.1 percentage point increase
in the simple average rate. Since the structure of domestic production changed
significantly after 1950, some adjustments of tariff rates were made to protect
domestic industries. The basic structure of tariff rates remained the same,
however: lower rates on raw materials than on semifinished goods, and lower
rates on noncompetitive finished goods thar on competitive finished goods.

IMPORT CONTROLS

An import and export licensing system was instituted in April 1946. The
stated purposc of the system was to prevent the import of nonessential goods
and the export of essential domestic products. Until the import quota system
was adopted in February 1949, the government simply announced imports
that could be licensed and those that were prohibited. There was no attempt
to control the quantity of any imports which could be licensed.

When the import quota system was instituted, the government began to
control both tke types and quantities of imports on the basis of a comprehen-
sive commodity demand and supply program. The quota system was applied
quarterly from 1949 to 1953 and semiannually after November 1953, Import-
able commodities were classified at three levels (section, group, and item).
Substitution of item quotas within the same group was usually possible with
the approval of the Ministry of Commerce and Industry. Import quotas were
also specified separately with respect to imports from Japan and imports from
other arcas.

After devaluation in August 1955, the Ministry of Finance announced
that the import quota system would be replaced by a more flexible system of
import licensing. The semiannual trade program which was subsequently
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drawn up contained a list of items that could be imported under license. in
1956 the program included a list of automatically approved items for which
licenses would be issued by the Ministry of Finance without authorization by
the Ministry of Commerce and Industry (MCI). The program also listed re-
stricted items that did require the MCI's permission. Items that were ncither
restricted nor automatically approved were presumed to be prohibited frc.n
import. In the trade program for the first half of 1957, the government added
many new items for import and included a detailed specification for each
imported item.

The trade program was applicabic only to South Korea’s normal trade
transactions, and excluded United States aid-financed imports. Such imports
were administered by the Ministry of Reconstruction in accordance with the
annual project and nonproject assistance programs agreed upon between the
South Korean government and the USAID mission. Therefore, the Ministry
of Commerce and Industry had to prepare the semiannual trade program in
coordination with the U.S. commodity assistance program.

EXPORT PRCMOTION

The multiple exchange rate system, which favored cxporting, arose from the
grant of import entitlements to holders of foreign cxchange carned by export,
or from the export-import link system as it is known in South Korca. The first
such scheme was the preferential export system adopted in June 1951, Under
this system, exporters of so-called nonessential domestic products® were given
the right to use 1 to 10 percent (average 5 percent) of export earnings for im-
porting about 40 different popular items not normally approved for import.
The system was reinforced in 1953 and carly in 1955 by increasing the propor-
tion of export carnings that could be used for importing popular items. The
systcm was abolished in late 1955.

After 1955, the inultiple exchange rate system was maintained by sales
of dollar-denominated deposits held by exporters in the Bank of Korea. With
the dollar deposit system, exporters were insured against exchange risk, since
their foreign exchange carnings took the form of dollar-denominated deposits
at the Bank of Korea. Deposits could be sold to importers at a market price,
generally higher than the official exchange rate. The deposit system was aban-
doned in 1961 when attempts were made to unify the exchange rate.

In addition to the multiple exchange rate system, exports were favored
through tariff exemptions on imports of raw materials (as of 1959), direct
subsidies for some exports, and preferential credit. On January 20, 1955, the
Ministry of Commerce and Industry announcced the provision of 3.9 million
won for export subsidies in that year. Export subsidies were paid on five items:
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50 won per ton of Xaolin cxports, 42.5 won per ton of zgalmatolite, 100 won
per ton of flourite, 1,500 won per ton of dried anchovy, and 700 won per ton
of dried fish. In 1956, export subsidies were suspended when the government
failed to provide for them in the budget. The export subsidy regulation was
not implemented until 1”51 when an allowance was made in the budget.

Exporters also reccived preferential credit terms on trade credits (credits
which enable exporters to receive payment in local currency before delivery
to final users in importing countrics), foreign exchange loans for importing
capital goods and raw matcrials, and production loans in local cutrency. Trade
credits for exports were given preference in the allocation of domestic loans
and were managed outside the quarterly loan ceilings which were part of the
price stabilization efforts of the late 1950s. Export credits were made at
preferential interest rates, and in asscssing the collateral value of export letters
of credit (L/Cs) or shipping documents, the market exchange rate rather than
the official rate was used.

In addition to the export credit system, a scrics of arrangements gave ex-
porters prefercntial access to foreign exchange loans. Beginning in June 1950,
foreign exchange loans were granted to exporters on the basis of export L/Cs.
These loans made it possivle for an exporter to import even before his export
proceeds became available. The system was abolished aiter the adoption of
the special foreign exchange loans in December 1952,

The first special forcign exchange loan fund, which operated from De-
cember 1952 to July 1954, gave preference to exporters. Initially, morc than
half of the funds were allocated on the basis of past export performance. For-
cign cxchange loans allocated to cxporters could be used for importing con-
sumer goods. The export incentive effect of the special foreign loan system,
however, declined in the later stage because of the continuous increase in the
proportion of the first special loan fund allocated to industrial end-users rather
than to exportcrs.

Beginning in Scptember 1959, credit was made available for up to 75
percent of production costs of cxportcrs through an export operating loan fund
of 200 million won financed by counterpart funds. The intercst rate was 10
percent with a term of less than a year.

Another method of encouraging exports is implicit in the system under
which traders are licensed. Under the Trade Transactions Law of 1957, all
cxporters and importers were required to register at the Ministry of Commerce
and Industry. A prerequisite for registration was a minimum export of $3,000
for exporters and a minimum export of $10,000 for importers in 1958. This
form of trading systeni is unusual in that the importer’s registration was granted
according to his export performance. Minimum exports for registration were
raised in 1959 to $5,000 for exporters and $20,000 for importers. To maintain
the status of exporters and importers, traders had to sustain an annual export
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TABLE 3-5
Majer Export Incentives
Description Dates Applicable
Tarifl exemptions on imports of raw materials and spare parts 1959-72
Domestic indirect and direct tax exemptions 1961-72
Accelerated depreciation 1966-72
Tarifl and tax exemptions granted to domestic suppliers :
of exporting firms 1965-72
Wastage allowance subsidics 196572
Import entitlement linked to exports 1951-55,
1963-65,
and
1966-71
Reduced rates on public wilities 1967-71
Registration as an importer conditional on export performance* 1957-72
Dollar-denominated deposits held in Bank of Korea
by private traders” 1950-61
Korean Trade Promotion Corporation 1964-72
Monopoly rights granted in new export markets® 1967-71
Direct export subsidics 1955-56
and
1961-64
Export targets by industry 1962-72
Credit subsidies
Export credits? 1950-72
Foreign exchange loans 1950-54
and
1971-72
Production loans 1959-72
Bank of Korea discount of export bills 1950-72
Import credits 1964-72
Capital loans by medium industry ank 1964-72
Offshore procurement loans 1964-72
Credits for overscas marketing activities 1965-72

Note: Though many of these incentives applied after 1972, this table is up to date
only until 1972,

a. Minimum export by trader wishing to register as an importer increased from
$10,000 in 1958 to $300,000 in 1970.

b. From December 1957 to 1961, these deposits could be sold legally. Black markets,
however, were well developed long before 1957,

¢. Authority existed from 1962, but was not widely used until 1967.

d. The rate on export credits was gradually lowered over the whole period.
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performance exceeding a certain standard. Minimum cxports were $10,000
for export business and $50,000 for import busincss in 1958, A ycar later
minimum requircments for registration weie raised by 100 percent.

Table 3-3 lists the major cxport incentives that were offered Korcan
firms from 1950 to 1972. Though most of them were not applied until after
1960, some had already appearcd by that date.

END OF AN ERA

. By 1960, foreign trade and cconomic institutions had progressed from the
complete disarray of the carly 1950s. Howcever, the burcaucratic mechanisms
that governed trade and payments were complex and cumbersome. Despite full
recovery from the Korean War, the South Korean economy began to stagnate
in the early 1960s for rcasons given in Chapter 2. As political repression led
to deepening discnchantment with the Rhee regime, the stage was set for the
student revolution of April 1960 and the cconomic changes that followed.

NOTES

1. Allocating U.S. aid dollars to private importers was no problemi until after he
Korean War. During the war U.S. aid mainly took the form of civil relief goods im-
ported and distributed directly by the U.S. military authorities.

2. Fifteen won in currency used at that time. There have been two currency reforms
since 1945: a 100:1 revaluation in February 1953 and a 10:! revaluation in June 1961.
All won figures in this volume are converted to current denominztions.

3. These peaks reflect the period in which the official exchange rate was adjusted
upward on the basis of an average black market exchange rate or a weighted average
price of dollars derived from Bank of Korea dollar auctions. These auctions, held in 1949
and early 1950, were not a major allocation mechanism; rather, they were a means of
testing the markei price of foreign exchange so that the official rate could be adjusted.

4. Because of this delay, the South Korean government suspended won advances
beginning December 15, 1952, and advised the UNC to redeem the accumulated ad-
vances and to procure won currency from the Bank of Korea. In return, the UNC
stopped the supply of petroleum products for civilian use.

3. Missionary transactions included remittances by foreign religious organizations
for charities in Korea. Service dollars were those earned by providing services to UNC.
These dollars could be transferred to the import account with the approval of the gov-
ermnment.

6. The total of 57 items included starfish, dolls, lacquerwares, and nuts.



Chapter 4

Both the Chang Myon civilian government that came to power after the student
revolution of April 1960 and the military government that supplanted it fol-
lowing the coup of May 1961 were basically reformist. On the domestic front,
the military government reformed the budget process, the taxation machinery,
and the currency system. Just prior to the coup, the civilian government had
attempted to unify the exchange rate system and had devalued the won in
January 1961 from 65 to 100 won to the dollar and again in Fcbruary from
100 to 130. The military government continued the pursuit of exchange rate
reform and achicved complete unification of the system by June 1961. Other
innovations included the institution in 1961 of a system of special tariffs to
help soak up margins on restricted imports, a currency reform in 1961, and
an casing of import restrictions in 1962.

The reforms of 1961-62, however, were not successfully carried out. The
currency reform was largely a mistaken attempt to sterilize what were thought
to be currency hoards. Each family was permitted to exchange old currency
for new up to a limited amount. The reform was cxpensive, caused massive
confusion and did not accomplish the stated objectives. The multiple exchange
rate was reinstituted in 1963 and import controls were strengthened. By 1963,
the exchange rate system had reverted to a Bhagwati-Kraeger Phase II regime.

After the general clection in early 1964, the nominally elected civilian
government instituted a substantial set of reforms in 1964 and 1965 that were
to be accompanied by a phenomenal economic performance. In May 1964,
the won was devalued by almost 50 percent from 130 to 257 won to the dol-
lar. This move was a prelude to the adoption of the unitary fluctuating ex-

42
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change rate s:'stem that was introduced in March 196S. The exchange rate
gradually stabilized at about 270 won per dollar in August the same year that
the Exchange Bank intervened in the market. Quantitative restrictions were
also cascd. Between latc 1964 and early 1965, importable items were in-
creased from about 500 to 1,500 and the number of prohibited items was
reduced. Special tariffs were raised to help soak up margins on restricted im-
ports and import predeposit requircments were strengthened.

A second major effort was devoted to interest rate reform. In September
1965, the ceiling on commercial bank lending rates was raised from 16 to 26
percent with the result that the domestic supply of loanable funds available
through the banking system incrcased rapidly, and additional investment de-
mand spilled over into demand for forcign loans. This led to a great increase
in private capital imports.

A third clement of the liberalization package was an cffective stabiliza-
tion program. Collection of dircct taxes was improved, rates were adjusted
upward, and cxpansion of the money supply was strictly limited. Beginning
in 1964, the government climinated all deficits from the gencral budget and
constrained itsclf to limited, sporadic short-term borrowing.

A fourth clement of the reform was an intensification of the degree and
number of subsidization programs for cxports. Subsidized credit for exports
became particularly attractive in contrast to the new and higher interest rates
which had been raiscd by the interest rate reform.

By 1966, South Korea had moved from Phase HI into Phase 1V. The
continuation of this new phasc is discussed in the next chapter. In this chapter
we discuss in detail the foreign cxchange and trade policies that accompanicd
the two liberalization cpisodes (1961-62, 1964-65) and their consequences,

DEVALUATION AND EXCHANGE RATE
UNIFICATION

The Chang Myon government attempted to unify the exchange rate in 1961 by
changing the foreign exchange dcposit system, in use since 1950, to the forcign
exchange buying system in which all forcign exchange carnings were sold to
the central bank at the official cxchange rate. Foreign exchange deposits by
residents were not authorized except for international airlines and shipping
companics. Those who surrendered forcign exchange earnings to the central
bank were given nontransferable cxchange certificatgs valid for 90 days. (Al-
though not legally trancferable, the certificates were sold on the cur® market. )
Holders of exchange certificates were entitled to buy from the central bank
at the official rate an amount of foreign exchange equal to the certificates’
value. Concomitant with the unification of rates, the official exchange rate
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was raised twice—from 65 won to the dollar to 100 won on January 1, 1961
and to 130 won on February 2, 1961.

Although exchange rate reform of 1961 made the multiple exchange rate
system illegal, multipie rates remained in use for a while afterward through
sales of certificates on the curb market. The fixed single official exchange rate
of 130 won to ihe dollar was only slightly higher than the most frequently
quoted rates on United States aid and KFX import dollars in late 1960 and
was lower than the market exchange rate on export dollars. As Table 3-1 re-
veals, the free market rates on Japan and other export dollars were 156.3 won
and 141.6 won 1o the dollar in January 1961. Beginning in February 1961,
the export dollar certificates were traded on the curb market at declining rates
but at rates higher thau the official exchange rate. The free market for export
dollar certificates ccased to function after Junc as a result of intensified con-
trol by the military governmeut followed by the abolition of the certificate sys-
tem on July 20, 1961,

CHANGES IN TRADE POLICY, 1961 TO 1963

With the adoption of a unitary fixed exchange rate in Junc 1961, the differen-
tial between the import price and the domestic price became greater for some
items restricted by import quota. Thus in July 1961, a Temporary Special
Customs Law was enacted to capture the windfall profits that would otherwisc
accrue to importers receiving import licenses for restricted items. Under the
law, about 700 items subject to import quotas were classified into four cate-
gories, I to IV, in order based on the ratio between the domestic price and the
c.if. import price and the estimated degree of nonessentiality. A temporary
special tariff was imposed on these classified import items in addition to regu-
lar tariffs. The special rates were 100 percent of import valuc on category I,
30 percent on category 11, 30 percent on category 111, and 10 percent on
category 1V. Adjustments were made periodically in the classification of
items.

Import controls were revised twice in 1961. In the first half of 1961, the
commedities proposed for import were listed in four classes: (1) automatic
approval (AA) items that could be financed by any foreign exchange source
without prior approval of the Ministry of Commerce and Indurtry; (2) AA
npecial items that could he financed only by export carnings without prior
approval of the Ministry; (3) restricted import items linked to specific com-
modity exports that required approval for imports; and (4) prohibited im-
ports. The total number of importable items listed was 1,581, including 35
restricted items as shown in Table 4-1. Commodities not listed could not be

imported without MCI approval,
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TABLE 4-1 .
Number of Importable ltems in Semisnaual Trade Programs,
1961 to 1967 (First Half)
Automatic Semi- Total
Approval  Restricted restricted Importable Prohibited
First half 1961 1,546 35 —_ 1,581 308
Second half 1961 1,015 17 —_ 1,132 k11
First half 1962 1,195 119 —_ 1,314 366
Second half 1962 1,377 121 — 1,498 433
First half 1963 776 713 — 1,489 442
Second half 1963 109 924 —_ 1,033 414
First half 1964 na na na 1,124 617
Second half 1964 na na na 496 631
First half 1965 1,447 92 19 1,558 624
Second half 1965 1,495 124 4 1,623 620
First half 1966 2,104 125 11 2,240 583
Second half 1966 2,307 127 12 2,446 386
First half 1967 2,950 132 —_ 3,082 362

NoTE: The numbers of importable and piohibited items for 1961 to 1963 and the
first half of 1967 were based on the original semiannual trade programs while brcakdowns
for all other periods are based on final revised programs.

Sounce: Bank of Korea, Monthly Statisticul Review, June and December, 1961 to
1963; Bank of Korea, Review of the Korean Economy, 1964 to 1966; and Ministry of
Commerce and Industry, A Ten-Yeur History of Trade and Industrial Policy, 1960-1969.

a. Includes 309 special items that could be imported only by export earnings.

b. Inuicates import items linked to specific exports,

In the trade program for the second half of 1961, prepared for the first
time by the military government, commodities were grouped in three cate-
gorics: (1) AA items that could be imported without prior approval of the
Ministry of Commeice and Industry; (2) restricted items that could be im-
ported with official approval; and (3) prohibited items. The total number of
importable items (restricted and AA items) was significantly reduced in the
second half of 1961 compared with the first half, while the number of pro-
hibited items incicased.

In order to promote procurement from the United States, the trade
program for the second half of 1961 differentiated aid-financed imports from
KFX (forcign exchange held by the Bank of Korea) imports. The program
stipulated that AID commodities could not be imported with KFX but only
with AID funds. The differentiation continued, in principle, until 1970.

Throughout 1962, both the number of AA items and the total number
of importable items were increased over the quotas of late 1961. In the first
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half of 1963, however, the number of AA items was sharply reduced, while
the number of restricted items was increased. These stronger restrictions re-
fiected the sharp decline in KFX holdings that year.

The Law Prohibiting Sales of Special Foreign Products, enacted by the
military government in 1961, was rcpresented as an attempt to restrict the
import or sinuggling of luxurics. The law banned domestic cales of a number
of foreign items such as forcign-madc cigarettes, coffec, cosmetics, aad high-
quality cloth.

Various efforts were made to increase export incentives during this pe-
riod. A new system of subsidies, adopted in Scptember 1961, classified export
commoditics into four categorics for payment of subsidies; 25 won per dollar
for special category cxports (new commodity crports and nct cxports by
bonded processing), 20 won for Category 1, 15 won for Category I, and
10 won for Catcgory 1il. Subsidy payments in 1961 totaled approximately
307 million won. In 1962 the number of cxporis supported by subsidics was
cxpanded, and total payments rcached 566 miillion won. Though the next
vear a higher rate was paid on manufacturcd cxports, other rates were cut,
and the list of items cligible for subsidy was shortened. The net result was a
reduction in total subsidics paid to 354 million won. As a percent of the valuc
of exports at the official cxchange rate, subsidics came to about 6 percert in
1961, 8 percent in 1962, and 3 percent in 1963,

The preferential interest rate on export credits was gradually reduced
from 13.87 percent per annum in 1960 to 8 percent in 1963, thus increasing
the implicit cxport subsidy. This ratc was well below the commercial bank
loan ratc of 16 to 17.5 percent.

Tax relief for exporters was instituted in 1961 by removing the domestic
commodity tax from cxports and by cxempting cxporters from the business
activity tax. Income tax incentives included a 30 percent reduction of tax on
income from cxports and a 20 percent reduction on income from sales of
goods and services to the United Nations Command and tourist scrvices. The
tax reductions on income from cxports and other forcign exchange carning
activities were raised to a uniform rate of 50 percent cflective January 1, 1962.

Another facet of the military government’s cxport strategy was the iasti-
tution of full-scale export targets in 1962. Beforc the beginning of each year,
the Ministry of Commerce and Industry was to sct the ncw year's targets on
the basis of past export performance and new cxport forccasts for separaiz
commoditics. Annual cxport targets were usually classified by commodity,
region, and country of destination. Commodity targets were assigned to indus-
trial associations and firms, and the regional and country targets to South
Korean tra> and diplomatic missions abroad. The Ministry maintained an
“export situation room” to check actual performance during the ycar against
the annual targets. In addition, an Expanded Export Conference, which was
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chaired by the President and attended by ministers, goverument <fficials,
bankers, and exporters, usually met several times during the year to deliberate
on the annual targets.

RETURN TO MULTIPLE EXCHANGE RATES,
1963

In 1961 and carly 1962, the military government followed very expansionary
fiscal and monetary policics which led to inflation in 1962 and 1963. The cco-
nomic situation was cxacerbated by a bad harvest in 1962 and a conscquent
upsurge in imports of grain. The resulting decline in foreign exchange hold-
ings brought a return to a multiple exchange rate system in 1963 through the
institution of a full-scale cxport-import link and the emergence of an import-
rights premium market. The trade program for imports was made much more
restrictive in the first half of 1963 when automatic approval items were cut 50
percent. In the second half of 1963 automatic approval items were ncarly
climinated, restricted items increased cightfold. and total importable items
reduced by almost one-third (Table 4-1).

Under the link system, cxporters were given the right to usc 100 pereent
of their cxport earnings for imports. In carly 1963, raw materials for cxports
and for five-ycar plan projects, as well as scrap iron and cement, could be
imported without import entitiement obtained through cxport. Once the import
of these items incrcased sharply, however, the government removed ali excep-
tions on July 31, 1963. The frec market premium rate on import rights grad-
ually rosc from 32 won per dollar in January 1963 to 65 won in April 1964.
The rise in this premium prompted the governmeat to cnact the Temporary
Special Excess Profits Tax Law to levy S0 won per dollar on sales of dollars
acquired by the government through U.S. supporting assistance and PL 480
aid after December 1965, The effective exchange rates on both cxports and
imports became, therefore, much higher than the official exchange rate.

EXCHANGE RATE REFORM, 1964 TO 1965

The cxchange rate reform, announced on May 3, 1964, began with a large
devaluation from 130 won to 257 won. For a while thereafter, foreign ex-
change certificates (which were carned by cxports and carried an import en-
titlement) continued to scll at a premium above the official cuchange rate of
about 255 won to the dollar.

On March 22, 1965, the government announced the actual implementa-
tion of the unitary fluctusting exchange rate system. The government fclt con-
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fident that the rate would not fluctuate widely since relative price stability had
been atta’ied by the second haif of 1954. As an extra precaution, standby
credits of $9.3 million were madc available by the IMF for a foreign exchange
stabilization fund. The unitary fluctuating exchange rate system worked in the
following way:

(1) Residents who carncd forcign cxchange by exports or sales to the
United Nations Command were required to surrender their exchange carnings
for exchange certificates which were valid for a month from date of issuc.
They could be freely traded on the exchange market, but on expiration they
had to be sold to exchange banks for won currency.

(2) Those who required foreign cxchange had to present foreign ex-
change certificates when import licenses were issued by the Bank of Korca.

(3) The official exchange ratc was announced every day by the Bank
of Korea on the basis of exchange certificate prices quoted in the free exchange
market.

(4) The foreign departments of commercial banks were authorized to
act as brokers for transactions of certificates.

(5) The Bank of Korea had authority to intervenc in the certificate
market when the market price of certificates fluctuated sharply owing to
seasonal or speculative factors.

Immediately after the announcement of the new foreign exchange rate
eystem, the first market exchange rate on certificates was formed at 270 won
to the dollar. The exchange rate on certificates, howcver, declined gradually
to 256 won to the dollar at the end of April 1965. The rate began to rise again
in May, and by the end of the month the market exchange rate was quoted at
280 won per dollar.

On Junc 22, 1965, the Bank of Korea first intervened in the market by
increasing the supply of exchange certificates. In the beginning, intervention
could not compictely remove fluctuations in the market exchange rate since
the Bank supplied only a limited amount of additional certificates from KFX
holdings. But from August 22, 1965 through 1967, the cxchange rate was
completely pegged at around 271 won to the dollar by sales of certificates by
the Bank.

LIBERALIZATION OF IMPORT RESTRICTIONS,
1964 TO 1966

After the May 1964 devaluation, the balance of payments situation improved
markedly and trade restrictions were gradually liberalized. As shown in Table
4-1, between the last half of 1964 and the first half of 1965, the number of
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items eligible for importation incrcased substantially from about 500 to 1,500.
Thereafter, the list continued to increase rapidly as did the number of auto-
matic approval items. The number of prohibited items showed a marked
decline from the second half of 1965 to the first half of 1967.

Also after the May 1964 dcvaluation, a new Temporary Special Tariff
Law was enacted to soak up margins between c.i.f. import prices and domestic
prices of restricted import items. About 2,200 import commoditics, for which
the “foreign exchange ratio™ exceeded 30 pereent, were classified in categorics
I and I1. The special tariff was imposed on the difference between the domestic
wholesale price of an imported good and the landed pricc of that import plus
regular tariff, commodity tax, incidental expenscs, and normal profit. A tariff
rate of 90 percent was applied to category I and 70 percent to category 11.

To administer the special tariff, the Bank of Korca and the Ministry of
Finance made a monthly survey of domestic wholesale prices of import com-
moditics. On the basis of this pricc survey, the list of items for the special
tariff was expanded from about 2,200 in 1964 to about 2,700 aftcr 196S.
Those items to which a regular tariff did not apply were, however, exempted
from the special tariff.

In 1964 an import prepayment deposit requirement was introduced. The
requirement was reviscd from 100 to 255 won per dollar, or to 100 percent
of import value, with the exchange rate change in 1964. After March 1965 the
import prepayment deposit system was transformed into a system under which
all comnercial importers were required to deposit foreign exchange certificates
equivalent to the value of imports at the time of the opening of the L/C.

INTENSIFICATION OF EXPORT INCENTIVES

Along with the cxchange reform and import liberi lization, the period 1964-66
saw marked intensification of export incentives (Table 3-3). Dircct cxport
subsidies were abolished in 1964, but other incentives grew in number and
importance. Particular cmphasis was placed on an expansion of credit inccn-
tives. The preferential ratc on export credits was reduced from 8 percent in
1963 to 6.5 percent in February 1965, and to 6.0 percent in Junc 1967, fur-
ther increasing the implicit cxport subsidy. The Bank of Korca lowered the
discount ratc on export bills from 4.5 percent to 3.5 percent in 1966. This
rediscount of bills was enormously profitable for commercial banks which
financed nearly all export credits through rediscounting bills.

In 1964, the number of types and the volume of preferential loans for
export increased substantially. In addition to export credits and operating
loans from counterpart funds, the following preferential loan arrangements
existed:
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(1) loans for suppliers of U.S. offshore procurement (mainly for Viet
Nam);

(2) credits for importers of raw materials and equipment for export
industries;

(3) export usance (credits to exporters who ship without L/Cs but
receive payment after shipment);

(4) export industry promotion loans;

(5) Medium Industry Bank equipment loans for conversion of factories
to export production; and

(6) Medium Industry Bank cquipment loans for spccialized export
industries.

In addition to the preferential loans listed in Table 4-2, a standby credit
system was instituted in 1965 for supporting the overseas marketing activities
of export firms. The standby credit, which was a type of L/C for service
transactions, could be opened by the Bank of Korea for (1) guaranteeing the
opening of an export L/C by an overscas branch to its domestic head firm and
the scttlement of the export L/C, (2) guarantce money for international bid-
ding and contracts, and (3) other financial guarantees for foreign exchange
carning activities of overscas branches. The domestic firms were required to
submit foreign exchange certificates or a foreign exchange payment guarantec
issued by a foreign exchange bank for opening the standby credit.

In 1964, government support for foreign market development was gradu-
ally intensified. The Korea Trade Promotion Corporation (KOTRA) was
founded and quickly expanded its overscas branch network to incrcase the
sales of Korean products in foreign markets. In addition, the government sent
special trade missions to many foreign countries and concluded trade agree-
ments with a number of them from 1964 to 1966, including India, Burma,
Cambodia, Italy, Austria, West Germany, Japan, and Mexico. The govern-
ment also authorized the Korean Trader’s Association to collect 1 percent of
the value of all c.i.f. imports from importers for use in export promotion.

In 1965, the long-established practice of giving preference to exporters
in the granting of import licenses was expanded and formalized. Exporters
were given automatic right to import raw materials duty free up to certain
limits. The limits cstablished for cach export commodity were based on a
technically determined ratio of required raw materials to output plus an addi-
tional factor called a wastage allowance. The wastage allowance is administra-
tivery determined and is varied from time to time. Since it applics to raw
materials which aie gencrally limited by import controls or subject to high
duties, the markups between import price and domestic price are quite large.
That portion of the wastage allowance not used in production could be sold
locally (since, unlike in other countries, these imports could be sold legally),
sometimes at great profit to export industiies.
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In order to increase the domestic valuc-added content of exports, export
incentives were extended to producers of intermediate goods used in the pro-
duction of exports through a system of local letters of credit (1./Cs). The
local L/C system came into cflect in the second quarter of 1965 as the result
of a revision of the Forcign Exchange Control Regulation. The local L,C
system enabled exporters to issue local L/Cs to domestic producers of export
goods and intermediates for cxport products on the basis of export L/Cs re-
ceived by the cxporters. The local L/Cs issued by cxporters could be settled
in foreign exchange certificates when export shipment was made. Domestic
produccrs with local L/Cs could get the same treatment as exporters in obtain-
ing preferential bank loans, import licenses for necessary raw materials, and
excmption from import dutics and the business activity tax.

In the latter part of 1966, an cxport-import link system was reintroduced.
The main purpose of the system was to increase exports with low profit mar-
gins and to devclop new export markets by linking cxport performance with
the import rights cither for popular consumer items or for imports of inputs
for cxported commoditics. For instance, the exporters of woolen yarn and
fabrics, sweaters, and clothing were given the rights to import raw wool and
mohair at a rate of 25.5 to 85 percent of their export carnings (depending on
the export commodity). Exporters of radios and clectronic products were
given the import rights to television accessorics, exporters of chinaware the
import rights to porcelain, cxporters of domestically assembled watches and
exporters to Switzerland the import rights to Swiss watches,

Finally, an additional tax incentive granted to exporters in 1966 was a
special method of accelerated depreciation.

EFFECTS OF THE LIBERALIZATION EFFORTS

The attempt to unify exchange rates in 1961 and 10 effect other reforms failed
because the policies of the newly established military government, which were
at first inflationary, became more restrictive and complex as a result of a very
bad harvest in 1962. The reforms of 1964-65 were accompanicd by very suc-
cessful economic performance across the board. Consider the exceptional
nature of the changes that took placc between 1964 and 1966:

(1) an average annual growth ratc of rcal GNP of 9.6 percent;

(2) a dccline in the rate of inflation from 35 pereent in 1964 to |
percent in 1965 and 9 percent in 1966 (wholesale price index); ’

(3) the ratio of domestic saving incrcased from 5.7 to 11.7 percent of
GNP;

(4) exports increascd by more than 40 percent per year;

(5) mining and manufacturing output incrcased at about 14 percent

per year;



TABLE 4-2
Preferential Bank Leans for Experts, 1964 to 1966

(millions of won)

Outstanding Credit Annual
(December 31) Interest
1964 1965 1966 Rate  Term Other Conditions
Export credit 1,857 3,866 3,628 6.5 90 days 150 won through Feb. "6S and 200
won thereafter per dollar to exporter
or export goods producers on the basis
of expcrt L/ Cs or supply contracts.
Loans for suppliers of U.S.
offshore procurement 526 655 1,192 6.5 90 days 200 won per dollar to suppliers to
Korean troops in Viet Nam and 150
won per dollar for other suppliers on
the basis of supply contracts.
Credit for import of raw materials
for exports 6,684 6,325 9975
(Payment guarantee) (4,101) (4,005) (5.417) 3.0 60days Commercial bank gua:antee at the

time of L/C opening, up io % of
annual export earnings.

(Domestic usance-foreign exchange) (2,588) (2,320) (4,558) 6.0 90-135days Export industries with export L/C or
contracts.



Export usance 690 456
Export industry promotion loans 77 63
Export industry operating loans

(counterpart funds) 190 170

Equipment loans for conversion
into export industry — 603
Loans for export specializing industry —_ —

Total 10,024 12,138

431

41

186

1,014

16,560

6.5

26

18+

13
13

90-120 days

90 days

1 year

S years
S years

120 won per dollar to exporters on
D/P and D/ A basis and exporters
with consignment sales arrangement.
120 won per dollar to export goods
producers (Net export carning should
exceed 30% ).

A maximum of 10 million won to each
exporter or export goods producer.

A maximum of 10 million won to
cach small and medium industrialist
specified by Ministry of Commerce
and Industry

Sounce: Bank of Korea.
a. Includes 2 percent credit guarantee charges.
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(6) bank time and savings deposits increased about 4 times in 1965
constant prices; and

(7) government revenuc increased from 7.3 percent of GNP to 10.8
percent,

It would be a mistake to attribute all of these achievements directly to
liberalization. Industrial growth was actually very rapid in 1962 and 1963,
before the successful libcralization began. In 1964, in fact, growth of manu-
facturing and mining slowed to 6.9 percent, down from 15.7 percent the ycar
before. Social overheads and scrvices grew at 3.0 percent in 1964 compared
with 7.4 percent in 1963 and 8.9 percent in 1962. GNP growth in 1964 was
a healthy 8.3 percent, only because of a particularly good harvest; value added
in agriculturc grew by 15.5 percent. '

The liberalization cpisode was impressive because it was accompanied by
such a rapid decline in :he rate of inflation. The May 1964 devaluation of
about 50 percent (from 130 won to 257 won to the dollar) was not inflation-
ary largely because of the monetary and fiscal stabilization program. Another
fact is important here also: the devaluation was more de jure than dc facto, at
least with respect to exports. The multiple exchange rate system and the vari-
ous taxes and subsidics on exports resulted in an cffective cxchange rate for
cxports which was little changed after the 1964-65 devaluation. Consolidation
of cxchange rates since the 196465 liberalization climinated the multiple
exchange rate premia and was accompanicd by suspension of payments of
direct export subsidics (for statistical details, sce the next chapter). Since the
devaluation was not rcally de facto, there was relatively little upward pressure
on prices of export goods.

The sharp rise in the bank deposit rate in 1965 also helped to curb infla-
tionary pressures. The great rise in savings and bank deposits substantially
reduced the velocity of circulation of the money supply.

The rapid growth of cxports certainly cannot be attributed entirely to
liberalization, since the trend dates from 1959. In 1960 exports increased from
$20 to $33 million and have not ccased to grow to the present time. Various
export incentives werc intensificd and the effective exchange ratc on exports
increased by about 11 percent, but this did not spur a noticeable incr.asc in
the ratc of growth of cxports. The most that can be said is that liberalization
probably laid the groundwork for continued rapid growth of exports over the
following decade and that without thosc cfforts, such phenomenally rapid cx-
port growth could not have continued. Likewise, the exchange liberalization,
the intcrest rate rcform, and the fiscal reforms probably laid the basis for a
decade of rapid growth in GNP which would not have been possible otherwise.

These hypotheses are reexamined at the end of this book after a discus-
sion of other statistical evidence. Unfortunately, no clear answers emerge: the
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evidence is more suggestive than definitive. Nevertheless, much of the evi-
dence, however imperfect, sevms to indicate that the trade and exchange rate
policies of the Korean goverrment throughout the decade following the first
attempts at liberalization, rath:r than the liberalization package by itsclf, were
important contributors to the vapid growth of the South Korcan cconomy.

NOTES

1. Foreign exchange ratio = (domestic wholesale price of imported goods) minus
(regular tariff 4 commodity tax 4 normal expenses) divided by (normal foreign ex-
change price of the import on c.i.f basis). This formula was basically an estimate of the
premium which could be obtained by an importer licensed to import a restricted item.



Chapter 5

Further Efforts at Liberalization:
1967 2> Early 1973

From i967 to 1972 the growth of GNP, cxports, and imports continucd at a
very rapid pace. While forcign private capital imports replaced foreign assis-
tance as the major source of foreign savings, the cxchange rate, which had
been pegged at 270 won to the dollar by the Bank of Korea since August 1965,
was allowed to devalue gradually beginning in 1968. The rate reached 326 in
Junc 1971 and then 370 following a further devaluation of 13 percent. Later
in 1971, gradual devaluation was allowed to resume and it continued until
Junc 1972 when the rate was pegged at about 400 won to the dollar.

A follow-up trade liberalization program, launched in 1967, switched the
positive-list approach to trade controls to a negative-list approach «nd revised
the tariff structure so as to climinate some of the very high rates. Another
tarifl reform, discussed throughout much of 1972, was instituted in carly
1973.

In August 1972, a new set of economic policy reforms was announced.
These reforms included a set of regulations to govern the so-called unorga-
nized moncy market, reductions in bank interest rates, price stabilization efforts,
continued stabilization of the exchange rate, reduction in export incentives,
and liberalization of import controls.

Despite these and other attempts at further liberalization and reform,
resort to the old price-distorting policies and controls was common. A numbe:
of factors were involved. First, any adverse trends in the balance of payments
prompted a rcturn to the old methods. For example, when import demand in-
creascd sharply in late 1968, the government placed additional import items
on the restricted list and increased export incentives.

56
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Sccondly, as debt service payments began to rise, even though foreign
exchange holdings scemed quite adequate in the late 1960s and carly 1970s,
concern over future debt repayments increased along with: a fear for the vulner-
ability of the basic balance of payments. Restrictions on capital movements
were strengthened in 1970,

Finally, and probably most important, certain vested intercsts in the busi-
ness community had much to lose from further liberalization and favored a
return to price-distorting mechanisms. Since these interests wielded consider-
able political power, the tarifl reform of 1967 brought few real changes
although the initial proposals of the Ministry of Finance would have substan-
tially simplified the tariff structure. The business intcrests, many of them cx-
porters who benefited greatly from tariff exemptions and wastage allowances,
exerted pressure through the Ministry of Commerce and Industry, and thus
fostered a burcaucratic struggle between the two ministries. For good measure,
related business groups staged a sit-down protest against the tariff change in
the offices of the Ministry of Finance.

In another demonstration of their influence, the vested interests exerted
strong pressure on the Ministry of Finance just prior to the Junc 1971 deval-
uation. The pressure came mainly from large firms with heavy forcign debts
because devaluation would greatly increase the burden of rcpaying their for-
eign loans, which werc denominated in dollars. The holders of forcign debt
were compensated by increased availability of local loans. The government
also felt it had to peg the exchange ratc at its new valuc rather than continue
with a gliding peg.

From 1967 to 1972, pressure to extend cxport subsidies increased while
monopoly rights for new cxport markets and products were granted in 1967
and 1968. Exporters were ranked according to performance and the more
successful were given better adininistrative treatment. Freight and power rate
discounts werc given to large exporters, wastage allowances were expanded,
and interest rate subsidies on loans to cxporters grew very rapidly. In early
1973, however, some of the subsidics were reduced or climinated.

The pericd from 1967 to carly 1973 can be characterized as a prolonga-
tion of Phase IV while attempts to consolidate reforms continued. But South
Korca did not quite achicve a completely liberalized Phase 1V regime because
reforms were periodically retarded by adverse cconomic developments and by
increasingly cffcctive political resistance from certain business interests opposed
to further reform.
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EFFORTS TO LIBERALIZE TRADE, 1967
TO EARLY 1973

Trade liberalization was attempted in 1967 through a change from the posi
tive-list system of import controls to the negative list,! and through tarif
reform. The first of these measures was much more succesaful than the second
The bmic impetus for the attempted liberalization was the marked increas
in foreign exchange holdings in 1966 brought about by a rapid expansion of
commodity exports, increased scrvice camings cxpatriated by South Korcar
nationals in Viet Nam and West Germany, and a larger inflow of foreign loan:
(including cash loans).

As shown in Table S-1, the new negative-list program greatly cnlarged
the number of Automatic Approval (AA) items for import. More than half of
the 30,000 commodities specified in the SITC (Standard International Trade
Classification) manual became AA items since they were excluded from the
negative list. Prohibited or restricted items numbered 736 under the old sys-
tem and 12,872 under the new. This discrepancy, howe: cr, is misleading since
items omitted from the positive list had to be treated aa hoc and often were,
in fact, prohibited or restricted. If these additional items are taken into ac-
count (sce figures in parentheses in Table S-1) the total number prohibited
and restricted under the positive-list system comes to 26,484. The increase in
imports resulting directly from liberalization was approximately $27 million
in the final five months of 1967 and $68 million or 20 percent of total imports
in 1968 according to estimates by the Ministry of Commerce and Industry.

TABLE 5-1
Tetal impertable Subitems before and after Adoption of the
Negative-List Trade Program
New Programe
Program Ended Effective from
July 24, 1967 July 25, 1967
Prohibited import items 244 (26,148)* 2,617
Restricted import items 92 10,255
Automatic Approval import items 3,760 17,128
Total 4,096 30,000

Sounce: Ministry of Commerce and Industry.

8. The clamification of commodities was based on the SITC Manual published by
the United Nations. It was roughly equivalent o the classification in the old program.

b. Total number of prohibited items, i.c., those explicitly prohibited plus those pro-
hibited because they were not listed in any category.
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Although the government originally announced that it would giadually
cxpand trade liberalization from the start made in the sccond half of 1967, the
semiannual trade programs adopted in 1968 and aficrwands showed a gradual
increase in the number of restricted items (Table $-2). The increase in the
number of restricted items became more promincent beginaing the second half
of 1968 as import demand cxpanded greatly during 1968 and 1969,

Even under the negative-list system, imports of machinery from countries
with which South Korca showed a trade deficit (Japan, for cxample) required
prior approval of the Ministry of Commerce and Industry, regardiess of the
specifications in the trade program. The ncgative-list system applied only to
new, not used, commodities. Used commoditics were subject o a more
restrictive sct of rules.

The tarifl reform announced on November 29, 1967 cffective th. first of
the year was presumably intended to simplify the system along lines suggested
by Ronald McKinnon. In his consultant’s report (1967), Professor McKinnon
proposcd a low uniform tariff rate of about 20 percent for most imports and a
higher rate (maximum 90 percent) on a sclected group of indu: tries tha:
South Korea really wanted to protect. He also proposed that high tariffs on
finished goods should be replaced with commodity taxes applicable to both
domestic and imported goods.

In the end, however, the basic idea of a low, uniform tariff combined
with modestly higher rates for the protection of a selected, small number of
industrics was not implemented with the result that the new customs law was
much the same as the old. The basic rates in the new law are compared with

TABLE 5-2
Impert Program for Basic ltems, 1967 o 1970
Automatic
Prohibited  Restricted  Approval Tatal
Sccond half 1967 (finz!) 118 402 792 1,312
First half 1968 (original) 116 386 810 1,312
First half 1968 ( final) 7 479 756 1,312
Sccond half 1963 (final) 76 508 728 1,312
First half 1969 (final) 75 514 723 1,312
Second half 1969 (final) 74 530 708 1,312
First half 1970 (final) 73 526 713 1,312
Second half 1970 (original) 73 524 ns 1,312

Note: The classification of import items is based on the United Nations' SITC
Manual. The (otal shown in the tuble is an aggregation of 30,000 subitems.
Sounce: Ministry of Commerce and Industry.
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the old rates by major section of the BTN (Brusscls Tariff Nomenclature)
classification in Tabie 5-3. The total number of basic commodities subject to
duties was increased from 2,044 10 3,019. The ncw rates were slightly higher
than the old in all major sections of the BTN classification, except for socticns
14, 18, and 19. The highest tariff rate in the old law, 250 percent, wis r.ow
reduced (o 150 percent.

TABLE $-3
Changss in Legal Tarifl Rates before and after Tari Reform, 1967
(simple average rate)

Oid Ratc  New Rate

BTN Section (percent) (percent
1. Live animals and animal products 325 384
2. Vegetable products 38.5 Jo.8
3. Animal & vegetable fats and oils 39.6 4.3
4. Prepared foodstufls, beverages, spirits,
vinegar, and tobacco 84.3 95.1
5. Mineral products : . 159 25.2
6. Products of the chemical and allied :adustries 27.6 29.7
7. Antificial resins and plastic materials 324 34.5
B. Raw hides and skins, leather, fur skins
and articles thereof 55.2 58.1
9. Wood and articles of wood 40.1 44.2
10. Paper making = =:zriz|, paper and paperboard
and articles therzof 43.0 54.2
11. Textiles and textile articles 59.0 71.0
12. Footwear, hcadgear, umbrellas, sunshades,
whips, riding-crups, etc. 74.3 829
13. Articles of stone, plaster, cement,
asbestos, mica, elc. 489 538
14. Reai pearls, precious stones and metals 43.7 36.1
15. Base metals and articles thereof 329 35.6
16. Machinery and mechanical appliances 274 Jo.6
17, Vehicles, aircraft, vessels, etc. 396 36.2
18. Optical, photographic, cinematographic,
measuring, checking and precision
instruments and apparatus, etc. 444 404
19. “rms and ammunition 54.7 373
20. Miscellancous manufactured articles 78.9 81.9
21. Works of art, collectors’ pieces and antiques 0 0
Total number of items (2,044) (3,019)

Note: BTN—Brussels Tariff Nomenclature.
Source: Official Tariff Tables, 1964 and 1968.
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Weiginted average tariff rates by major product groups in the old and new
schedules are compared in Table 5—4. The tabic alio compares the actual tariff
rates (the ratio of all actual tariff collections to c.i.f. imports) by major prod-
uct group. While statutory tariffs declined for most categorics, actual tariff
collections increased because of the pattern of exemptions. It should be noted,
however, that the old and new tariff rates shown in Table 5-4 include both
the regular tasiff rates and the special rates levied to soak ‘up margins on con-
trolled imports, vhile the simple average tariff rates shown in Table -3
represent only the regular tariffs,

Although the legal rate structure remained basically the same, the new
1968 law allowed for greater administrative fexibility. Administrative dutics
could be levied on restricted commodities when imported in excess of quotas.
Under certain conditions, emergency duties, countervuiling dutics, and so-
called bencficial duties could be levied. The government had the authority to
change statutory rates by as much as 50 percent by administrative decree.

TABLE 5-4
Weighted Average Tarll Rates Compd:
Major Product Growps, Old and New Schedules

(percent)
Actual Tariff
Collections per Unit

Statutory Tariffs of c.i.f. Value
Product Group 1966 1968 1966 1968
Agriculture, forestry, and fishing 334 28.5 1.5 14.2
Proessed foods 55.2 54.1 6.6 25.5
Tobacco and beverages 132.6 106.3 223 40.3
Mining and energy 11.8 13.5 6.2 7.7
Construction materials 34.5 25.0 8.1 12.7
Intermediate products | 319 40.7 6.8 12.7
Intermediate products I 51.8 44.7 10.6 14.4
Nordu: able consumer goods 74.2 43.2 12.6 9.0
Consumer durables 74.5 737 204 4.4
Machinery 25.5 47.0 8.7 ‘1.5
Transport equipment 12.8 19.4 1.4 1.6
Scraps and unclassifiable 254 KXW 83 18.2
Noncompetitive imports 21.9 16.9 219 9.2
Weighted Average 43.1 40.6 9.9 156

Note: Statutory and actual tariff rates include both the regular and speciai tariff
rates. The average tariff rates were first obtained for 231 nonservice input-output sectors,
weighted by actual imports and then aggregated into the major product groups using total
supply weights for respective years.
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Even after the adoption of the new rogular tariff schedule, the special
tariffs were still effective. The system of tarit! exemptions under the new law
remained almost the same as before. Imports of raw meicnals for the produc-
tion of exports, capital goods for export production and other major industries,
and capitsl goods imports by foreign-owned enterprises were exempt from
custom dutics. Since exemptions were substantiai and growing, mainly because
o increased cxports and increased tariff exemptions related to exports, the
legal tariff structure did not have the same significance as it might have had
in other countries,

The government made some adjustments, however, to the list of tariff
excmptions in the period following the tariff reform. For instance, in October
1968 the government removed 14 commodities from the customs-cxempt list,
including cement and petroleum. In addition, machinery and equipment for
fertilizer and automcebile plants and highway construction were transferred
from the tarifl-cxempt list to the tarifi-reduced list.

As import demand increased rapidly in late 1968, the government
tightened import prepayment deposit requirements for some categorics of
imports, and further raiscd the amount of prepayment per dollar of import in
1969. Prepayment requircments for non-aid-financed imports on an L/C basis
from “specificd arcas™ (within 10 days shipping time, mainly Japan) werc
raised from 150 percent in the sccond half of 1968 to 200 percent in 1969 on
items whose basic tariff rates werc in the range of 30-49 percent, except for
13 items. In 1970, all prepayment requirements were set cqual to the 1968
level regardless of sourcc. The prepayment requircments for imports on a
documents-against-payment (D/P) basis were raised from 30 to 50 percent
in 1969 on imports from the “specificd arcas”; however, for imports from
other arcas the S percent prepayment requirement was maintained as before.
. In addition, items whosc basic tariff ratcs exceeded 50 percent and nonessential
and luxury commoditics designated by the United Nations Economic Com-
mission for Asia and the Far East were excluded from the list of items im-
portabic on a D/P basis.

For imports on documents-against-acceptance (D/A) and on a usance
basis, an annual ceiling was established for cach year. In 1969, the prepayment
requirements were raised from 10 to 30 percent on D/A imports from the
“specificd areas,” while a 30 percent prepayment requirement on usance im-
ports was maintaincd. Prepayment requirements for D/A and usance imports
from all arcas were unified at 30 percent in 1970.

In late 1972 und carly 1973, some additional liberalization measures
were taken. The number of automatic approval items was increased by elimi-
nating some of the previously restricted items from the negative list, and the
numbcr of quota items was also reduced, while quota amounts per restricted
item tended to increase.
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In carly 1973, the special tariff, which had been used to tax large dif-
ferences between international and domestic market prices for some imports,
was completely abolished. There was also a general tariff reform, effective
from Fcbruary S, 1973, which changed regular tariff protection to encourage
new import substitution industrics and reduce protection of old industrics,
Tariff rates on heavy industrial and chemical products and intermediate goods
were raiscd, while the previous high rates on finished goods, particularly textile
products, were generally reduced by about 10 to S0 percentage points, The
Ministry of Finance announced that the reform brought akout a reduction in
the simple average tarifl rate from 38.8 o 31.3 percent. The tarifl reform,
however, increased administrative authority to adjust the tarifl rates within
100 percent of the legal ratc. In fact, the tariff authoritics cstablished the ad-
ministrative rates on some imported raw materials much fower than the legal
rates, in order to minimize the domestic cost-push cffect of increases in inter-
national prices of major industrial raw materials which took place i 1973,
Domestic commodity tax rates on both imported and domestically produced
commoditics, particularly on clectrical appliances and uther houschold goods,
were also reduced by about 10 to 15 percentage points,

GROWTH OF EXPORT SUBSIDIES -

Export incentives continued to grow from 1967 to carly 1973 (Table 3-3),
Prefercntial loans became an increasingly powerful tool for export promotion
after the intercst ratc reform of 1965. Since the reform raised ordinary bank
loan rates to 26 percent per annum (at which rate the excess demand for
loans was still positive) while lcaving the rates on cxport loans unchanged,
intercst subsidics implicit in the preferential loans for cxport increased consid-
erably after September 1965. Because of the increased differential between
commercial bank interest ralcs and preferential export rates and the prolifera-
tion of various preferential loans for exports, the implicit interest subsidics for
exports increased from approximately 1.3 billion to 15.3 billion won, or from
7.6 won per dollar of cxport to 17.3 won between 1965 and 1970.% As a per-
centage of total exports valucd at the official cxchange rate, interest rate sub-
sidies increased from about 3 percent in 1965 to 6 percent in 1970,

Table 5-5 shows the growth of the various subsidized loan schemes for
experts between 1967 and 1970. Loans for offshore procurcment and credit
for imports of capital equipment grew rapidly beginning in 1967. In 1968 and
1969, the export industry operating loans (financed from the Counterpart
Fund) and export industry promotion loans werc abolished. In their place, the
government introduced loans for domestic production of raw materials used



TABLE 5-5
Preferential Loanas for Exports, 1967 te 1976

Outstanding Credit ;\nnual
(million won as of December 31) “';‘;‘:s‘
1967 1968 1969 1970  (percent) Term Remarks
1. Export credit 6618 8072 11,866 19,129 6.0 90-135days 200 won per dollar through 69,

[

. Loans for suppliers
of U.S. offshore
procurement

. Credit for imports
of raw materials
for export

(Payment guar-
antee)

{Domestic usance-
foreign exchange)

(Import loans)
Export usance

. Loans for export

3,399 3,567 5.291 4510

17.835 20,239 31,868 49,981

(11,292)  (8.859) (14.201) (21.244)
(62) 29) — —
(6,481) (11,351) (17,666) (28.737)

652 550 1,986  4.463

- —_ 35 154

6.0 90 davs

1.5 60 days

6.0  90-135 days
6.0+  90-135 days
6.0 90-120 days

6.0 90-120 days

220 won in "70 and 260 aoa in "71

150 won per dollar ihrough "68.
120 won in "69 and 220 won in 70

Green card exporters exempted from
guarantee fees

Foreign exchange value of imports
Won equivalent of imports

Won loan per dollar equivalent to

export credit

Won loan per dollar equivalent to

export credit



10.

11.

Foreign exchange

loans for import of

capital goods for

export industries 1,849 7.802 10,297 21,372

- Export industry

promotion loans 61 368 28 7
Export industry

operating loans

(Counterpart Fund) 193 —_ — -

cquipment loans for
conversion into

expoit industry 1.531 2,237 2,536 2,826

Loans for export

specializing

industries 292 563 742 807

Loaas for production

of raw materials — — 134 833

. Loans for preparing

agricultural and

fishery products

for export — — 3.413 4,001
Total 32,430 43,398 68.196 108,083

26.0

18.0

3-5 years

Tu days

1 year

S years

S years

90-120 days

90-180 days

80 r_.cent of import value through
‘o8 and 90 percent in "69
Abclished in 1969

Abolished after 1968

A maximum of 10 million won to
those industries specified by the
Ministry of Commerce and Industry

220 won per dollar in "69 ard 70

70 percent of required funds

Sounce: Bank of Korea: Medium Indusiry Bank.
a. Raised 10 9.0 percent per annum. June 1971.
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in producing exports and for processing of agricultural and fishery products
for export in May and September 1969 (rows 11 and 12, Table 5-5).

The flexible wastage allowance grew in importance as an incentive to ex-
port during the latc 19608 as the proportions of wastage allowed gndually
increased for many industries. The Korean Tradcrs Association (1969) esti-
mated that the implicit subsidies arising from the wastage allowances on
imported raw materials averaged 12.7 won per dollar export, or about 4.6
percent of the official cxchange rate in 1968. The amount of subsidics per
dollar, however, showed a wide variation by type of export commodity. For
instance, the subsidics implicit in wastage allowances were as high as 48 to 59
won per dollar of export (about 17 to 21 percent of the official exchange
ratc) for woolen fabrics, rayon fabrics, and footwear. Busincss firms and
trade associations have lobbicd persistently for increased wastage allowance.

The total amount of tax concessions for export grew rapidly from 1965
to 1970 (Table 5-6). Relicf per doilar of cxport more than doubled in those
six years,

As mentioned in Chapter 3, importer's liccnses were granted only to
firms whosc cxport performance met minimum standards. The minimum cx-
ports required for a license, which were set at $30,000 in 1964, were raiscd to
$100,000 in 1966, $200,000 in 1969, and $300,000 in 1970. In addition, in
1969, traders were graded in four classes (blue-, white-, yellow-, and red-card
holders) on the basis of annual cxport performance. High performance
traders were given a number of special benefits, including exemption of col-

TABLE 5-6
Tax Concessions for Exports, 1965 to 1970

1965 1966 1967 1968 1969 1970

Internal tax (millions of

won) 2,838 5,021 7,724 11,127 17,207 26,330
Regular and special tariff

(millions of won) 2,962 5333 8,224 19,261 22,551 34,700
Total tax relief

(millions of won) 5,530 10,354 15,952 130,388 139,758 61,030
Total exports®

(millions of dollars) 175.1 2503 3348 486.2 658.3 8822
Tax relief per dollar

of export (won) 316 414 476 625 604  69.1

Sounce: National Tax Administration.
a. Preliminary figures.
b. Includes military goods sales abroad.
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latcral for regular and special tariffs, relaxation of tax surveillance, and prefer-
ential treatment in foreign cxchange allocations for overscas activitics.

Certain exporters were given monopoly rights in acw export markets o
for the export of new commoditics. The system origin::ted in 1962 but was not
applicd to many commaditics until 1967. Monopoly rights were given, among
others, for the following commoditics: arrowroot wallpaper (all countries),
processed brassware (Japan), apples and pears (Taiwan), silk for sashes
(Japan), antificial cyclashes (EEC), oak lcaves (Japan), and rice cake
(Japan).

Finally, railway frcight rates on export mincrals were given a 30 percent
discount beginning in 1967. Export industrics with powcr-receiving capacity
of less than 200 KWH whose clectric power costs amounted to more than 20
percent of total manufacturing costs were granted a 39 percent discount on
clectricity charges.

As a follow-up on the August 1972 reforms, many export incentives
were reduced. The 50 percent reduction in tax on corporation and individual
busincss income carned from export business was abolished. The government
also announced a gradual adoption of a tariff-rebate system under which
wriffs arc collected at first on all imports but collections for imported raw ma-
terials for exports arc refunded later when actual exports occur. Until 1973,
imports of raw materials for exports were granted tarifl exemptions at the time
of customs clearance, and tariffs plus some penalty were imposed later when
importers did not fulfill export obligations. Finally, the preferential interest
rate on cxport credit was raiscd from 6 to 7 percent. This slight increase, com-
binced with the general reduction in ordinary bank loan rates, reduced the im-
plicit subsidics from preferential loans to the cxport sector.

EXCHANGE RATES

From August 1965 through 1967, the exchange ratc was pegged by the Bank
of Korea at about 271 won to the dollar, Beginning in 1968, the won was al-
lowed to devaluc gradually, at a rate belicved to be sufficient to maintain
purchasing power parity. The rate had reached 326 by Junc 1971, an an-
nual rate of increase closc to 9 percent, when an abrupt devaluation of 13
percent brought the rate to 370. Until the end of the year, the rate remained
at this value and then after further gradual devaluation, the won was pegged
at about 400 to the dollar in June 1972.

The U.S. dollar, meanwhile, underwent two devaluations. The first, of
about 10 percent in carly 1972, resulted from the Smithsonian Agreement of
December 1971. The second, also 10 percent, stemmed from a parity « .1ange
for the dollar in February 1973 and from the subsequent flotation of other
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currencies against the dollar in the spring of 1973. Thesc changes hud the
effect of devaluing the won with respect to currencies other than the dollar.
Since most of South Korea's foreign trade is carried on with countries other
than the United States, these changes in the value of the doflar made a great
difference in the cost of Korea's imports and the prices of her exports.

Table -7 lists exchange rates on a purchasing-power-parity basis taking
into account the changes in the value of the won with respect to major cur-
rencics other than the dollar. Thus for 1972, the official rate averaged, over
the ycar, 391.8 won to the dollar. The purchasing-power-parity rate was
254.1, and the purchasing-power-parity rate adjusted for changes in the value
of other currencics was 271.9 won to the dollar.

In 1972 and carly 1973, the Korean currency was very strong. Pre-
viously 1965 had been regarded as the year when the exchange value of the

TABLE 5-7
Oficial Exchange Rate at Purchasing Power Parity, 1968 to 1973
(1963 prices)

1973
1965 1970 1971 1972 (April)

1. Official exchange rate

(won per dollar) 2654 3107 3477 391.8 3989
2. Trade-weighted average WPI of

major trading partners

(1965=100) 1000 1128 1142 1172 1289
3. Korea's WPI (1965=100) 1000 1460 1584  180.7 1877
4. Purchasing-power-parity

exchangerate | X 2+ 3 2654 2400 2507 2540 2739

S. Tradc-weighted cfective® devalu-

ation due to foreign currency

realignments (percent) —_ — — 7.0 10.0
6. Purchasing-power-parity

exchange rate including foreign

currency realignments 2654 2400 2507 2719 3013
7. Annual increase (percent) —_ 24 4.5 8.5 10.8

Sounce: Table 5-8; Bank, of Korea, Monthly Statistics, April 1973; Economic Plan-
ning Boa:d, “"Monthly Report on Economic Trends” (Briefing material for the President,
in Korean), June 11, 1973; US. Department of Commerce, Commerce Today, April 2,
1973, p. 4.

a?F.xchnnge rates of the won vis-2-vis other major currencies were expressed in terms
of dollars using the dollar rate for major currencies prevailing in the base period, 1965,
These rates in terms of dollars were averaged using trading shares as weights in a weighted-
average calculation.
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won placed Korea in its strongest competitive position ever. Yet compared
with 1965, the purchasing-power-parity exchange rate in April 1973 was 13
percent higher. It was particularly favorable for exports, not only because of
the various devaluations both of the won and the doliar, but also hecause of
relative rates of inflation. Wholesale prices in Korea's major truding partners
increased about 10 percent by April 1973 compared with the average for
1972, while the South Korcan index showed an increase of oaly 4.6 percent
during the same period.

Between 1970 and April 1973, the purchasing-power-parity rate adjusted
for currency realignments increased significantly (see line 7 of Table 5-7).
Dy 1972, the rate was 13 percent higher than it had been in 1970 and by
April 1973 it was 26 percent higher.

QUANTITATIVE ESTIMATES
OF THE RESTRICTIVENESS OF THE TRADE
AND PAYMENTS REGIME, 1958 TO 1970

Tables 5-8 and 5-9 show how the trade and payments regime has varied in
degree of restrictiveness, both for cxports and imports, and how various mea-
sures of effectivc exchange rates have changed over time.

Tablc 5-8 analyzes the effective exchange rate for exports. To obtain
these figures, the average export dollar premium and total subsidies per dollar
of export are added to the official exchange rate. For tne period 1958-61, an
excess of the average frec markct price of cxport dollar certificates over the
official exchange ratc was taken as export premium per dollar, In 1963 and
1964 a premium emerged because of the export-import link and the free mar-
ket salc of import cntitlements attached to export dollars.

The won value of total export subsidies incrcased greatly over the decade
of the 1960s from 1.2 to 86.5 won per dollar of export. Direct subsidies were
imporant briefly from 1961 to 1964, but internal tax exemptions, customs
dutics excmptions, and interest rate subsidics were all important throughout
most of the decade. Subsidies on freight and power rates, monopoly rights,
and administrative incentives are not quantified in Table 58 because they are
relatively small.3

Table 5-9 lists the components of the effective exchange rate on imports.
Two scparate effective rates arc determined, onc based on legal tariff rates,
and the other including an adjustment for exemptions from the legal tariff
rates, In addition to an adjustment for tariffs, the foreign exchange tax and
total premia on export dollars per dollar of imports are added to the average
official exchange rate. The total adjustment based on actual tariffs, labelled
total actual tariffs and tariff equivalents per dollar of import in row B8 of
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C.

TABLE 3-8
Price-Level-Defiated and Purchasing-Power-Pasity Effoctive
Enchange Rates oo Experts, 1968 ¢o 1970
1958 1959 1960 1961
. Official exchange rate (woa per dollar) 50.0 50.0 625 1275
. Average export dollar premium (won per
dollar) 64.0 84.7 839 14.6
Export subsidizs
1. Direct subsidy psyments (mil. won) - - — 307
2. Internal tax exemptions (mil. won) na na na na
3. Customs duties exemptions (mil. won) na na na na
4. Interest rate subridies (mil. v.on)* 19 25 k1 K}
5. Total export subs dies (1-4) (mil. won) 19 25 38 346
6. Total exports (mi'. dollars)® 16.5 19.8 s 40.9
7. Won subsidics per dollar export (5--6)
(won) ' 1.2 1.3 1.2 8.5
. Effective exchange rate on exports
(A+B+4C7) 115.2 136.0 147.6 150.6
Korea's wholesale price index (1965=100) 39.9 40.8 45.2 512
Price-level-deflated cffective exchange rate
on exports (D-+E) 288.7 3333 3265 294.1
. Average wholesale price index of major
trade partners (1965=100)* 972 977 979 983
Purchasing-power-parity effective exchange
rate on exports (FxG) 2806 3256 319.6  289.1

Table 5-9, fluctuated between 1958 and 1965 from 14 to 38 won to the dol-
lar. Between 1965 and 1970, however, it remained remark ably steady at about
25 won to the dollar. Legul average tariffs and tariff equivalents on imports
increased markedly, from 23.3 won per dollar of import in 1962 to 72.0 won
in 1970, The increasing level of customs duty exemptions, however, kept
actual tariff collections per dollar of imports almost constant. The adjustments
for obtaining effcctive rates of exchange do not make allowance for price
premia resulting from quantitative restrictions, although these are taken into
account in the effective rates of protection calculated in Chapter 10. This
omission should not, however, be very important, since the special tariffs,
originally instituted in July 1961, tend to soak up such premia because of
the way they arc administered. )

The effective exchange rates for both exports and imports are deflated
by two price indexes: the South Korean wholesale price index and a purchas-
ing-power-parity index. The latter is the ratio of the South Korean wholesale
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1962 1963 1964 1963 1966 1967 1968 1969 1970
130.0 1300 2143 2654 2713 2707 2766 2RRY 307
— 39.8 197 — — — — — —
566 384 150 — — — —_ — —
310 527 992 28 M 5,021 7,724 11,127 17,207 26,330
255 571 LI97 2,692 5333 K224 19261 22,551 M, 7000
47 248 719 1,330 2,571 4935 7395 9690 5,280
1,178 1,700 3,258 6,860 12,925 20,883 137,783 49448 76,310
54.8 86.8 119.1 175.1 2503 3348 4862 6583 8N22
215 196 274 W2 516 624 711 TS0 kS
151.5 189.4 2804 3046 3229 3331 3543 36LY 3972
56.0 67.5 90.9 100.0 108.8 115.8 125.2 133.7 145.9
2705 2806 9.6 3046 2968 2876 2830 2717 272
97.6 98.3 98.5 100.0 1028 1040  105.6 108.8 128
2640 2758  305.0 3046  30S.1 299,| 298.8 2956  307.2

NotE: na—not available.
Sources: Bank of Korea; Ministry of Finance; USAID, Korea Mission.
a. Interest rate subsidies were calculated by estimating the uverage interest sate on all out-

standing loans to business firms at about 26 percent. This was taken ;s an estimate of the
equilibrivm interest rate, and interest rate subsidies were taken as the subsidy element of all
loans at less than 26 percent. The estimate of the average interest rate on loans was derived
from Kim Mahn Je (1970).

b. Includes military goods sales abroad.

c. Estimated by applying the average rate of tariff exemptions on imports of raw materials
and capital goods for export in 1968-69 to the value of c.i.f. imports for exports in 1970, because
actual exemption figures not available.

d. An average of wholesale price indexes in the United States and Japan, weighted by
Korea's annual trade volume with the respective countries. It is noted that Korea's imports from
and exports to the United States and Japan generally increased from about 43 percent of Korea's
total trade volume in 1958 to 83 percent in 1970.
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TABLE 5-9

Price-1.evel-Deflated and Purchasing-Power-Parity Effective
Exchange Rates on Imports, 1958 (o 1970

1958 1959 19646 1961

A. Ofliciat exchange rate ( won per doliar) 50.0 50.0 62.5 1225
B. Tarifl & tarifl equivalents
1. Actual tariff collections (mil. won) 2969 3559 5150 5,306
2. Variff exemplions (mil. won) na na na na
3. Forcign exchange tax (mil. won) L4225 4722 5,046 251
4. Premiums for total exports (mil. won)* 1,056 1,677 2,752 597
5. Total actual tariffs and tariff equivalents
(1+3+4) (mil. won) 5,450 9958 12948 6,154
6. Total legal tariffs and tariff equivalents
(1424 314) (mil. won) "a na na na
7. Total c.i.t. imports (mil. dollars) 3732 3038 3435 36
R. Actual tariffs and tarifl cquivalents per
dollar import (5-=7) (won) 44 328 377 195
9. Legal tarifls and tariff equivalents per
dollar import (6+-7) (won) na na na na

C. Edective exchange rate on imports
1. Official exchange rate plus actual tariffs

per doilar of impornt 64.0 82.8 100.2 147.0
2. Oflicial exchange rate plus legal tarifls
per dollar of import na na na r

D. Price-level-deflated effective exchange vate on
imports (deflated by linc E in Table 5-8)
L. Cl1+E from Table 5-8 (actual basis) 1604 2029 2216 287.1
2, C2+-E [rom Table 5-8 (legal basis) na na na n.

E. Purchasing-power-parity effective exchange
rate on imports
I. D1 % G from Table 5-8 (actual basis) 1559 1982 2169 2822
2. D2 X G from Table 5-8 (legal basis) na na na 2a

price index to a weighted average wholesale price index of major trading
partners (the United Statcs and Japan). The effective exchange rate deflated
by the South Korean wholesalc price index is called the price-level-deflated
effective exchange rate while the effective exchange rate deflated by the pur-
chasing-power-parity index is denoted the purchasing-power-parity effective
exchange rate. As an indicator of the incentive cffect for exports and the rela-
tive price of imports, the purchasing-power-parity cffective exchange rates
arc the most meaningful,
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LA

1962 1963 1964 1965 1966 1967 1968 1969 1970
1360 100 2143 254 271 2707 2766 2RR2 W07
6847 6708 H.S09 12847 IR0} IS413 ATRRL 44721 0924
2919 5464 7236 96K 20295 32374 66411 RG240 92,0000
79 — — — — — —_ — -
— 1455 4728 - — — — - —
6,926 10,163 13,237 12847 18003 25413 37881 44724 50924
9.845 15607 20473 22529 38298  S7,787 104292 110964 142,924
4218 5603 4044 4634 TI64 9962 14629 18216 1.9KS.0
164 181 327 277 251 255 159 25 287
213 279 506 486 S35 SO0 T3 T8 720
146.4 1481  247.0  293.1 2964 2962 3025 3127 336.4
1533 1579 2649 3140 3248 3287 3479 3600 K27
261.4 2194 2717 2931 2724 2558 2416 2339  230.6
273.8 2339 2914  sm< 2985 2839 2778 2693 2623
255.1 2157 267.6 2031 2800 2660 2551 2545  260.1
2762 2299 2870 3ia0 3069 2953 3934 2930 2959

NOTE: na—not available.

Source: Table 5-8.

a. Average premium per dollas export given in Table 5-8 multiplied by total value of exports
for cach year.

b. Estimated by applying the aver:ge ratio of tariff reductions and exemptions to the value
of c.if. imposts in 196869 to the value of imports for 1970,



74 FURTHER EFFORTS AT LIBERALIZATION: 1967 TO EARLY 1973

~ The bias toward export promotion in the trade and payments regime
is clearly revealed by a comparison of purchasing-power-parity effective ex-
change rates for exports and imports (Table 5-10). The effective exchange
rate for exports exceeded the effective exchange rate for imports by a wide
margin in every year except for 1961-62 and 1965. In the periods 1958 to
- 1960 and 1963 to 1964, the major difference in effective rates for exports

and imports was caused by the export dollar premium. The devaluations of
January and February 1961 were soon followed by exchange rate unification.
The net effect on the export side was that the price-deflated cffective exchange
rates declined rather than rose between 1960 and 1961. Thus, the devaluation
was more than offset by the elimination of premiums as far as exports were
concerned. On the import side, the price-deflated effective exchange rate of
won to the dollar increased sharply as the result of the devaluation. Thus, the
cffective rates for exports and imports were brought closely into line in 1961
and 1962,

In 1963 and 1964, export dollar premia emerged again through the mar-
ket for import entitlements, and the effective exchange rates for exports and
imports again diverged sharoly. The devaluation of May 1964, from 130 to
257 won to the dollar, the float in the spring of 1965 to 271 won to the dollar,
and the 1964 unification of rates again brought the effective rates for exports
and imports into line. Despite the enormous nominal devaluation between
1963 and 1965 (about a 115 percent increase in the won/dollar rate) the
purchasing-power-parity effective won/dollar rate for exports rose only about
11 percent. On the import side, however, the devaluation was more cffective.

After 1965, the export and import rates moved increasingly out of line
because of rapidly growing export subsidies. Export subsidies as a percent of
the effective cxchange rats are compared with actual tariffs and tariff equiva-
lents as a percentage of the effective exchange rate in Table 5-10. By 1970,
about one-fifth of the effective exchange rate for exports represented subsidies
of one form or another.

The quantitative estimates, outlined in tables 5-8 through 5-10, confirm
the impressions of our analysis of individual trade and exchange rate policies
~—liberalization efforts in 1961-62 and 1964-65, followed by rapid backslid-
ing in 1963 and gradual backsliding from 1967 to 1971. This pattern emerges
most clearly in looking at columns D and E of Table 5-10. The premia and
subsidies as a percentage of the effective exchange rate on exports follow the
pattern of the liberalization efforts. Column G shows, however, that tariffs and
tariff cquivalents declined steadily as a percentage of the effective exchange
rate on imports from 1959 to 1970 (except for a slight increase in 1967). The
major reasons are the climination of the foreign exchange tax in 1962, the
gradual shift of imports towaid capital goods with low or zero tariffs, and the
increasing tariff-exempt importation of raw materials for export industries.



TABLE 5-10

Comparison of Purchasing-Power-Parity Effective Exchange Ratzs
for Exports and Imports, 1958 to 1970

Purchasm;— P urchasmg- Percentage Components of Eff>c-  Percentage Components of Effec-
Pog;;ﬂi:ty P Dgf;;:;i:“y tive Exchange Rate on Exports tive Exchange Rate on Imports
Exchange Exchange Official Tariff and Official
Rate Rate Ratio Exchange  Tariff Equiv- Exchange
on Exports*  on Imports® (A=-B) Premiac Subsidiesd Rater alents? Rates
(A) (B) (C) (D) (E) (F) (G) (H)
1958 280.6 155.9 1.80 55.5 1.0 43.5 22.5 77.5
1959 3253 198.2 1.64 62.2 1.0 36.8 39.6 60.4
1960 296.6 216.9 1.37 56.7 0.8 42.5 37.6 62.4
1961 289.1 282.2 1.02 9.7 5.6 84.7 13.2 86.8
1962 264.0 255.1 1.03 0.0 14.1 85.9 11.2 88.8
1963 275.8 215.7 . 1.28 21.3 10.3 68.7 12.2 87.8
1964 305.0 267.6 1.14 14.1 9.7 76.2 13.2 86.8
1965 304.6 293.1 1.04 0.0 12.8 87.2 9.4 90.6
1966 305.1 280.0 1.09 0.0 15.9 84.1 84 91.6
1967 297.4 266.0 1.12 0.0 18.2 §1.8 8.6 91.4
1968 298.8 255.1 1.17 0.0 21.9 78.1 85 91.5
1969 295.6 t 2545 1.16 0.0 20.6 79.4 7.8 922
1970 307.2 260.1 1.18 0.0 21.8 78.2 7.6 924

a. Based on row H, Tablc 5-8.

b. Based on row E1, Table 5-9.

¢. Row B, Table 5-8, as percent of row D.
d. Row C7, Table 5-8, as percent of row D.
¢. Row A, Table 5-8, as percent of row D.
f. Row B8, Table 5-9, as percent of row C1.
& Row A, Table 5-9, as percent of row Cl1.
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SUMMARY AND CONCLUSIONS

From 1967 until June 1971, the effective exchange rate for exports was main-
‘ained by gradually increasing export subsidies. Attempts were made to liber-
alize import controls and tariffs but these foundered. A devaluation of the won
in June 1971, two dollar devaluations in 1972 and 1973, and a yen revalua-
tion caused the balance of payments to improve markedly and export subsidies
-were partly dismantled in early 1973, ~
Under increasing pressure from business interests the government in late
1972 adopted a basically different strategy—one in which price inflation and
intercst rates would be reduced and the exchange rate held stable. Though the
short-run response of the economy and the balance of payments has been satis-
factory, prior devaluations and a worldwide economic booin have been more
important factors than the reforms in producing the desired result. It remains
to be seen whether these policies will succeed in the long run. The strength of
the won may be eroded by continuing high costs of petroleum, grains, and
other natural resources that Korea imports in large quantitics. It may be im-
possible to keep prices in check and further devaluations may be required to
keep the economy growing at a rapid pace.

NOTES

1. Under the positive-list system, only those items listed in the trade program could
be imported or exported, subject to specifications made in the program. But under the
negative-list system, the trade program lists only those items whose imports or exports
are cither prohibited or restricted. Therefore, unlisted items in the negative-list program
represent Automatic Approval items, whereas the unlisted items in the positive-list
program are either prohibited or restricted.

2. See Table 5-8 for details on interest rate subsidies,

3. Subsidies by the wastage allowance on imported raw materials are considered
to be included in internal tax and customs duties exemptions, since the tax and customs
duties exemptions include exemptions for the proportion of wastage allowance (both
technological wastage loss and additional allowances).



Chapter 6

Exports and the Growth
and Structure of thc Economy

Very rapid growth of exports has been the outstanding feature of South
Korea’s economic performance over the 1960s and early *70s and has been a
significant determinant of the growth and structure of the South Korcan
economy as a whole.

PATTERN OF EXPORT GROWTH

Table 6-1, which gives exports and export growth rates from 1953 until 1972,
shows that rapid growth began in 1959 and averaged 38.5 percent between
1958 and 1972. Exports in 1973 reached $3.2 billion, almost a doubling over
the previous year.

Table 6-1 demonstrates the relative unimportance of U.S. procurement

for Viet Nam which only began in 1967. The growth rate of exports exclusive
of exports to South Viet Nam was even more rapid than growth in total ex-
ports, except in 1967 and 1968. Nevertheless, exports, net of sales to Viet
Nam, grew at rates of 28 and 42 percent, respectively in 1967 and 1968—a
very creditable performance by any standard. In 1972, exports to Viet Nam
accounted for less than 3 percent of the total.

As Table 6-2 shows, 78 percent of South Korean exports in 1961 were
primary products—mainly tungsten, coal, dried laver (seaweed}, and fish. By
1971, 86 percent were manufactured products and only 14 percent were pri-
mary products. Though total exports expanded more than 40 times between
1961 and 1972, manufactured exports expanded almost 170 times in those

77
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TABLE 6-1
Export Growth, 1953 to 1973
Exports Net
of Sales
Total  Growth Total Growth toViet  Growth
Exports  Rate Exports Rate Nam Rate
Year ($ million) (percent)  Year ($ million) ( percent) ($ million) (percent)

1953 40 — 1963 87 58 87 58
1954 24 ~40 1964 119 Ky} 119 37
1955 18 -25 1965 175 47 175 47
1956 25 39 1966 250 43 250 43
1957 19 —24 1967 335 34 320 28
1958 17 -11 1968 486 45 455 42
1959 20 18 1969 658 35 622 37
1960 33 65 1970 882 34 " 835 34
1961 41 24 1971 1,132 28 1,068 28
1962 55 34 1972 1,676 48 1,624 52
1973 3,271 95 3,225 99

Source: Bank of Korea, Economic Statistics Yearbook, various issues.

years, a rate of growth averaging more than 60 percent per annum. Admit-
tedly, the growth started from a very small base, but it continued even after
exports had reached a substantial percentage of GNP. From 1967—when
exports were almost 9 percent of GNP—to 1972, the growth rate of total ex-
ports averaged 38.2 percent and manufactured exports 44.5 percent.

Table 6-3 lists the major manufactured exports of the period 1961-72.
In 1961, they were plywood, cotton fabrics, and plates and sheets of iron and
steel. The growth of exports uf these products was rapid over the next decade
and they remained important in 1972. Electrical machinery and apparatus,
clothing, footwear, and wigs were not exported at all in 1961, but by 1972
they accounted for 39 percent of total exports and 45 percent of manufactured
exports.

The largest market for Korean exports in the early 1960s was Japan, and
from 1965 onwards the most important has been the United States (Table
6-4). Though of very little significance as an export market in the 1950s and
very carly *60s, the United States absorbed more than 50 percent of Korea’s
exports in 1968, but has become a somewhat less important customer in recent
years. Since 1965, Japan has taken about cne-quarter, and the remaining
quarter has been split between other Asian countries and Europe. In 1973,
exports to Japan were expected to increase substantially. The severa! revalua-



TABLE 6-2
Structure and Growth Rates of Exports, 1961 to 1973

Total Export Transactions® Primary Product Exports Manufactured Exports
Annual Growth Percent Annual Growth Percent Annual Growth

Amount Rate Amount of Rate Amount of Rate
Year ($ million) (percent) ($ million) Total (percent) ($ mi‘lion) Total (percent)
1961 429 325 335 78.0 —_ 94 22.0 60.8
1962 56.7 32.2 41.4 73.0 23.6 15.3 270 62.2
1963 84.4 48.8 40.8 48.3 -1.4 43.6 51.7 184.8
1964 120.9 43.2 58.6 48.4 43.6 62.3 51.6 429
1965 180.5 49.3 68.1 37.7 16.2 -~ 112.4 62.3 80.3 .
1966 225.8 41.7 96.1 37.6 26.4 159.7 62.4 42.1
1967 358.6 40.2 107.4 299 11.8 251.2 70.1 554
1968 500.4 39.5 113.5 227 57 386.9 77.3 54.1
1969 702.8 40.4 147.7 21.0 30.1 555.1 79.0 434
1970 1,003.8 42.8 164.4 16.4 11.3 839.4 83.6 51.2
1971 1,352.0 34.7 189.1 14.0 13.0 1,162.9 86.0 38.5
1972 1,807.0 33.7 2227 12.3 14.1 1,584.3 87.7 36.2
1973 3,254.2 80.2 381.0 11.8 71.1 2,872.8 88.2 81.3

Sourcke: Economic Planning Board, Major Economic Indicators, various issues.
a. These figures are based on records of settlements of export transactions kept by the Ministry of Commerce and Industry. They uvsually
exceed other export figures cited in this volume (e.g., tables 2-7 and 6-1), which are determined on a customs clearance basis.



Major Manufactured Exports, 1961 to 1973

TABLE 6-3

(amounts in millions of dollars)

Plates & Sheets Electrical : _
Cotton Fabrics, of Machinery Wigs &

Plywood Woven Iron & Steel & Apparatus Clothing Footwear Human Hair

Percent Percent Percent Percent Percent Percent Percent

of Total of Total of Total of Total of Total of Total of Total

Year Amount Exports Amount Exports Amount Exports .\mount Exports Amount Exports Amount Exports Amount Exports
1961 1.2 2.8 09 21 05 01 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0
1962 2.3 4.1 1.8 3.2 0.5 0.0 0.1 0.2 1.1 2.0 02 04 0.0 0.0
1963 6.3 7.5 43 51 83 9.8 0.9 1.1 4.6 55 07 08 0.0 0.0
1964 11.4 9.4 11.1 9.2 2.1 1.7 1.6 1.3 6.6 55 0.9 0.7 0.2 0.2
1965 18.0 10.0 105 58 10.2 5.7 33 1.8 20.7  il5 42 23 23 1.3
1966 29.9 11.7 10.1 39 7.1 2.8 8.3 3.2 334 13.1 55 2.2 12.0 4.7
1967 36.4 10.2 126 35 09 03 9.3 2.6 592 165 8.1 23 22.7 6.3
1968 65.6 13.1 13.3 27 0.8 0.2 21.8 44 1122 224 110 22 35.1 7.0
1969 79.2 11.3 186 2.6 36 05 42.3 60 1608 229 105 15 60.2 8.6
1970 91.4 9.1 264 2.6 76 08 48.5 48 2136 213 17.3 1.7 1009 01
1971 124.3 9.2 31.0 23 20.1 1.5 74.3 55 304.3 225 374 238 69.9 5.2
1972 153.6 85 348 1.9 68.1 3.8 137.4 7.6 4422 245 554 3.1 73.8 4.1
1973 270.8 8.3 56.5 1.7 129.3 4.0 345.3 10.6 749.9 23.0 106.4 33 81.5 25

Source: Economic Planning Board, Major Economic Indicators, various issues.
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TABLE 6-4
“’xports by Country, 1960 to 1973
" (percent of total exports)
United Other Rest of
States Japan Asia Europe World
1960 6.7 63.4 11.6 14.1 4.3
1961 - 9.4 50.2 233 8.4 8.6
1962 21.8 42.8 22.3 11.5 1.5
1963 28.0 28.6 333 9.1 1.0
1964 29.7 319 23.3 13.1 2.0
1965 35.2 25.1 239 12.2 3.6
1966 38.3 26.5 154 13.6 6.2
1967 429 26.5 13.9 10.4 6.4
1968 51.7 21.9 11.5 8.0 7.0
1969 50.1 214 13.0 89 6.5
1970 47.3 28.0 9.8 9.1 5.7
1971 49.8 24.5 10.4 8.2 7.0
1972 46.7 25.1 11.3 10.1 6.7
1973 31.7 385 10.3 11.8 7.8

SOURCE: Economic and Statistics Y earbook, 1973, pp. 184-185; 1970, pp. 296-297;
1966, p. 264; 1962, p. 220.

tions of the ycn vis-a-vis the dollar and the gradual devaluation of the won
with respect to the dollar from December 1970 to June 1972 left the won in a
very favorable position with respect to the yen in 1973. This has stimulated
exports from Korea to Japan.

NET FOREIGN EXCHANGE CONTENT
OF EXPORTS

1
Maay of South Korca’s exports have a particularly high import content—for
example, cotton, woolen, and synthetic textiles; plywood; wigs; steel; and
clectronics. Some require more natural-resource-based raw materials than can
be produced locally, except at very high cost, such as iron ore, cotton, wool,
leather, round wood for plywood, and human hair (in sufficient quantities).
Others require industrial raw materials that are not produced locally in ade-
quate amounts despite attempts to produce import substitutes for petrochemi-
cals, synthetic yarns, plastics, and sophisticated electronic components. Though
the import content of silk textiles, fertilizers, cement, tiles, and a range of
primary products is low, for most exports it is high.
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It is difficult to determine the total import content (direct and indirect)
of South Korea's exports. The Ministry of Finarnce publishes figures only on
the direct imputt content of exports, including imports for bonded processing
and an estimate of other private imports used directly in exports.! Import
content is estimated for the years 1967 to 1973 as follows:

1967 1968 1969 1970 1971 1972 1973
400% 43.7% 439% 443% 463% 368% 423%

The Korea Productivity Center (1970) produced estiniutes of 32.2 percent
and 41.7 percent for 1967 and 1969 for the direct import content, based on a
survey of 45 commodities accounting for 85.4 percent of total exports. The
Korea Trade Rescarch Center of Seoul National University (1969) produced
estiirutes of both the direct and indirect import content using the 1966 input-
output matrix. They also computed an implicit “charge” for imported capital
inputs. For 1966, they estimated the direct and indirect import content at
40.0 percent and for 1968 at 44.4 percent.

All obscrvers apparently agree that the import content of Korea’s exports
increased during the latc 1960s, despite the incentives given aftr 1965 to
domestic suppliers of exporting firms, but did seem to fall off in the early *70s.

South Korean exports are import intensive largely because of the particu-
lar products in question rather than because of the processes used to produce
them. Since manufactures tend to be more import intensive than primary
products, and the formcr are more important relative to the latter, the import
content of South Korea’s exports is high. Another factor in the high import
content of exports is the greater import intensity of manufactured exports
telative to all manufactures. In the table below, we contrast the results from
the 1970 input-output estimates of the direct impcrt intensity of total produc-
tion with the Korea Productivity Center results for direct import intensity in
1969:2

Korean Productivity
1970 Input-Zatput ‘Center Estimates
Estimates of Direct of Direct Import

Import Intensity of Intensity for
General Production Exports in 1969
(percent) (percent)
Primary products 1.2 1.1
Food, beverages, and tobacco 10.9 0.2
Other manufacturing 25.0 53.8

All commodities 14.2 41.7
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We sce that exports are more import intensive than general production, but
that the differences are far smaller when corrected for the type of products
exported or produced. In fact, for primary products and processed foods,
Cxports are less import intensive than general production.

Although the import intensity of Korean exports is higher than for pro-
duction in general, it is not appropriate to characterize South Korean exports
as resulting largely from bonded processing. Value added domestically is quite
substantial. The degree of import content and its tendency to increase in the
1960s does take some of the bloom off of Korea's spectacular export per-
formance. Yet even if allowance were made for this fact by adjusting South
Korean exports and their growth downward, the performance would still be
remarkable by any standard of international comparison.

RANGE OF EXPORT INCENTIVES

As we have mentioned before, the number and variety of cxport incentives
used in South Korea is striking (Table 3-3). Although some of them predate
the mid-1950s, most incentive programs have been introduced and gradually
intensified since the end of the Korean War. Their net effect has been an
effectivc exchange rate for exports that has exceeded that for imports.

Another means of encouraging exports is implicit in the government's
method of administering the various export subsidies and targets. Rather than
dealing with each individual exporter, the government has worked iirough
exporters’ associations composed of all the exporters in a particular industry.
For example, wastage allowances, import entitlements, preferential loans, and
export targets were often allocated to an association, which in turn devised
methods of parceling the incentives and targets a:nong its members. These
associations, moreover, have tended to serve as informal cartels for allocating
domestic sales and this arrangement has enabled firms to charge somewhat
higher prices in local markets. In some instances these higher prices reflect the
absence of tariff and internal tax exemptions and for some commodities (eg.
wigs), there is almost no domestic market. Nevertheless, the presumption re-
mains that for a limited range of commodities there is an element of monopoly
in domestic pricing. For these commodities, price discrimination between
domestic and forcign sales potenticlly subsidizes exports. This problem is dis-
cussed in more detail in Chapter 10,
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EXPORT SENSITIVITY TO SUBSIDIES
AND EXCHANGE RATES

The value of a number of subsidies to exports was calculated as part of the
determination of the purchasing-power-parity effective exchange rates on
exports and imports (tables 5-8 and 5-9). In Table 6-5, the purchasing-
power-parity effective exchange rate on exports is divided into thrcc com-
ponents: (1) that due to the official exchange rate, (2) that due to prcmia
resulting from the multiple exchaiige rate system, and (3) that due to a num-
ber of export subsidies. Subsidies include direct subsidies, tax rebates, utility
rate rebates, and the value of subsidized credit for exports. In Table 6-5, the
three components of the effective exchange 1ate are deflated separately, while
only the aggregate series is deflated in Tabie 5-8, linc H.

These data can be used to estimate the sensitivity of exports to exchange
rates and export subsidies. Statistically, there are a number of problems, the

TABLE 6-5
Eftective Exchange Rate on Exports, Purchasing-Power-Parity Basis, 1955 to 1970
(woen per dollar)

Export Effective
Official Premia Due Subsidies Exchange
Exchange to Multiple per Dollar Rate
Year Rate Exchange Rates  of Exports on Exports
1955 99.7 159.9 0.0 259.6
1956 132.1 139.8 0.0 2719
1957 118.1 139.1 0.0 257.2
1958 121.8 155.9 30 280.7
1959 119.7 202.8 31 325.6
1960 1354 181.7 2.6 319.7
1961 244.8 - 28.0 16.4 289.2
1962 226.6 0.0 375 264.1
1963 189.3 58.0 284 275.7
1964 232.2 43.0 29.6 304.8
1965 265.4 0.0 39.2 304.6
1966 256.3 0.0 48.7 305.0
1967 243.1 0.0 56.0 299.1
1968 233.3 0.0 65.5 298.8
1969 2345 0.0 61.2 295.7
1970 240.2 0.0 67.0 307.2

SouRrce: Same as Table 5-8.
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main difficulty being that from 1955 to 1970 the eftective exchange rate for
exports remained remarkably steady. This was particularly true after 1964.
Although the cffective official exchange rate has varied dramatically from year
to vear, subsidies and export premia have also changed in such a way as to
keep the eficctive exchange rate for exports relatively constant. Another factor
affecting our estimate is that exports after the Korean War were very small for
a country of South Korea’s size and GNP per capita. Much of South Korca’s
export growth in the late 1950s and early *60s was a matter of catching up
after the devastation of two major wars in little more than a decade. Since
the extraordinarily rapid rate of growth indicates that exporting was extremely
profitable =i picvailing exchange rates, it is plausible to hypothesize that South
Korean exports were constrained more by the capacity to produce goods than
by the relative profitability of producing for export instcad of for domestic
markets.

The sensitivity of exports can be tested by using exports of manufactured
goods (XGM) as the dependent variable, and nonagricultural output (YNA),
the official exchange rate on a purchasing-power-parity basis (ORD), and all
other export incentives (i.e., a combination of multiple exchange rate premia
and subsidies denoted by SUBX) as explanatory variables. 1f the whole period
1955 to 1970 is included, the results are very poor. From 1957 «0 1970, we
obtain the following result:

XGM = —241.4847 + 0.3323YNA + 0.26290RD + 0.1471SUBX (6-1)
(—3.92) (11.29) (1.70) (1.27)

Estimation Technique: Cochranc-Orcutt Iterative Technique

R? = 0.9900
= 1.3742
p =0.8701

The coefficicnt of YNA is higkly significant, which indicates that general
capacity in nonagriculture is the most significant factor explaining exports.
That is, the general capacity of the economy to produce is probably an im-
portani determinant of exports. The elasticity of manufactured exports with
respect to changes in the exchange rate (ORD) is 2.14 and with respect to
export subsidies is 0.95. The coefficients of the official exchange rate ORD
and the subsidy level for exports SUBX, however, are not significant.

This result can be greatly modified, however, if the time span is changed
from 1957-70 to 1963-70. The coefficient of ORD becomes 1.713 and the
¢ ratio is over 13.8; the coefficient of SUBX becomes 1.305 with a ¢ ratio of
10.9.3 With such a short period, however, the degrees of freedom are limited.
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The exchange rate variable, ORD, and the subsidy variable, SUBX, are almost
constant and show fairly limited variation from 1963 to 1970, making the
results still more suspect. Finally, the in:plied elasticitie for the exchange rate
and subsidy variables from 1963 to 1970 are enormous, equal to 6.16 for
ORD and 4.69 for SUBX. Any period beginning before 1963, however, gives
insigrificant results for the coefficients of ORD and SUBX 4

It seems reasonable to infer that the responsiveness of exports changed
sharply after 1963, but the period is too short for accurate estimation of
parameters. We may infer that before 1963 sensitivity to exchange rate policy
was lacking because exportr, particularly manufactures, were insignificant and
because the system of multiplc exchange rates then in use was very inefficient.
After 1963, both goveinment officials and private entrepreneurs were more
export oriented. Mulliple exchange rates gave way to a system that relied more
heavily on high official exchange rates combined with export subsidies, par-
ticularly in the form of tax and tariff relief ('Table 6-5). Exports became very
much more sensitive to exchange rate policies and despite rapid inflation, the
rate on exports was maintained at a high level after the reforms of 1964 by a
combination of official devaluatinns and growing export subsidies.

Another factor that may have fostered the increased responsiveness of
exports after 1963 was the reduced risk of exporting once the exchange rate
for exports was stabilized after 1964. As the predictability of export earnings
increased, it became more reasonable for individual entreprencurs to concen-
trate on exports.

MEASURING STRUCTURAL CHANGE

In the remainder of this chapter, we shall discuss the usc of input-output data
and national accounts to evaluate the role of exports in the growth of the
Korean economy, particularly in relation to the other sources of output growth,
namely domestic demand expansion and import substitution. Our analysis ex-
tends from 1955 to 1968. We could not extend it beyond 1968 because at the
time the research was done, 1968 was the last year for which an input-output
table was available.

The analysis of structural change in South Korea is based on a series of
five input-output tables. That for 1955 was preparcd especially for this study
and gives information at a 29-sector level of detail.® Those for the rema:ning
observation years—1960, 1963, 1966, and 1968—provide the information in
a 117-sector breakdown.® Because of this difference, it is not pussible to
present the same information for all five observation years.

The irput-output tables distinguish between competing and noncompeting
imports. The former are defined as items that are also produced domestically;
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the latter as items not produced in Korea in the year for which the table was
compiled. By virtue of this definition, the list of items classed as noncompeting
changes from table to table. Failure to adjust the statistics year by year to a
common list of noncompeting iriports would Icad to a severe understatement
of the degree of import substitution practiced, for much of it has come through
introducing the production of formerly noncompeting imports (e.g., petrolcum
products). We have adjusted the data so that virtually all imports are treated
as competing. The original data with explanatory documentation are available
from the authors. The tables provided here are confined to aggregated data
and present most of this data in terms of shares and/or compositions within
total figures; this mode of presentation scems of greater relevance to the gen-
eral reader than the presentation of the raw statistics.

A study of structural change is most meaningfully conducted in terms of
real, i.e., constant price, magnitudes: thus it was necessary to deflate the cur-
rent price input-output statistics into constant price figures. A procedure often
followed in other studies of this type is to deflate all magnitudes for a given
observation year by the same index, say the GDP deflator. While this pro-
cedure does suffice to insure that, on average, changes over time arc not mis-
stated because of price level changes, it fails to take account of relative price
changes. In our deflation procedure, output deflators at the 117-sector level
were used to estimate inter-sectoral relative price changes, while independen.
time serics on the general wholesale price level, the wholesale price level of
imported commodities, the price level of exports, and the exchange rates on
imports and exports were used to detcrmine aggregate price level changes for
imports, exports, and domestic sales. The resulting figures at constant domestic
market prices incorporate, insofar as possible given the limitations of the price
indexes, changes over time both in the average price level and in the structure
of relative prices. These constant price statistics were further deflated by the
nominal protection rates estimated for 1968 to yield a set of input-output
statistics at constant world market prices.” Deflation to constant world market
prices was carried out for commodities only; there are no cstimates here of
magnitudes for nontradables measured in some equivalent of constant world
market prices.

For our basic iudicators of structural change, we split the growth of
production of a sector over time into three categories: domestic demand
expansion (DE), export expansion (EE), and import substitution (JS).
There are a number of ways to accomplish such a decomposition, depending
upon whether one examines first differences or deviations from proportional
growth and upon how one relates imports to other elements in the system.®
Here we shall report on one set of estimates that uses a particular mode of
decomposition. Though we have experimented with a variety of methods, they
all lead to the same general conclusions reported here.®
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- The decomposition begit:s with the fundamental supply-demand balance
equation of input-output analysis:
. X,y=Wi,+C+2Z,,+E;;,—M,, . (6-2)
where X, = gross output in sector j in period ¢;
W, , = intermediate demand for the output of sector j in period 1;

C,.. = private plus government consumption demand for the output of
sector f in period ¢;

Z,, = investment demand (including net stock accumulation) for the
output of sector j in period ¢;

E;, = export demand for the output of sector j in period t; and
M,,, = imports of items classified in sector j in period 1.
We shall define import substitution as a changc in the ratio of imports to
domestic demand. Let my,, be defined as M,,,/D;,,, where
DM = Wm + C;,p + Z;,g (6—3)

is total domestic demand for the output of scctor j in period 1. Letting t = §
denote the first period, from (6-2) and (6-3), we may write

X!‘g = (] - "l/,y) Dj,s + E;‘.q. (6‘4)
For the sccond period (T'), from (6-2) and (6-3) we may write:
X;,T = DI,T' + E;,r - M!,r. (6—5)

If we add m, s+ D,y and subtract the same quantity on the right hand
side of (6-5), we have

X!'r = (l - m,,g) ’ D;,r + E"r + mgg- D;,r - M!‘T. (6—6)
Subtracting (6-4) from (6-6) yiclds
Xjr — Xy0) = (1 =mys) - (Dyr— Dyg) + (Ejr — E; ) (6-7)

+ (mjs—myr) - Dy
or
AX;=(1—-myy) - AD;+ AE; — am; * Dy r (6-8)
where A is the difference operator and
(1 = m; ) * AD; = contribution of domestic demand expansion (DE);
AE; = contribution of export expansion (EE);

— Am; + Dy,r = contribution of import substitution (/§).
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Equation (6-8) gives the breakdown of growth into that due to expan-
sion of domestic demand, that due to export expansion, and that duc to
import substitution. The contribution of domestic demand is the domestic
demand coefficient (1 —m,5) times the change in domestic demand (AD))
for the sector j. The contribution of exports is mercly the increase in cxports,
and the contribution of import substitution is minus the change in the import
cocfficient (Am) times domestic demand (D;.r) in period T for sector j.

We shall use equation (6-8) to decompose the change in output into its
component parts. It is important to recognize, however, that any decomposi-
tion is essentially a descriptive device and involves some arbitrary choices.
For example, the choice of the first period as the basc for defining the import
ratio is wholly arbitrary. Use of the second period's import ratio—an equally
arbitrary choice—as the reference point would give

AXJ = (l — ’n;.r) . AD} + AE} - A'"/ : l)]_,q. (6—9)

If the import ratio declined over time, then both measures of import substitu-
tion would be positive, but that based on the first period's import ratio would
be greater if domestic demand has grown (i.c., —am; - Dyr > — Amy - D, ).
Conversely, the contribution of domestic demand to growth will be smaller
when the first period is taken as the basc. The bias in cither case results from
using values for two discrete points in time, which means that we face an index
number problem.

There are several ways to circumvent this problem, a number of which
were tricd. The approach reported here is the use of “chained” mcasurcs.
Rather than apply the decomposition simply to the data for 1955 and 1968,
we have separately decumposed the change in output over cach interval for
which we have input-output data; the estimates for cach interval arc then
summed to give the growth contribution estimates between 1955 and 1968,
The same method was applicd to decompose changes in output between 1960
and 1968.

As well as being sensitive to the index number problem, measures of
import substitution are also sensitive to the level of aggregation employzd.
Estimates based on highly aggregated data reflect both changes in the condi-
tions of supply within individual subscctors producing uniquely defined
products and changes in the pattern of domestic demand. For example, there
may be no import substitution in the sensc defined above when one sums the
estimates for individual sectors, and yet the ratio of aggregate imports to total
domestic demand may have changed because of shifts in the composition of
demand. In our s:udy of trade policy, we are primarily interested in the import
substitution stemming from changes in the conditions confronting suppliers.
We have therefore estimated the growti contributions at the 117-sector level.
The aggregate estimates presented below are thus aggregates of the growth
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contributions for individual rectors rather than growth contributions calculated
from data aggregated over the sectors. While this removes the effect of changes
in the composition of demand among the 117 sectoss, the effects of demand
shifts within individual sectors remain in the esiimates.

The measures defined above give the direct contributions of import sub-
stitution and cxport expansion to the growth of a sector’s output. However,
part of the growth of intermediate demand for a sector’s output may also be
attributable to import substitution or to export expansion, albeit in other
sectors which require the output of the particular sector as intermediate input.
The total, direct plus indirect, effect of import substitution and export expan-
sion can be calculated through the use of the inverse input-output matrix.
Below we shall estimate both the direct and the total growth contributions.
Only the former are relevant to assessing how producers within individual
sectors have responded to incentives policies. The latter are, however, relevant
to measuring the contributions of import substitution and export expansion to
the economy’s growth,

CONTRIBUTIONS TO SOUTH KOREA’S
ECONOMIC GROWTH

Estimates of contributions to growth based on constant world prices are pre-
sented in Table 6-6. For the period 1955 to 1968 all sectors are grouped in
five broad aggregates. These appear in Part 1 of the table. For the period
1960 to 1968 the tradable goods sectors were grouped according to the eleven
categories shown in Part 2. The two intermediate product categories shown
tnere indicate different stages of processing, 1 being at a lower stage than I1."
The first two industries listed are primary and the remaining nine are manu-
facturing industries.

Tradable goods were also grouped according to the four trade categories
shown in Part 3. This classification includes:

(X) Export industries (exports greater than 10 percent of total pro-
duction);

(IC) Import-competing industries (imports greater than 10 percent of
total domestic supply);

(XIC) Export and import-competing industries (exports greater than 10
percent of tctal production and imports greater than 10 percent of
total domestic supply) ; and

(NIC) Non-import-competing industrics (all other sectors).

The figures in Table 6-6 arc the absolute growth contributions divided

by the respective changes in output; thus they state the proportion of the
change in output that is attributable to each cause.
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TABLE 6-6

Direct and Indicect Contributions t0 Ecomemic Growth

(percent of total growth of sector)

91

Domestic Demand Export Import
Expansion Expansion Substitution
Direct Total Direct Total Direct Total
Part 1. 1955-68: Broad Sectors
1. Primary 109.2 94.7 4.0 194 —132 -—142
2. Manufacturing 800 725 13.9 22.0 6.3 5.5
3. Social overhead 914 867 8.8 123 -0.2 0.9
4. Services 964  86.7 5.0 149 —-14 16
5. Other 81.5 709 359 464 -—174 -—173
Total 89.0 803 11.2 202 -03 -—06
Part 2. 1960-68: Industrial Groups
1. Agriculture, forestry,
and fishing 108.1 949 -0.1 159 =79 -—108
2. Mining and en<rgy 88.1 70.6 159 282 -39 1.2
Primary 1065 92.9 12 169 ~-76 98
3. Processed food 90.4 87.8 7.8 11.7 1.8 0.5
4. Beverages and tobacco 93.8 88.9 4.0 9.9 2.2 1.1
5. Construction materials 86.4 84.8 5.6 1.4 8.0 7.8
6. Intermediate products I 68.2 54.0 17.0 323 14.8 13.6
7. Intermediate products Il  84.6 72.1 10.4 25.6 5.0 24
8. Nondurable consumer
goods 57.1 530 362 402 6.8 6.8
9. Durable consumer goods  81.2 78.1 23.2 272 44 53
10. Machinery 141.1 1395 8.0 122 —49.0 -51.8
11. Transport equipment 141.7 1446 0.2 42 —419 —488
Manufacturing 81.7 740 15.1 243 32 1.7
Part 3. 1960—68: Trade Categories
1. Export goods (X) 45.4 379 527 60.4 1.9 1.8
2. Import-competing goods
(10) 109.3 975 0.5 161 —98 -—13.6
3. Non-import-competing
goods (NIC) 935 853 1.4 10.9 5.1 39
4. Export and import-
competing goods (XIC) 907 767 472 618 -—379 385
All commodities 882 79.0 114 224 03 ~—14

Note: All results are aggregated from 117-sector input-output data, except for 1955-
60 which is from 29-sector data. Totals may not reconcile because of rounding. Figures
for 1955 10 1968 are based on constant domestic market price data, and all other figures

are based on constant world market prices.
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The most striking result of this analysis is the predominance of export
expansion over import substitution. From 1955 to 1968, 20.2 percent of toial
growth was attributable directly and indirectly to export expansion, while —0.6
percent was due to import substitution. Thus, on balance, there was negative
import substitution but substantial export expansion. Naturally, expansion of
domestic demand was the most important factor, accounting for more than
80 percent of total growth. From 1960 to 1968, export expansion was rela-
tively even more important, and accounted for 22.4 percent of growth com-
pared with —1.4 percent for import substitution.

Another striking conclusion to be drawn from Table 6-6 is that export
expansion generated considerable domestic backward linkages while import
substitution did not. The average contribution of export expansion for either
the 1955-68 or 1960-68 period almost doubles when indirect effects are
taken into account. That is, growth of exports generates substantial demand
for domestically produced intermediate goods.

It is of interest to compare the relative importance of time periods with
respect to expurt expansion and import substitution. The following figures
show the total contribution of each to the growth of aggregate commodity
output for each subinterval:

1955-60  1960-63 1963-66  1966-68

Export expansion 12.9% 6.3% 31.4% 21.3%
Import substitution 10.2 -6.9 8.9 —6.6

Export expansion contributed more to the growth of commodity output in
each subperiod than did import substitution. The combined contribution of
export expansion and import substitution was greatest from 1963 to 1966, the
same period in which the major pulicy reforms were carried out and rapid
growth began. Growth of primary exports and import substitution in manufac-
turing had characterized the earlier period but after 1960 manufactures domi-
nated the growth of exports and there was less import substitution than there
had been in the late 1950s.

The figures below show the direct contributions of export expansion and
import substitution to the growth of manufactured output alone:

1955-60 1960-63 1963-66 1966-68

Export expansion 5.1% 6.2% 29.4% 13.0%
Import substitution 24.2 0.9 144 -0.1

The late 1950s is seen to have been a périod of major import substitution
in manufacturing when exports played a relatively minor roie in Korea’s indus-
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trialization. Export growth is again seen to have made its major relative con-
tribution from 1963 to 1966. Both thesc and the preceding figures for import
substitution clearly reflect the effect of the high capital inflow that financed
large imports of capital goods in thc late 1960s.

We turn now to the estimates of direct contribution by individual indus-
tries, an analysis that can only cover 1960 to 1968. Table 6-7 shows the share
of direct trade effects (i.c., export expansion plus import substitution) in the
output change of each of the eleven industrial groups listed in Part 2 of Table

The importance of trade effects was greatest for intermediate products
and consumer goods (groups 6, 7, 8, and 9). Along with agriculture and
processed food (groups 1 and 3) these industries were also the major sources
of the growth of total domestic demand and output. Because of rapid growth
of investment, import substitution (a rise of import shares) in investment
goods production (groups 10 and 11) was negative. Thus the growth of the
investment goods industrics was almost wholly due to domestic demand. Ex-
ports contributed more than import substitution to the growth of every group
(except group S, construction materials). It is also remarkable that for cvery
group 1963-66 stands out as having been the period when exports contributed
most.

While import substitution played a relatively modest role in cach indus-
try’s growth over the eight years, it did predominate in some industrics during
shorter intervals. Furthermore, the relatively low share of import substitution
from 1960 to 1968 in the aggregate for manufacturing need not imply that it
was unimportant to the 92 individual sectors. Nonetheless, in only 12 out of
the 80 manufacturing scctors was import substitution responsible for more
than 20 percent of the sector’s growth. Scctoral import shares actually in-
creased, leuling to negative import substitution, in 39 of the manufacturing
sectors and in 8 of the 12 primary sectors. Export expansion, on the other
hand, was tiie source of more than 20 percent of the growth of 20 manufactur-

.ing sectors. The contribution of domestic demand expansion was more than
80 percent of the individual sector’s growth in well over half of the manufac-
turing sectors (53 out of 80); thus the importance of domestic demand growth
observed in the aggregate carrics through for the individual sectors as well.

COMPARISONS WITH “NORMAL”
DEVELOPMENT PATTERNS

The contributions of the respective sources to Korea’s growth may be com-
pared with a set of norms developed by Chenery (1969). Chenery used a
somcwhat different, though similar, set of measurements, which will now be



TABLE 6-7
Direct Trade Effects by Industry, 1960 to 1968

Period of Highest Contribution to Sector’s Own Growth

Absolute* Value of:
Trade Export Import Export Expansion Import Substitution
Group® Effect Expansion Substitution Period Share Period Share
1 —8.0% -0.3 -16.7 196366 2.8% 1963-66 17.0%
2 9.6 73 1.7 1963-66 371 1966-68 29
3 6.2 22 1.2 1963-66 114 1960-63 26.4
4 12.0 29 —0.7 1963-66 24.1 1963-66 124
s 13.6 14 21 1963-66 10.9 196366 20.1
6 31.8 277 24.1 1963-66 23.2 1963-66 49.8
7 15.4 13.3 6.3 1963-66 239 1966-68 71
8 43.0 39.3 73 1963-66 96.0 1960-63 279
9 18.8 3.3 -0.7 1963-66 27.0 1960-63 50.4
10 —41.0 1.5 ~9.1 1963-66 474 1963-66 -16.9
11 —41.7 0.1 —12.5 1963-66 1.8 1966-68 —11.8

a. In billions of won at constant 1965 world prices.
b. These industrial groups are described in Table 6-6.
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developed. Let m'y; = M,/ (D, + E,,); that is, define import substitution in
relation to the change in the ratio of imports to total demand including the
sector’s exports. Then for the first period, we may write:

Xig=(i—mys)  Dye+ (1 —m'yg) Epp (6-10)
For the second period, we write

X;'r =(l - m'!,g) . D;,r + (1 - m',,.) ’ E;,r + m’,,g (6—l l)
‘ (D],r + E;_r) - M;,r.

Chenery classifies growth by sector in terms of the deviation of its growth from
that of overall income. Let . be the ratio of total income in the sccond period
to that in the first. Then multiply thie first period’s equation by A and subtract
from the second period’s equation:

SX;,T = (l - "1';'3) . SD],T + (l - m’,‘g) . SE;,T (6—‘2)
—m T —mm T —
Domestic Export contribution
demand

contribution

+ (m'jg—m's 1) - (Dyr+ Ejr)
———E N
Import
substitution
contribution

where 8 is the “deviation” operator such that 8Y,=Yr—AYy for any
variable Y.

The figures shown below give the total, i.c., direct plus indirect, contri-
bution of each source to the deviation from proportional growth of industrial
output (as defined by Chenery) from 1955 to 1968, using the Chenery mea-
sure just developed. The norms are derived from cross-country and time series
data for developing countries and they correspond to the growth of per capita
income from $100 to $200.

Domestic Export Import
Demand Expansion  Expansion Substitution
All country norm 50% 18% 32%
Large country norm 55 24 21

Korea (1960-68) 60 38 2
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The industrialization of a “normal” country is considerably less dependent
upon export expansion and considerably more dependen: upon import sub-

stitution.

Another instructive comparison is that of structural changes in aggregate
magnitudes for the South Korean economy with those observed in other coun-
trica at roughly the same level of per capita income. The most recent com-
parative study of changes in economic structure is that of Chenery (1970 a,
b), where pooled cross-section and time series data are used to estimate re-
gressions from which structural “norms” may be inferred.’? In Chenery’s clas-
sification, “industry” equals manufacturing plus construction plus other in our
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TABLE 6-8
Observed Structure in South Korea and Structural Norms
for Less Developed Countries
Observed Structural Shares

1955 1960
1. Per capita GNP $79 $86

2. Capital inflow ratio to GDP 17% 8.5%
3. Share of investment in GDP 12,0 10.9
4. Share of exports in GDP 1.7 34

5. Share of manufacturing

exports in GDP 0.4 1.2
6. Imports as percent of GDP 10.0 12.7
7. Primary share of GDP 480 422
8. Industry sharc of GDP 13.0 15.6
9. Utilitics share ~f GDP 35 53
10. Servicz; share of GDP 355 36.9

Strictural Norms According 1o Chenery Equations
Actual

Capital Inflow

Large Lountries

1. Per capita GNP $719
2. Share of investment in GDP 14.4%
3. Share of exports in GDP 9.8
4. Share of manufacturing

exports in GDP 14
5. Imports as percent of GDP 17.6
6. Primary share of GDP 528
7. Industry share of GDP 144
8. Utilities share of GDP 5.2
9. Scrvices share of GDP 27.6
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1968 1972
$133  $179
11.8% 49%
27.1 20.8
13.3 21.0
9.3 17.8
26.5 26.1
33.2 32.0
24.1 26.0
1.7 7.5
35.0 345
Zero
Capi*al Inflow
$79 8179
128% 19.2%
16.0 14.8
0.5 23
16.1 148
55.4 353
11.7 23.1
5.6 7.4
273 34.2
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TABLE 6-8 (concluded)

Large Manufacturing Countries

Actual Zero

Capital Inflow Capital Inflow
1. Per capita GNP $79 8179 $79 19
2. Share of investment in GDP 10.39,  23.1% 122% 24.3%
3. Share of exports in GDP 8.1 10.9 9.9 12.0
4. Imports as percent of GDP 15.8 15.8 9.9 12.0
5. Primary share of GDP 517 335 511 331
6. Industry share of GDP 17.0 244 19.2 258
7. Utilities share of GDP 2.9 8.2 34 8.5
8. Services share of GDP 28.4 339 26.3 326

Sources (Observed Structural Shares):

Line 1. For 1955 through 1968, GNP in 196§ prices from Bank of Korea, National
Income Statistics Y earbook, 1971; divided by midyear population estimates from Bank of
Korea, Economic Statistics Yearbook, 1971, to get per capita GNP in 1965 won. An
exchange rate of 278.7 won per dollar was used, equal to the legal exchange rate times
our estimate of average nominal protection in 1965. The estimate for 1972 was derived
from that for 1968, the ratio of 1972 GNP to 1968 GNP (both in 1970 prices), and the
ratic of midyear population in 1972 to that in 1968. The sources for the latter were re-
spectively the August, 1973 Monthly Economic Statistics published by the Bank of Korea
and the Economic Statistics Yearbook for 1973.

Lines 2—4, 6. Bank of Korea, Monthly Economic Statistics, August, 1973, Table 91
(at current mar.et prices). The capital inflow ratio equals imports minus exports divided
by GNP plus imports minus exports.

Line 5. For 1955 through 1968, current price input-output data. For 1972, derived
from trade statistics,

Lines 7-10. Bank of Korea, Economic Statistics Yearbook, 1973, Table 144 (Indus-
trial Origin of GDP at Current Factor Cost).

classification, and “utilities” equals social overhead less construction. The data
given in Table 6-8 for South Korea are consistent with his definitions; they are
taken from the current price national income accounts.

The figures shown in Table 6-8 for structural norms at per capita in-
comes of $79 (corresponding to 1955) and $179 (corresponding to 1972)
require some explanation. They have been estimated from the Chenery regres-
sions in which the explanatory variables include: the log of per capita income
and its value squared, the log of population and its value squared, the ratio
of the foreign capital inflow to total domestic resources, and three dummy
variables corresponding to three different time periods.'> We have provided
two sets of estimates. One is based on the Korean values of per capita income,
population, and the obscrved capital inflow ratio. The other set was similarly
obtained from the regressions except that the capital inflow ratio was fixed at
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zero. The difference between these scts of figures indicates the effects on the
structural norms of foreign capital inflows at the rates observed in Korea.
Both sets of estimates are derived using the appropriate values for the dummy
variables based on the year from which the data were taken. With its popula-
tion of 32.4 million in 1972, Kore falls in Chenery’s large country (LC) and
large manufacturing country (LMC) samples; thus estimates crom the regres-
sions over both samples are given. To summarize, the figures pertain to the
“typical” structure of an economy of Korea'’s (then) per capita income and
size, either based on the observed capital inflow rate or a zero capital inflow
rate.

In Table 6-8, we see that Korea’s structure in 1955 differed substantially
from both the LC and LMC norms. This is understandable given the disrup-
tion caused by the Korean War. The most striking irregularity in Korea’s
structure in 1955 is the very low share of exports in Gross Domestic Product
(GDP). The share of imports was also very low. Industrial production was
below the norm und services vutput was exceptiunally large as a share of GDP.

By 1972, Korea’s exports as a percent of GDP were nearly double the
norm for a country of her size, per capita income, and dependence on foreign
capital. The ratio of imports to GDP was also unusually high, while the indus-
try share was somewhat above the norm. Because 1972 was, in relative terms,
a recession year, the investment rate in that year was nearly normal. However,
from 1969 to 1971 it averaged 28.4 percent, well above the norm. Part of the
reason for the exceptionally high 1972 export ratio relative to the norm is
that Korea is being compared with other countries equally dependent on capi-
tal imports, However, even if we compute the norm by assuming that the
trade deficit were zero, Korea's export ratio is still much higher than usual.

CONCLUSIONS

From these comparisons with the norm, it appears that (1) the share of pri-
mary production was probably lowzr than normal during the 1960s; that
(2) the pace of industrialization was more rapid than in other countries;
that (3) the growth of exports, especially of manufsctures, was unusually
fast; and that (4) the growth of investment was very large and far too quick
to be attributed merely to high capital inflows. Exports were not retarded by
capital inflows as much as the regressions that determine the norms might
suggest; nor can the rapidity of their growth be explained away as simply the
result of “catching up to the norm.”

The foregoing discussion of exports has been largely descriptive. The
rapid growth of exports, the ensuing alteration in the structure of the economy,
and the responsiveness of exports to incentives are no proof of efficiency.
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Likewise, the growing import content of South Korea's exports is no conclu-
sive indication of inefficiency—it may merely demonstrate that Korea'’s com-
parative advantage lies in exporting commoditics that happen to be import
intensive. There is no reason to believe that more backward integration in
exports would be any more efficient than a further expansion of existing types
of exports or a venture into new export lincs.

Efficiency in exports in particular and in trade and foreign exchange
policy in general will be discussed in Chapter 10,

NOTES

1. See Ministry of Finance, Foreign Trade of Korea, various issues.

2. The 1970 input-output figures are given in Bank of Korea, Economic Statistics
Yearbouk, 1973, p. 359. The Korean Productivity Center data comes from p- 29 of
Korean Productivity Center (1970).

3. The full equation, obtained by the Cochrane-Orcult technique is:

XGM = —651.5 + 0.3357YNA 4 1.7130RD + 1.30SSUBX
(~17.0) (61.7) (13.8) (109)
(R? = 0.9997 and Durbin-Watson = 2.3205). If ordinary least-squares are used, the
coefficients of ORD and SUBX become significant whenever the period is 1964-70, Be-
fore 1964, however, the data do not reveal any significant relationship.

4. Nak Kwan Kim has used quarterly data on exchange rates, export subsidies, rela-
tive prices in Korea and abroad, and demand in major export markets in an attempt to
estimate export equations for specific commodities from 1965 to 1970. For electrical ma-
chinery, knitted outergarments, plywood, and wigs, exchange rate or export subsidy
variables are significant and explanatory vith high elasticities. For woven cotton fabrics,
neither exchange rate nor subsidy v-riables are important, but exports of these products
are controlled by quota. See Kim (1972).

5. The compilation of the 1955 input-output table was conducted under the super-
vision of Sae Min Oh, Chicf, Input-Output Research Section, Bank of Korea, and was
financed by grants from the University Committee on Research in the Humanities and
Social Sciences and the Council on International and Regional Studies, Princeton
University.

6. These were published in 1970 in mimeograph by the Bank of Korea in its Korean
Input-Output Tables for 1960, 1963, 1966 and 1968.

7. An Annex describing the deflation procedure in detail is available from the au-
thors on request. This Annex also explains how a number of independent statistica!
series (e.g., national income accounts, various price indexes, the index of manufacturing
output) can be systematically “filtered” through a time series of input-output statistics
to check the consistency of a large body of economic data for a particular country. Hav-
ing performed this analysis, we have great confidence in our input-output estimates at
constant prices at the 29-sector and higher levels of aggregation. The Annex also dis-
cusses the projection back in time of an index of nominal protection based on the 1968
nominal protection rates and observed changes in domestic prices relative to export and
import prices. .

8. Chenery (1960, 1962) was the first to employ this type of analysis. Our decom-
position is closer to that employed by Lewis and Soligo (1965), however. They define
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import substitution in relation to total demand, including exports. Their definition is
appropriate if the level of aggregation is such that there is considerable reexport activity
within broadly defined sectors. Since we are working with highly disaggregated data, the
“reexport” specification is incorrect.

9. Details are available from the authors on request.

10. See Fane (1971).

11. These categories were employed in Balassa and Associates (1971).

12, Chenery hus subsequently revised the regressions presented in the papers cited;
tho Iatest set of regressions, communicated privately to the authors, have been used here
to estimate normal structural shares.

13. Total domestic resources arc equal to GNP plus imports minus exports.



Chapter 7

Foreign Capital and
.theExchangeRateReglme

Beginning in 1965, the South Korean economy became increasingly depen-
dent on foreign borrowing. Foreign loan arrivals rose from $183.0 million to
$787.4 million between 1966 and 1971, or closc to 10 percent of GNP in
1971.} In 1965, a heavy proportion of the loans came from public sourccs
overseas. Between 1968 and 1971 more than two-thirds of all foreign loan
arrivals were commercial, mainly suppliers’ credits for import of capital equip-
ment from the United States, Japan, France, the United Kingdom, and West
Germany (tables 7-1 and 7-2). The sources of public loans also shifted
markedly, from a heavy reliance in the early 1960s on United States AID
grants and development loans on very soft terms to greater reliance in the
later ’60s on Japanese, IBRD, and Asian Development Bank loans on rela-
tively hard terms. The increasing emphasis on commercial loans and the shift
of sources of public loans has greatly increased the cost of foreign capital
imports. All loans greater than one year are denominated in foreign currency,
the dollar, the mark, thc yen, the franc, or the pound.

OFFICIAL ENCOURAGEMENT OF FOREIGN
CAPITAL IMPORTS

The rapid increase in foreign commercial loans and the shift to more expen-
sive sources of public loans has recently become a matter of concern to Korean
officials. Throughout most of the 1960s, however, the government had strongly
encouraged the import of private foreign capital as a major policy tooi in

101
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; TABLE 7-1
Arrivals of Fereiga Capltal and Oficis! Grants, 1966 to 1971
{millions of dollars)

1966 1967 1968 1969 1970 1971

A. Foreign capital arrivals® 1973 2960 562.1 6974 7098 830.3
1. Three years and longer 1973 239.3 3555 640.3 6537 691.5
a. Govt. and multilateral ‘

institvtions-loans 728 1056 70.2 2209 2170 3170
b. Private loans 110.2 1240 2684 4035 23715 3316
c. Equity 14.3 927 169 159 652 429
2. One to three years — 567 2066 S57.1 56.1 138.8
a. Trade credits —_ $47 1666 27.1 311 493
b. Bank loans T e — 400 300 250 895

¢. Cash loans —_— 20 — — _ —
B. Official grants 1649 1574 1507 1787 121.2 1039
1. AID supporting assistance 61.6 471 434 286 170 124
2. PL 480 68.3 56.7 638 1007 556 477
3. JapanP.ACP 293 374 300 321 282 16.6
4, Technical assistance 3.7 55 1.5 39 39 52
5. Other 20 108 60 134 165 220

Total 362.2 4534 7128 876.1 831.0 9342

Norte: Subitems may not add exactly to totals because of rounding.

Sounce: Economic Planning Board; USAID.

a. Gross basis,

b. Property and claim fund as provided in the Korea-Japan Diplomatic Normalization

Agreement of June 1965,

dealing with the balance of payments. The Foreign Capital Inducement Law
was promulgated in January 1960 at a time when the Development Loan Fund
(DLF) of USAID was the only source of foreign loans to Korea.

In early 1962, the government selected 9 major five-year plan projects
(involving 19 businesses) that required foreign capital. The government then
sent an cconomic mission to the United States, West Germany, and other in-
dustrialized countries in Europe to negotiate financing for the selected projects.

In July 1962, the government enacted two supplements to the Foreign
Capital Inducement Law. One provided procedures for imports of capital
goods by using long-term export credits of capital exporting countries and
the other established procedures for granting repayment guarantees on foreign
loans. As a safeguard, all foreign loans, investment proposals, and repayment
guarantees had to be approved by the Foreign Capital Inducement Delibera-



TABLE 7-2
Fm!g-lmndhmAmlmblﬂl
(millions of dollars)

1959-62 1963 1964 1965 1966 1967 1968 1969 1970 197

A. Public loans 73.5 91 354 767 1535 738 619 2332 1592 3988
1. USA. ' 499 9.1 298 71.5 95.0 32.0 28¢ 1149 594 1207

2. Japan _ — — — 449 29.9 18.6 11.3 89 87.0

3. West Germany 9.6 - 44 5.2 13.6 - - - 13.3 182

4. IBRD, ADB — — - — - _ 11.8 89.5 600 1659

S. Others 14.0 — 1.2 — — 11.9 3.5 17.5 17.4 7.0

B. Commercial loans 19 553 633 78.1 105.1 1554 4839 6228 3258 3479
1. USA. — 338 6.3 33 3.4 21,0 1535 2173 1797 1435

2. Japan - — 0.4 70.8 67.1 362 1100 71.9 562 1269

3. West Germany 14 166 164 — 227 395 486 48.1 37 15.7

4. France - 25 205 — 11.2 12.5 293 1296 49 6.3

S. UK. 0.5 — — - 0.7 1.8 53.5 56.2 68.2 220

6. Others — 24 197 40 - 44.4 390 1003 13.2 333

C. Direct Investment 2.1 5.4 0.8 21.8 20 20.9 32,0 48.7 86.3 559
1. USA. 2.1 54 0.4 21.0 1.9 18.5 17.0 15.1 0.1 23.1

2. Japan — — — — — 1.7 8.5 26.7 222 28.2

3. Others - — 0.4 0.7 0.1 0.7 6.5 6.9 14.0 46
Total 7.5 698 995 1766 2607 2501  S778 9046 5713 802.6

Note: IBRD—Iuternational Bank for Reconstruction and Development: ADB—Asian Development Bank. Loans are for terms of three
ycars or more. Subitems may not add exactly to totals because of rounding.
Sounce: Economic Planning Board, Major Economic Indicators.
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tion Committee, which was chaired by the Minister of the Economic Planning
Board.

Tax concessions were also granted to stimulate foreign loans and tech-
nology imports, including full and partial exemptions from individual income
or corporation income tax on the foreign lender's interest income accruing
from approved forcign loans and from income tax on payments made to for-
- cigners who provided technical services. Direct foreign investment was en-
couraged by full exemption from individual or corporation income tax of the
foreign investor's income for the first 3 years, a SO percent reduction in tax for
the next 5 years, full exemption from customs dutics on imported capital goods
for approved foreign investment projects, and no capital gains taxes on foreign
investment,

Because of the positive measures of the government to attract foreign
capital, forcign loans and investments “finalized” increased sharply after 1962
and amounted to $222.7 million at the end of 1963 as shown in Table 7-3.2
As already mentioned, foreign loans finalized at the end of 1960 were only
about $18.8 million. At the end of 1963, commercial loans finalized amounted
to $127.5 million, larger than the $84.4 million of finalized foreign public
loans. Actual “arrivals” of the foreign loans and equity investment were, how-
ever, relatively small in 1961-63 as shown in Tabls 7-3, since finalized foreign
loans and investment generally required a year or more before the goods and
services financed by the foreign capital actually arrived.

In 1966 a ncw Foreign Capital Inducement Law revised and stream-
lined various past laws. The major changes were as follows:

(1) Restrictions on foreign direct investment were re:noved. First, for-
cign investors could invest without any floor on the amount: the old law had
specified that domestic investors must own at least 25 percent of the equity
in a given enterpnise. Secondly, the maximum limit on annual profit repatria-
tion of 20 percent of invested capital was removed completely.

(2) It foreign-financed firms threatened default on repayment of loans,
the government was authorized to supervise their management and property
and to take any measures necessary to achieve solvency.

(3) Enterprises benefiting from government-guaranteed loans were re-
quired to float awthorized stock within S years from the date of approval of
the government repayment guarantce,

(4) Government repayment guarantees were limited so that the annual
debt service arising from such loans was not to exceed 9 percent of total an-
nual foreign erchange receipts.

(5) Priority and special tax benefits were to be given to loan project
applicants who used domestic capital goods for more than 50 percent of the
loan amount contracted.

(6) Tax concessions given to enterprises with foreign equity were also
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TABLE 7-3
Status of Fereign Capital Inducoment, 1961 o 1963

(millions of dollars)

Loans Loan Arrivals
Finalized Cumtitative
through  Before through

1963 1961 1962 1963 1963
Public loans—Total (12 cases) 84.4 47 30 42.8 50.5

AID 61.6 4.7 KX} 278 355
IDA 14.0 — — 12.4 12.4
West Germany 8.8 —_ — 2.6 26
Commercial loans (24 cases) 127.5 —_— 35 18.0 215
West Germany 209 — —_ 10.6 10.6
Italy & France 38.3 —_ —_ —_ —
United States 17.3 — s 6.6 10.1
Japan 38.7 - — — —_—
Britain 0.6 — — 0.6 0.6
Switzerland 9.3 — — 0.3 0.3
Sweden 9.3 - — — —
The Netherlands 2.1 —_ —_— — —
Direct & joint investment
(7 cases) 105 — 06 48 54
United States 6.6 — 0.6 4.8 54
West Germany 30 — — — -
Japan 0.6 — —_ — -
Hong Kong 03 — — — -—
Grand total 222.7 4.7 7.1 65.6 774

|
I.
|

Sounce: Bank of Korea, Annual Report for 1963, p- 132

slightly changed in the new law. Foreign enterpriscs were fully exempted from
the individual income tax, the corporation iax, and the property tax for the
first 5 years, and given a 50 percent cxemption for the next 3 years. Tariff
and commodity tax exemptions on the import of capital goods by foreign
investors remained unchanged.

The main rationale for the new Foreign Capital Inducement Law was to
give more favorable treatment to foreign direct investment. The new law made
no substantial changes affecting foreign loans. However, the inflow of foreign
loans was greatly accelerated after 1965. The interest rate reform of 1965
increased incentives to borrow from abroad and the system of commercial
bank guarantees on repayments of foreign loans authorized in 1966 stimulated
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foreign lending. Since the interest rate reform of 1965 caused the rate on or-
dinary commercial bank loans to jump from 16 to 26 percent per annum, it
greatly widened the interest rate gap between domestic bank and foreign loans.

The Korea-Japan Diplomatic Normalization Agreement of June 1965
was also important in increasing foreign capital inflows. According to the
Agreement, South Korea was to receive the Property and Claims Fund from
Japan, totalling $500 million ($300 million in grants and $200 million in
public loans) over the ncxi 10 years. In addition, the Japanese Government
was to make available $300 million for commercial loans to South Korea.
Initial grants and loans were received in 1966.

FOREIGN CAFITAL IN SOUTH KOREA'’S
. ECONOMIC GROWTH

The inilow of foreign capital of all types (total foreign savings) was substan-
tial between 1960 and 1972 (Table 7-4). In 1960, foreign saving accounted
for almost 80 percent of total investment and 8.5 percent of GNP. Foreign

TABLE 74
Foreign Capital and Gross Investment, 1960 to 1972
(billion won, current prices)

Foreign Saving  Foreign

Total as Percent Saving as
Foreign Foreign Foreign of Gross Percent of
Year Transfers  Borrowing Savings Investment GNP
1960 22.06 -1.07 20.99 78.3 8.5
1961 29.51 —4.22 25.29 65.2 8.5
1962 30.73 7.22 37.95 834 10.9
1963 33.73 18.63 52.36 58.0 10.7
1964 44.03 5.10 49.13 48.1 70
1965 53.95 —-2.42 51.53 42.2 6.4
1966 59.58 28.05 87.63 39.0 8.5
1967 60.94 51.92 112.86 40.2 9.2
1968 62.54 121.79 184.33 43.1 11.5
1969 70.86 158.16 229.02 369 11.0
1970 55.96 193.35 249,31 354 9.6
1971 59.32 294.68 354.00 44.0 11.2
1972« 66.71 148.32 215.03 26.7 5.6

Source: Bank of Korea, Economic Statistics Yearbook, 1973, pp. 298-299.
a. Preliminary
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saving as a percent of total investment declined substantially over the decade
so that by 1972 it accounted for less than 35 percent of total investme:t. As
a percentage of GNP, however, foreign savings had not shown any dowaward
trend until 1972; previously they had fluctuated year-to-year around an aver-
agz of about 10 percent of current pricc GNP. The average gross capital-
output ratio from 1960 to 1970 was 2.5. Given this ratio, the avcrage contri-
bution to growth has been about 4 percentage points a year during the 1960s.
Since the average rate of growth was about 10 percent over the decade, with-
out foreign savings the growth rate might have beea closer ‘0 6 percent and
total output in 1970 about 30 percent less than it actually was.

Rough estimates of the contribution of foreign capital to Korca's growth
were also made by anciher method. We assumed that the increment in output
cach year due to foreign capital was the same as the estimated increment in
output due to total investment in that year. The incremental capital-output
ratio in this method was not assumed to be constant, but an increasing function
of total investment. The contribution of foreign capital is ~xpresscd by the
difference in 1971 GNP had there been no foreign capital imports from 1966
to 1970. The calculations were made for total foreign savings, total forcign
borrowing (foreign savings less transfers from the rest of the world), and
total foreign commercial borrowing (excluding borrowing from public
sources). The results are (in billions of current won) as follows:

Actual 1971 GNP 3,151.55
Estimated 1971 GNP without foreign

savings, 1966 to 1970 2,759.99
Estimated 1971 GNP without foreign

borrowing, 1966 to 1970 2,924.65
Estimated 1971 GNP without foreign

commercial borrowing, 1966 to 1570 3,023.01

These calculations assumed that the relationship between output growth
in the nonagricultural sectors of the economy and investment in those sectors
could be estimated by an ordinary least squares regression of real GNP in
nonagricultural sectors on previous year's GNP and the previous ycar'’s real
gross investment (equation 8-2 in Chapter 8). The results show that without
foreign savings (which include foreign aid in the form of transfers and loans)
between 1966 and 1970, total output in 1971 would have been about 12.4
percent less than it actually was? Without foreign commercial borrowing
(which includes no foreign aid flows), the level of output would have been
only about 4.1 percent less. The contributions of foreign capital in the late
1960s were relatively modest because the incremental capital-output ratio
rose in those years. The marginal contributions of investment to output de-
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clined. However, if onc measures the contribution of foreign savings during
the entire decade of the °60s, the difference in output is quite large. Output in
1971 would have been about a third less. That is, almost one-third of 1971
output can be attributec to foreign savings during the previous decade. For-
cign borrowing, however, has not made ncarly so substantial 2 contribution.
Most foreign savings in the early 1960s took the form of aid transfers, while
foreign borrowing only became large a few ycars later when capital productiv-
ity was considerably reduced.

COST OF CAPITAL IMPORTS

Although the contribution of foreign borrowing to South Korea’s cconomic
growth was modest, the costs of these capital imports incurred during the
1960s arc making themselves felt 2 decade later in the form of debt service
payments. As foreign debt accumulates, with more than $2 billion outstand-
ing at the beginning of 1971 (including all debt with a maturity greater than
one year), debt service payments have grown very rapidly, reaching $326.6
million in 1971 or about 28 percent of total export carnings.*

The expected high Icvel of debt service payments in the remainder of the
1970s will introduce a good deal of inflexibility into Korea’s balance of pay-
ments. With so much foreign exchange required to service loans, imports must
bear a greater share of the burden of adjustment if foreign exchange earnings
do not grow as rapidly as they huve in the past.

Given the rapid rise in debt service and the experience of other countries
burdencd with large debt service payments, South Korea may find it necessary
to renegotiate its outstanding debt. Projections by the Economic Planning
Board and the aid donors show that by 1976 debt service including interest
on contemplated boicowings should total about $650 million. However, ex-
ports have grown so rapidly since these projections were calculated that by
1976 the debt service ratio should be well below 20 percent. Although the
costs of imported fuel and international loans have increased, they have been
more than offset by the extremeiy rapid growth of South Korea’s export eamn-
ings. Nevertheless, heavy debt service obligations may pose future difficulties.
For according to the formula in Frank 2né Cline (1971), the critical ratio of
debt service to export earnings in 1976 will be about 17.8 percent. If this
figure should be exceeded by tne actual debt service ratic, a rescheduling of
the debt will be quite likely.®
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REAL AND NOMINAL RATES OF INTEREST
ON FOREIGN CAPITAL

We have seen how South Korea's rapidly increased borrowing from abroad
and her shift to more costly sources of capital may make balance of payments
adjustment more difficult and costly in the 1970s unless the foreign trade defi-
<it is reduced. According to classical marginal economic analysis, however,
the more relevant question is whether the rate of return on foreign financed
investment has exceeded the rate of interest on foreign borrowing. If it has,
then in theory foreign borrowing is profitable and should be cncouraged.

But this approach ignores a number of macroeconomic factors that
might determine the cost of forcign borrowing. First, there is the problem of
reducing ihe trade deficit and of generating the trade surpluses cventually
required to pay back principal and intcrest on foreign borrowing. Second, sav-
ings must increase rapidly enough not only to repay foreign loans, but also to
finance sufficient domestic investment to maintain satisfactory rates of growth,
Third, to the extent that foreign loans are the debts of government or de-
faulted by privatc investors under government guarantee, the government must
have sufficient command over resources through taxation or local borrowing
to pay its debts and finance its own domestic cxpenditures. Fourth, local firms
that borrow large amounts abroad may be particularly vulnerable to credit
squeezes and large devaluations. Finally, dependence on foreign borrowing
and the debt servicing obligations that follow make balance of payments ad-
justment to short-run cyclic factors more costly and difficult.®

Even if these other factors are ignored, the classical view of foreign bor-
rowing begs a number of questions in a world in which monetary, fiscal, and
exchange rate policy can affect real rates of interest which do not necessarily
reflect relative factor scarcities in differcnt countries.” Under conditions of dif-
ferential rates of inflation and differing degrees of monetary restraint among
countries, social and private real rates of interest may diverge and lead to too
much or tev little foreign borrowing.

Our argument assumes that the U.S. dollar is fhe international rescrve
currency and that the world economy is one in which a Fisherian “real in-
terest” analysis applies, i.c., one in which rates of inflation may vary from
country to country but remain fairly steady within each country where expec-
tations adjust to steady rates. In this theoretical framework, we argue that
the real social cost of foreign borrowing in a country like Korea is the nominal
rate of interest on foreign-currency-denominated foreign loans less the rate
of inflation of prices of internationally traded goods. The nominal rate of in-
terest must be so adjusted because repayment of a loan represents a futurc
cost, cither as foregone imports, or as additional cxports to save or carn the
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necessary foreign exchange. If the prices of internationally traded goods go up,
then the cost of servicing the loan is reduced by the amount of the price infla-
tion. Symbolically, we write for the real social cost of forcign borrowing (r,):

Te =T —ry 1-1)

where 7, is the nominal rate of interest on foreign loans and r,, is the rate of
price inflation of internationally traged goods. .

The private real interest cost to the local borrower, however, may be
quite different. The nominal rate of interest on foreign borrowing must be
adjusted by the local rate of price inflation and the rate at which the local cur-
rency devalues. The local borrower repays the loan in terms of local currency
which must be converted into dollars at the future rate of exchange. As such,
the real cost of repayment declines when the local price level increases and
increases when the local currency is devalued. The formula, then, for the real
private interest cost of the loan r, is

Ty =rIy—Trep+r, (7-2)

where r,, is the rate of domestic price inflation and r, is the rate of local cur-
rency devaluation.

If the real private cost of foreign borrowing is less than the real social
cost, then foreign borrowing will be excessive if local borrowers incur debt
up to the level at which the real rate of return equals the real private cost of
forcign borrowing. This is illustrated by the marginal efficiency of investment
schedule as shown in Figure 7-1. The optimal level of foreign boirowing is
F, at which point the real social cost of foreign borrowing equals the rate of
return on investment. The actual level of foreign borrowing will tend toward
F, the level at which the rate of return equals the private cost of foreign bor-
rowing and which exceeds the optin.al level. The social and private costs of
foreign borrowing will thus only be equal if

Fe=Trep— 1y (7-3)

or if the rate of local currency devaluation equals the rate of domestic price
inflation less the rate of inflation of prices of internationally traded goods.

EFFICIENCY OF FOREIGN BORROWING

The cffect of a divergence between the real social and real private interest costs
of a foreign loan on efficiency of investment can be shown in terms of a Fish-
erian analysis of consumption, investment and interest rates. For purposes of
this analysis, we assume a single commodity world and two discrete time pe-
riods. The analysis may be generalized to multiple time periods, but the basic
results should remain the same.
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FIGURE 7-1
Marginal Eficiency of Investment Schodule
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.
£ F Foreign

borrowing

Figure 7-2 shows a Fisherian diagram with consumption in period ¢ on
the horizontal axis and consumption in period ¢ + 1 on the vertical axis. If
there is no saving and no investment, output in period ¢ is OG, and output
in period  + 1 is OE. Output in both periods is equal (OG = OE), and con-
sumption in both periods is the same and equal to output.

The curve ABC is a transformation curve, the slope of which is one plus
the single period rate of return on capital. The curve HI is a social indifference
curve, the slope of which is the marginal rate of substitution between consump-
tion in period ¢ and period ¢ + 1 or one plus the rate of time preference. The
optimal distribution of consumption between period ¢ and period ¢+ 1 is
shown by the point B. The optimal level of savings and investment in period ¢
is given by the distance FG. Total output in period ¢ + 1 is the same as total
consumption in period ¢+ 1 and equal to OD. The equilibrium or optimal
interest rate is the same as the optimal rate of return on capital and the opti-
mal rate of time preference. All are equal to the slope of the trnsformation
curvc ABC at B minus unity (or the slope of the indifference curve HI at B
minus unity).

The analysis so far assumes that there is no foreign borrowing. If foreign
capital is available at a rate of interest less than the equilibrium interest rate
as shown in Figure 7-2, foreign borrowing can increase consumption in both
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FIGURE 7-2
Optimal Consumption Allocation ever Time: No Foreign Borrowiag
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periods ¢ and ¢ + 1 and increase the level of social welfare. The possibility is
depicted in Figure 7-3.

In Figure 7-3, the slope of the line MN is one plus the rate of interest
on a foreign loan (i.e., foreign capital import). The availability of foreign
loans allows for any combination of consumption in periods ¢ and ¢ + 1 along
the line MN which is tangent to the transformation curve ABC. The optimal
combination of consumption in periods ¢ and ¢ + 1 is representec by point B’
which lies above and to the right of B, indicating that it is possibl: to achieve
greater consumption in both periods when foreign borrowing is permitted.

Total foreign borrowing in period ¢ is given by the distance KF’ while
domestic saving is F'G. Total income in period ¢ is OG and consumption OF".
In period ¢ + 1, total product (domestic) is OD’, and LD’ represents domestic
savings. Foreign savings is negative and also equal to LD’ which represents
payments of principal and interest on the original loan KF". The foreign bor-
rowing is efficient when the rate of interest on the foreign borrowing is less
than the domestic equilibrium rate without foreign borrowing.
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FIGURE 7-3
Optimal Consumption Alocation over Time with Foreign Borrowing
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Suppose, however, we complicate our analysis by allowing a local money
supply and price inflation. We assume a simple quantity theory. The govern-
ment through its central bank determines a money supply and this in turn
determines the price level for our single commodity. The foreign price of the
commodity is assumed to be the numeraire so that the foreign price of one
unit of the good is always unity. Suppose the existence of an exchange bank
that exchanges local currency for foreign currency and vice versa at a rate
determined by the government. To keep matters simple, suppose also that the
exchange bank acts as an export and import agent. When it receives local cur-
rency, it purchases the domestic good and sells it abroad to obtain foreign cur-
rency to make payments abroad. When it receives foreign currency, it imports
goods from abroad and sells them domestically to obtain local currency.

We assume that the exchange bank carries no reserves from period to
period. Therefore, payments and receipts of foreign currency must balance.
If local currency proceeds are not sufficient to make payments cqual receipts,
the government taxes local entrepreneurs in kind and turns the proceeds over
to the exchange bank which then exports the commodities to obtain foreign
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currency to make payments. If payments are less than receipts, the exchange
bank imports commodities with the excess reccipts and the goods are distrib-
uted as subsidics to private individuals.

Given this simple model, suppose the price level rises from period ¢ to
peiiod ¢ + 1. Let p,1/p be the ratio of prices in the two periods. On the other
hand, supposc the exchange rate between the foreign and domestic currency
remains the same. If foreign loans are denominated in the foreign currency
and the rate of interest on the foreign loans is 7, the real value of the loan re-
ceipt in terms of local currency is L/p; and the real value of the local currency
repayments is L(1 +r)/p.4, where L is the amount of the loan in terms of
local currency. The ratio of payments to the original amount of the loan in
real terms is

A
4y =P = =20 )+ (ap/piss) Bp/pess = 1) (1-4)
Pt 4 P

(7= 20
Pt

where Ap = p;4, — p:. The approximation indicates that the real rate of inter-
est to the domestic borrower i: ncarly equal to the rate of interest r on the
foreign loan less the rate of inflation Ap/p,. This situation is depicted in Fig-
ure 7-4 where the slope of the line MN is the ratio of repayment in real terms
to the original amount of the loan in real terms or approximately equal to
(L+r—ap/py).

Privatc entrepreneurs, acting on the basis of the private real rate of inter-
est (assuming that they anticipate the inflation), borrow an amount KF’ from
abroad, expecting to reach the consumption point B'. The actual interest rate
in terms of the good (the rate which the exchange bank must pay abroad),
however, is represented by the slope (1 + r) of the line M’N’. The local cur-
rency proceeds of the exchange bank are not enough to purchase the amounts
of goods required to pay the foreign loan. The local currency proceeds are
D'P in terms of goods. In order to repay the loar, the government taxes local
borrowers by an amount PL to meet the full repayment represented by D'L.
The actual consumption point is B” rather than B’. The actual consumption
point B” represents less consumption in both periods than could be achieved
if private entrepreneurs acted on the basis of the real foreign rate of interest.
For example, the point B which lies above and to the right of B” could be
achieved if the entreprencurs acted under the correct assumption as to the
interest rate. '

The only way to reach the optimal point B, given the rate of price infla-
tion, is to devalue the local currency at a rate equal to the rate of inflation.
The real value of the local currency receipts of the lvan are L-e,/p, and the
real value of the local currency repayments is L(1 + r)-e;41/pi41 where
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FIGURE 74
Ineficiency in Consumption over Time
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e, is the exchange rate. The ratio of the two is equal to (1 + r) if and only if
€/pt = €41/pisr0r 1 + Ap/pyisequal to 1 + Ae/e,.

In this model, when the rate of devaluation equals the rate of inflation,
an efficient investment pattern is achieved. The analysis assumes that the inter-
national price is the numeraire and it can easily be generalized to a situation
in which international prices increase. In that case, efficient investment occurs
only when the local currency devalues at a rate equal to the difference between
the rate of domestic inflation and the rate of inflation of international prices—
that is, when the real private and social interest rates are equal.

REAL PRIVATE AND SOCIAL COSTS
OF FOREIGN BORROWING

In Table 7-5, we have estimated the private aad social real iaterest costs for
Korea from 1965 to 1970. They indicate that, if the appropriate domestic
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TABLE 7-5
Private snd Secial Real Interest Coots, 1965 to 1970

1965 1966 1967 1968 1969 1970

Nominal interest rate

on foreign loans® 5.6 5.7 6.1 59 7.1 7.0
Less: rate of inflation of

prices of internationally

traded goods® -23 -23 -23 -23 -23 -23

Equals: estimated real social
interest cost of forcign loans i3 34 38 36 4.8 47

Nominal interest rate on

foreign lvans 5.6 5.7 6.1 59 7.1 7.0
Less: rate of domestic
pricc inflation® -11.3 —1t.3 —-113 —-11.3 —-11.3 —-I11.3
(—8.5) (—8.5) (—8.5) (—8.5) (-8.5) (~8.5)
Plus: rate of devaluation® 3.2 32 3.2 32 32 3.2
Equaly: estimated real private
cost of foreign loans -25 ~24 =20 22 -~-10 -1

(0.3) (04) (08) (06) (1.8) (L.7)

a. Weighted annual average rate of interest on foreign Joan agreements.

b. Rate of inflation from 1965 to 1970 of wholesale prices of major trading partners,
using wholesale price indexes weighted by irade volume.

c. Rate of inflation of GNP deflator of Korea, 1965 to 1970, Figures in parentheses
are rate of inflation of wholesale price index over the same period.

d. Average rate of devaluation exchange rate, 1965 to 1970.

price index is the GNP deflator, the private real interest cost has been 5.8
percentage points lower than the social real interest cost and that there has
been a powerful incentive to import foreign capital at an excessive rate. In
fact, the real private interest cost of foreign loans has been substantially nega-
tive. If the wholesale price index is used, however, the divergence between
private and social costs is smaller, but still 3 percentage points.

The price index used for prices of internationally traded goods was a
weighted average of U.S. and Japanese wholesale prices. This is probably a
slight overestimate of the rate of price increase for South Korea’s traded goods.
Japanese export prices have tended to increase less rapidly than the wholesale
price index while U.S. export prices have probably increased slightly more
rapidly than wholesale prices. The difference, however, between growth in
Japanese export prices and wholesale prices has probably been somewhat
greater than the difference in growth of U.S. export prices and wholesale
prices.® It South Korean export and import prices indexes were available,
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they would probably show somewhat more divergence between private und
social real interest costs than those shown in Table 7-S and thus somewhat
more of an incentive to borrow abroad beyond the optimal level.

The rate of devaluation used in the computations in Table 7-$ was the
average rate of devaluation between 1965 and 1970. This includes a period
from August 1965 to the end of 1967 when the cxchange rate was pegged at
about 270 won to the dollar and rapid growth of foreign commercial borrow-
ing began. Interviews with businessmen suggest that at that time, there was
no expectation that the exchange rate would change as much as it did during
the fate 1960s. If this is true, the large influx of foreign capital may have been
due in part to an undcrestimate of the real private costs because of an expecta-
tion of a stable exchange rate. The valuc of the won, however, gradually fcll
between the beginning of 1968 and mid-1971, at which time there wus a
sharp devaluation. Nevertheless, during 1968 and 1969, forcign commercial
borrowing continued to grow rapidly. In 1970, however, the demand for for-
cign loans was reduced sharply. Perhaps by 1970, it had become clear to
businessmen that movement in the value of the won was not temporary and
that the true cost of foreign borrowing was likcly to be greater than they had
originally expected, although government ceilings on foreign borrowing may
have been chicfly responsible for the slow growth of foreign borrowing in
1970.

In 1971 and 1972 also, the demand for foreign commercial borrowing
seems to have slackened. According to businessmen interviewed, their desire
for foreign loans was curbed by the devaluation of June 1971 and by the re-
introduction of the rapidly gliding peg ir. early 1972,

FOREIGN BORROWING ANI' SECTORAL
RESOURCE ALLOCATION

We have shown how a failure to devalue at a sufficient rate, given domestic
price inflation, is likely to lead to excessive foreign borrowing and investment.
We now note also that, because of the institutional nature of capital markets,
low real private interest rates on foreign loans may distort the sectoral alloca-
tion of resources.

In particular, foreign commercial loans are often most easily available in
the form of supplier credits. Thus, loans are often tied to purchases of capital
equipment abroad. Of course, this is often true for public loans as well. This
has two effects: First, low-cost foreign loans favor those sectors that are rela-
tively heavy users of foreign capital equipment. Second, low-cost foreign loans
relative to local commercial loans may be a form of negative protection to the
local capital goods industries.
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TABLE 7-6

Comparative Real Intorest Csts of Domestic and Foreign Loans,
1965 00 1970

1965 1966 1967 1968 1969 1970

Commercial bank prime rate - 185 260 260 258 240 240
Korea Development Bank
... Tate on equipment loans 95 110 110 110 120 120
Real local interest rates equals
nominal rate less rate of
inflation of 8.5 percent for
wholesale price index (11.3
percent for GNP deflator)
for 1965-70
Commercial bank primerate 100 175  17.5 173 155  15.5
(7.2) (14.7) (14.7) (145) (12.7) (12.7)
Korea Development Bank
equipment rate 1.0 2.5 25 2.5 35 35
(~1.8) (-03) (—0.3) (-03) (0.7) (0.7)
Rezl private interest cost
of foreign loans 03 04 08 0.6 1.8 1.7
(=23) (-24) (-2.0) (-2.2) (~1.0) (-L1)

Note: Figures in parentheses are based on use of the GNP deflator. All other real
interest rates are based on the wholesale price index.
Source: Bank of Korea, Economic Statistics Yearbook, 1971, pp. 133-13s.

Table 7-5 compares local real interest rates with the real private interest
costs of foreign borrowing. Local real interest rates tend to be much: higher,
particularly thosc on commercial bank loans. Local capital equipment sup-
pliers arc thus at a disadvantage in that available sources of financing carry
higher real interest costs than financial sources for purchase of foreign equip-
ment. This disadvantage can be viewed as an effective tax on local equipment
producers. This effective tax can be quantitatively assessed by measuring the
difference in present value of a stream of repayments required to service two
types of loan, a loan to purchase foreign equipment and a loan to purchase
domestic equipment. (Sce the appendix to this chapter for mathematical
details. )

Table 7-7 gives the percentage subsidy implicit in the purchase of 1,000
won of foreign machinery financed by a foreign loan instead of 1,000 won of
domestic equipment financed by a domestic loan. Both KDB equipment and
commercial bank Icans in two different years, 1965 and 1970, are considered.®
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TABLE 7-7
Present Vailue of Repayments on 1,000 Won Loan
1965 1970
Foreign loan 7754 8134
Commercial bank loan 9174 1,009.9
KDB equipment loan 765.9 808.8

Note: Terms are S years repayment, 20 percent down. Dis-
count rate is 15 percent.

For KDB equipment loans, the cost of financing capital goods purchases
whether locally or by foreign loan is about the same. For bank loans, however,
the difference in cost is very great. The cost (present value of rcpayments) of
financing a 1,000 won loan was 917.4 for a commercial bank loan, or 18 per-
cent greater than the cost of a foreign loan. In 1970, the difference had grown
to 24 percent. This means that local sellers were subject to an implicit tax of
18 to 24 percent when competing against foreign capital goods financed
abroad when commercial bank loans were the source of local finance.

These estimates do not take into account the government’s special loan
fund instituted in 1967 for financing purchases of domesiic machinery. Very
little credit was provided at first under this program, and there were adminis-
trative difficulties at the outset. After a couple of years, however, this special
loan fund grew in importance and offset some of the interest rate distortions
that had favored foreign-r'ade machinery purchases.

DISCONTINUOUS DEVALUATION
AND GLIDING PARITY

We have not yet distinguished between discontinuous devaluations and gradual
changes in the exchange rate. In South Korea, discontinuous devaluations oc-
curred in February 1960, January and February 1961, May 1964, and June
1971. The rate was allowed to float for a while in the spring of 1965, between
1968 and June 1971, and again beginning in carly 1972 until June of that
year. Thus, Korea has alternated between a policy of gradual devaluation and
an adjustable exchange rate peg. Both policies have been aimed at maintaining
the purchasing power parity of the won by adjusting for the effects of domestic
and international price inflation,

Whatever the effects of the two policics on commodity exports and im-
ports might be, the effect of pegged rates with discontinuous devaluations on
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the capital side of the balance of payments is likely to be destabilizing under
conditions of rapid domestic inflation. First, if borrowers of foreign capital
come to expect fixed rates accompanied by occasional large devaluations, they
will set a very high premium on guessing when the next devaluation will take
place. If no devaluation is expected for a few years, the demand for foreign
capital will be very great. Borrowers will attempt to borrow as much capital
as possible when the exchange risk is belicved to be low and conversely the
demand for forcign loans may fall off sharply when expe:tations of an im-
minent devaluation are high. Thus, the demand for foreign loans will be very
unstable and will fluctuate in response to rumors of devaluation. This effect,
of course, occurs on the commodity side, but to a much lesser degree. When
domestic produccrs expect a devaluation in the near future, the current de-
mand for imports will be high and the short-run supply of exports will fall off.
But the extent to which imports can be accelerated and exports held back may
be limited by transportation and storage facilities. The cost of investing in
transport and storage facilities to handle large short-run fluctuations in stocks
as a hedge against devaluation may be very high. There is no comparable cost
on the capital side. Increasing one's portfolio of foreign loans involves only
the interest charges on the loans.

Second, pegged exchange ratcs with discontinuous devaluations distort
the term structure of foreign loans. There is an increased premium on short-
term credits in preference to long term. When credits are denominated in for-
cign currency, short-term credits with frequent roll-over substantially reduce
the exchange risk to the borrower when large devaluations may take place.
On the other hand, if borrowers expect devaluations to be gradual, continuous,
and in line with the divergence between domestic and international price infla-
tion, they have no reason to shift foreign loan portfolios to short-term loans
as a hedge against devaluation.

Finally, pegged rates with discontinuous devaluations cause large and
discontinuous changes in the value of foreign loan liabilities. In other words,
producers and traders who have guessed incorrectly and find themselves
holding large foreign loan liabilitics may suffer large losses in their net real
asset positions. Whenever large amounts of foreign loans are outstanding,
abrupt and J~uge devaluations can substantially affect the asset positions of
firms and individuals. Those who suffer such losses are likely to resist further
devaluations, as they have in Korea, and thus devaluation becomes a politi-
cally dangerous and increasingly difficult measure to implement. As a result,
domestic inflation quickly erodes the purchasing power parity of the exchange
rate and corrective action becomes longer delayed and more problematical.

As an alternative to gradual devaluation or to pegged exchange rates
with discontinuous devaluation, a flat surtax on imports could be imposed
together with the same flat subsidy on exports. This would be equivalent to a
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devaluation for commodity transactions. Since capital transactions and trans-
fer payments would continue to take place on the basis of the nondevalued
official exchange rate, the political problem that would otherwise arise from
deterioration of the net asset position of borrowers of foreign capital could be
avoided. The objection, however, to this approach is that real interest rates
in terms of won would remain low and the social opportunity cost of HYR ]
loans would continue to be greater than the private real interest cost of foreign
loans. While flat surcharges and subsidies on commodity transactions may help
maintain & realistic exchange rate for exports and imports, the dcmand for
foreign loans would continuc to exceed equilibrium,

To achieve an efficient level of forcign capital inflow and cfficient usc of
foreign loans, a gliding parity approach to exchange rate adjustment has in
our view a good deal of merit. Since a gliding parity offers no excessive incen-
tives to borrow abroad, capital movement stability is morc likely to be
achieved. Real domestic interest rates, however, may exceed the real rate on
foreign loans even if purchasing power parity is maintained. Thus, if purchases
of domestic equipment are usually financed through domestic loans and im-
ported equipment through foreign loans, the domestic machinery industry may
remain at a disadvantage. If, however, the sainc real domestic interest rate
had been maintained during the 1960s, while the official exchange rate was
adjusted to maintain parity, then at lcast the disincentive to domestic ma-
chinery purchase would have been reduced, since the divergence between real
interest rates on forcign and domestic loans would have been narrowed.

ECONOMIC POLICY AND FOREIGN LOANS

Exchange rate policy in South Korea has facilitated the inflow of foreign loans,
perhaps excessively, and has resulted in a net disincentive to local machinery
producers. In fact, a local guarantee program favors imported machinery.
Domestic borrowers of foreign loans can obtain Korea Development Bank
or commercial bank guarantees on repayment (both amortization and interest
payments) in accordance with the Foreign Capital Inducement Law. This
system greatly facilitates the import of foreign loans since foreign lenders are
guaranteer repayment regardless of the domestic borrower’s credit standing.

Secc.'d best solutions in place of gliding parity include cither an interest
equalization tax or quantitative restrictions on capital flows. The main rationale
for an interest equalization tax would not be the common notion that it would
cqualize domestic and foreign loan interest rates, but rather that it would
cqualize the real interest cost in terms of won and the real interest cost in
terms of dollars. A differential between foreign and domestic interest rates
may reflect real differences in opportunity costs of foreign and domestic cap-
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ital. The differential between real dollar and real won interest cost of foreign
loans, however, represents a divergency between social and private costs.

Controls on foreign borrowing have been in effect since 1962 when the
Foreign Cupital Inducement Deliberation Committee was sct up in the Eco-
nomic Planning Board. In practice, however, foreign loan applications were
generally encouraged if they could meet minimal criteria and nc strict limits
on foreign borrowing were enforced. Recently, however, an IMF standby
agreement has .cquired the Korean government to issue letters of intent to
strictly limit foreign capital movements by loan categories based on the term
of the loan. The strictest limitations were placed on one- to three-year loans,
while very long term loans were given liberal treatment. The effect of IMF
pressure can be seen in the 1970 figures for loan arrivals and agreements
(tables 7-1 and 7-2). After increasing more than threc and a half times
between 1966 and 1969, foreign capital arrivals increased by less than 2 per-
cent in 1970. Foreign commercial loan agreements, which increased almost
ten times between 1964 and 1969, actually decreased in 1970. These restric-
tions on foreign capital imports may not be applied in the most evenhanded
or efficient way, but they have virtually stopped the extremely rapid growth
in foreign capital imports.

As part of the revision of economic policies in August 1972, domestic
interest rates were lowered. At the same time, foreign interest rates had begun
to creep up with the aet result that the incentive to borrow abroad has been
reduced. Furthermore, since South Korea's export: continue to grow very
rapidly, and since imports in the early 1970s have on the average grown much
less rapidly, the nced to borrow abroad to finance a trade deficit has abated.
The domestic machinery industry has begun to develop and special govern-
ment-sponsored credit programs have spurred sales. Thus, the need to finance
capital goods purchases abroad has become relatively less important. The days
of very heavy foreign borrowing, excessively encouraged by distortions in
interest rates, wili probably come to an end in this decade. During the 1960s,
however, the high degree of reliance on capital imports made important con-
tributions to South Korean growth.

APPENDIX: CALCULATION OF IMPLICIT
SUBSIDIES ON FOREIGN LOANS

For the purchaser of foreign equipment, the present value per w:n of a loan
can be expressed in the following way: Let
A, = down paymcnt required on the purchase of equipment, expressed as a
fraction per dollar lent
A, = amortization payment in year /, expressed as a fraction per dollar leat,
for1=1,..., T, where T is the maturity of the loan.
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If e, is the exchange rate (won per dollar) and P is the domestic price index,
then

A= ""p’ c (7-5)
and
A = "'p"e‘ (7-6)

are the down payment and amortization payment, respectively, in rcal won
terms. The present value per won of 2 loan to purchasc the forcign cquipment
is

1' —
PV;= 3 A*/U+p)+r, s (l—lElAr')/(l‘*'p)' (1-7)

t=0 f=1 Tx=()

where r, is the real private rate of interest given in equation (7-2). The dis-
count rate o is the real opportunity cost of domestic capital.

The present value per won of a loan used to finance the purchase of
domestic equipment is

T T -1
PVa= X B/ (1+p)+r, X (L=XB;)/ (1+,) (7-8)

t=0 £l T==()

where B, is the down payment ratio and B, fort = 1, . . ., T the amortization
rate, respectively, in real won terms. r, is the real rate of interest on domestic
loans.

The differential between the present value per won of a loan used to
purchase domestic equipment (7-8) and a loan used to purchase forcign
equipment (7-7) is the implicit subsidy rate to the purchases of the forcign
equipment or the implicit tax rate on purchases of domestic equipment.

Implicit tax rate on domestic producers

of capital equipment = PV, — PV, (7-9)

Even if the price of domestic equipment is lower than the price of foreign
equipment and the domestic and foreign equipment are equal in quality, the
effect of the real interest rate differential may make it profitable to purchase
the foreign equipment. That is, the implicit tax rate in (7-9) could more
than make up for the difference in price.

These implicit tax rates or subsidy rates can be incorporated into a sec-
toral analysis of effective protection in much the same way as other taxes and
subsidies arc (sce the previous chapter).
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NOTES

1. This includes arrivals of loans of maturity greater than one year. Foreign loan
arrivals are shown in Table 7-1 and include all the items under row A except for equity
(direct) investment which came to be important only in 1970. “Arrivals” indicates the

_amount of credit actually drawn by local importers as distinct from the amount of bor-
rowing based on completed loan agreements. Separate statistics are kept for arrivals
and for agreements.

2. A loan is “finalized” when an agreement is signed, while loan arrivals may be
delayed for several years after finalization.

3. This estimate is smaller than it would be if we assumed a constant incremental
capital-output ratio.

4. USAID, Korea Mission.

5. Aniong 145 observations taken elsewhere during the 1950s and '60s, the critical
debt service indicator was correct more than 90 percent of the time in predicting resched-
uling. See Frank and Cline (1971).

6. For a more detailed discussion of these and other factors see Frank (1970).

- 7. For references to the literature about differential rates of price inflation under
fixed exchange rates and how they may stimulate capital movements which are not
necessarily in the direction of higher marginal efficiency of capital, see Willet (1970).

8. See McKinnon (1971). The price indexes used by McKianon are taken from
unpublished estimates by the U.S. Department of Labor. Export and import price indexes
are not generally available for the major world-trading economies. Unit-value indexes,
which are sometimes used as price indexes of traded goods, are usually guite unreliable.

9. Present value of 1970 loan is in terms of 1965 present value, using 1970 relative
interest rates.



Chapter 8

- Macroeconomic Relationships
and Commeicial Policy Variables

In this chapter we use an econometric model to test a number of hypotheses
about the effects of commercial policy variables on macroeconomic behavior.
Some other relationships are investigated such as the interest rate elasticity of
savings and foreign capital imports. The basic model derived in this chapter
is used in the next chapter to determine by simulation techniques the effect
of commercial policy variables on the growth of the economy.

THE BASIC MODEL

In matrix form, the basic model can be expressed as follows:
B- ¥e H A+ Tadyg + Topoy + Tapac + €, =0 (8-1)

where B is a square matrix, y, is a column vector of endogenous variables,
y:—- is a column vector of lagged endogenous variables, ¢y, ¢z, and ¢y, are
cach vectors of exogenous variables, e, is a column vector of error terms, and
Iy, T, T3 and A are matrixes. The exogenous variables ¢,, are called basic
commercial policy variables; ¢., are derived commercial policy variables, and
3 are other exogenous variables.

The endogenous variables of the system are described in Table 8-1. All
of them are measured in terms of constant 1965 won. The exogenous variables
are shown in Table 8-2 and except for rates and ratios, population, and
dummy variables, all are shown in termc of 1965 constant won. Tables 8-3
and 8-4 show the matrix structure of the basic model expressed in equation

125
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TABLE 8-1
Endogenous Variables of the Model

V14 = YNA,: Nonagricultural value added

¢2¢4 =Y, ¢ Gross national product

¥as = DTR, : Direct tax revenues _

Yoo =INT, : Indirect tax revenues, excluding customs duties
¥se =3G, : Governmcent savings

veu =GC, : Grainconsumption

¢1. =IVG, : Investment in grain inventories
sy = MG, : Imports of grain

¥o.« =ILG; : Level of grain inventories

$104 = 8C, : Corporate savings

Y1+ = YDP, . Disposable income of households
¥12,=SH, : Household savings

V13,2 =INA, : Nonagricultural gross fixed investment
Vi =1 :  Total gross fixed investment

V154 = CK, : Foreign commercial loans

V184 = DC, : Consumption expenditures

¥1:4=MC, : Imports of consumption goods

Vas. = MK, : Imports of capital goods

V1o = XGM;: Manufactured exports

¥204 =X, : Total export of goods

Yo, =MIl, : Importsof intcrmediate goods

¥a24.=M, : Total import of goods

y23,0=SK, : Short-term capital movements and changes in foreign reserves
Y24 =1V, . Inventory investment

(8-1). To faciiitate discussion of the model the endogenous variables (and
therefore cquations of the model) arc separated into six groups. Group 1
contains two equations, one of which determines nonagricultural output and
an identity which involves the determination of total GNP. Group 2 contains
three equations relating to direct and indirect tax revenues and government
savings. Group 3 contains four cquations relating to grain consumption, grain
imports, and grain inventories. Group 4 involves equations for household
savings, corporate savings, fixed investment, foreign loans, and domestic con-
sumption. Group S contains five equations relating to exports, imports, and
short-term capital movements. Group 6 contains two identities, one concern-
ing the balance of payments and the other concerning savings and investment.
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TABLE 8-2
Exogonous Variables of the Medel

Basic commercial policy variables

$1.11 = ORD, ¢ Official exchange rate on purchasing-power-parity basis
¢12:4 = XPX, ¢ Export premium per dollar of exports

P19, = SOX, : Subsidies per dollar of exports

P14, = TAM, :  Tariffs and foreign exchange tax per dollar of imports

D-rived cornmercial policy variables
P21 = XPM, : Export premia per dollar of imports
¢22¢ =SUBM, : Tariffs and tariff equivalents per dollar of imports
P23 = SUBX, :  Subsidies and subsidy equivalents per dollar of exports

¢24.¢ = SXDT, : Total subsidics on exports in the form
of internal tax relief
¢one = TAR, :  Total tariffs and forcign exchange taxes

¢24: = MARDEV,: Avcrage ratc of devaluation averaged over current year
and the two previous years

Other exogenous variables

ds1q = YA, 1 Agricultural value added

d32¢ =G, :  Current government expenditures

¢aae =14, : Investment in agriculture

P340 = PK, :  Government capital improvements

¢ase = NFI, ¢ Net factor incomes from abroad

éaas = MST, :  Net service imports (including factor payments),
and net transfer payments abroad

¢34 = RPG, :  Wholesale price of grains relative to overall wholesale
price level

¢as¢ = POP, :  Population

daps =GPy :  Grain production

3,104 = RD, 1 Rate of interest on domestic savings deposits

é3,11.¢ = LR, : Rate of interest on domestic commercial bank loans

é3,12¢ = RF, : Rate of interest on foreign commercial loans

3,13« = RINF, :  Current rate of inflation (GNP deflator)
3,146 = RINF,_, : Lagged rate of inflation (GNP deflator)

¢3,15¢ = CKDM, : Dummy variable used in foreign commercial loan
(CK) equation

$a,16.0 = MNC, :  Imports of nonclassified goods

#3174 = NTOSH, : Transfers from government and corporate sectors
to households

#3184 = XGP, :  Exports of primary products

éa,19,t = RT +  Current account transfers from abroad

P20 =1 : Constant term
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TABLE 8-3
B Matrix (or Endogencus Variables

1 2 3 4 5 6 7 8 9 10 11 12
YNA Y DIR INT SG GC IVG MGILG SC YDP SH

| YNA 1
2Y -1 1

Group |

3 DIR B !
4 INT /] I Group 2
5 8G -1 -1 1

6 GC ] I

71IVG I -1
B MG -1 -1 1

9 ILG g1

Group 3

10 sC i1 1

11 yor -1 | 1 1 1

12 SH B 1

13 INA B B B 8 Group4
14 1

15 CK

16 DC -~ 1 1 1 1

17 MC

18 MK

19 XGM T

20X B Group 5
21 MiI ]

2 M |

23 SK
24 1y -1 —1 —1 Group 6

THE DATA

The data uscd to estimate the basic model and its variations are for the most
part compiled by the Bank of Korea and published in their annual series,
Economic Statistics Yearbook. The data for a!l variables were compiled for
the period 1955 to 1970 or for 16 years. Some data date from 1953. Thus all
equations, except thosc containing lagged variables, could be run on 16
annual obscrvations or more.
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TABLE 3-3 (concluded)

13 14 15 16 17 18 19 20 21 22 23 24
INA 1 CK DC MC MK XGM X MI M SK IV

N -

YNA

Y Group |

v oh W

DTR
INT Group 2
§G

(V- BN

GeC

] 4¢;
MG
ILG

Group 3

10 §C

11
12
13

YDP
SH
INA 1 Group 4

14 1 ~-1 1

15
16

CK B 1
DC I

17
18
19

20 x -1 1

21
22

MC B l

MK A B 1

YoM ! Group §
Mi 1

M -1 -1 -1 1

23
24

SK 1 1 -1 1

v 1 1 -1 j Group6

All of the endogenous variables and most of the cxogenous variables
are in terms of constant 1965 won. Since many of the variables used in the
model (e.g. imports of goods by type, capital imports of various kindc, and
tax variables) are not given by the Bank of Korea in constant 1965 won, we
deflated the Bank constant price or dollar data in a variety of ways. Exchange
rate variables were adjusted by a purchasing-power-parity index. Adjustments
were made to other Bank data; for example, domestic savings was adjusted
to exclude changes in grain inventories and include transfers from abroad. A



TABLE 84

Basic Matrixes of the Macre-medel
I, Matrix
A Matrix Basic Commercial I’y Matrix
Lagged Endogenous Variables Policy Variables Derived Commercial Policy Variables

YNA_, YNA_,INA_,* ILG_, ORD XPM SOX TAM XPX SUBM SUBX SXDT TAR MARDEV

1 2 3 5

1 2 3 4

1

2 3 4 S 6

*
N

Group 1

S|~
Zz5
i

CONAl VAW N
] [7])
3388

~
t~
Q

10 SC
11 YDP
12 SH
13 INA
14 1

15 CK
16 DC

] ]

Y2

Group 3

Group 4

17 MC
18 MK
19 XGM
20 X

21 M1
2 M

Y1
7
71

b4}

Group S

23 SK
24 Iv

Group 6

* Logarithm to base e of INA_,.

bl S 5 4 5 b+ et



TABLE 84 (concluded)

1 YNA
2Y

I‘; Matrix

1234 5 6 7 8
YAGIA PK NFI MST RPG POP GP RD LR RF RINF RINF

9 10 11 12

13

14

15

—1 CKDM MNC NTOSH XGP Constant

16

17

19

Error
Terms
e

Y3

€

Group 1

3 DTR
4 INT
5 SG

73
s

€2
€

Group 2

6 GC
71IVG
8 MG
9 ILG

Y3 Y3

Ya

rs

73

€e

€y

Group 3

10 SC
i1 YDP
12 SH
13 INA
1417

1S CK
16 DC

73

Y3

Y3 7s

73

73

73

73

73
73

73

€10

€12
€13

€3

17 MC
18 MK
19 XGM
20Xx

21 Mi
2 M

7s
73
73

73

€3

€1a
€19

€

Group $

23 SK
24 1V

Group 6
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‘detailed description of the data sources and adjustments to the data is given
in the appendix to this chapter. ,

BASIC HYPOTHESES AND TESTS

Hypothescs tested in fitting the basic model and its variations include the fol-
lowing gencral types: :

(1) exchange rate variables affect savings and investment behavior di-
rectly o5 well as exports, imports, and capital flows;

(2) various types of tariff and tariff equivalents and export subsidies have
differential effects on imports and exports;

(3) private savings arc sensitive to both nominal interest rate changes and
cxpected rates of inflation;

(4) forcign loans are sensitive to nominal interest rates, expected rates of
inflation and expected rates of devaluation.

Hypotheses of thesc types are tested using the conventional tests of sig-
nificance. The results are described below. In addition, we tested the general
hypothesis that the basic structure of the economy changed after the 1964
devaluation and liberalization. For all equations for which there were enough
degrees of freedom, we ran regressions over the sample period 1964 to 1970
as well as over the whole period for which data were available to determine
whether the structure was changed. We also tested ali our equations using
cleven observations from 1960 to 1970 and fourteen observations from 1957
to 1970 when possible. The rationale for the 1960~70 period is that 1960 is
the ycar Rhee was overthrown and the first year of attempted economic re-
form. The 1957 to 1970 period is used to determine whether the post-Korean-
War years 1953 to 1956 were so significantly affected by reconstruction that
data from these years bias the results. In choosing what we call our “best
results,” we chose the longest sample period for which the results seemed to
be stable. If the regression coefficients changed markedly, however, when a
shorter sample period was used, we chose the results from the shorter sample
period.

All of the equations of the model were estimated initially using ordinary
lcast squares or the Cochrane-Orcutt technique if there seemed to be signifi-
cant autocorrelation of the error terms. Various types of simultaneous estima-
tion were then used to determine whether the simultancous nature of the
model seriously biased the estimated coefficients.
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FURTHER DESCRIPTION AND ESTIMATION
RESULTS

Group 1: Determination of GNP.

The first two equations of the model concern output in agriculture and
nonagriculture. Output in nonagriculture sectors YNA is assumed to be re-
lated to nonagricultural investment /NA in previous years.! In the cstimated
relationship, there was strong evidence for decreasing returns to investment.
That is, the higher the level of investment, the greater scems to be the nct
incremental capital-output ratio.? The best results among several functional
forms tried seem to be for the following equation for nonagricultural output:

YNA = —281.8254 + 0.9413 YNA _, (8-2)
(—=2.96) (10.02)

+80.0668 log. (INA..,)
(2.64)

Estimation chhnique: Ordinary Least Squares

Sample: 1957 to 19713
R? = 0.9960
d =22310

The 1 statistics arc given in parentheses under each of the coefficients of
variables in the equations. R? is the coefficient of determination and d is the
Durbin-Watson statistic. The strength of decreasing returns in nonagriculture
can be indicated by comparing incremental capital-output ratios when non-
agricultural investment runs about 50 billion won in constant 1965 prices, as
it did in the late 1950s and early '60s, as opposed to investment of about 400
billion won in constant 1965 prices, as in 1970. The capital-output ratio is
approximately 1.6 when investment is 50 billion won and about 2.0 when
investment is 400 billion won.*

The second equation in Group 1 is an identity’relating total output ¥ to
agricultural output YA and nonagricultural output YNA.

Y=YNA+YA (8-3)

Group 2: Government Taxation and Savings Equations.

The regression equations for government direct and indirect tax revenues
were very well behaved. They exhibited very high coefficients of determination
and were generally stable, regardless of the sample period used.
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The dependent variable in the direct tax regression was potential taxa-
tion. That is, direct tax exemptions for exporters SXDT we.e added to actual
direct tax revenues DTR to get potential direct taxes. The results were as
foliows:

DTR + SXDT = —63.6088 + 0.1104Y (84)
(-7.14) (16.42)

Estimation Technique: Cochrane-Orcutt Iterative Technique

Sample: 1953 to 1970

R? = 0.9946
d =09741
p =0.8808°

For indirect taxes INT, excluding tariffs and foreign exchange taxes, the results
were:

INT = —16.2991 + 0.1193YNA (8-5)
(—3.63) (15.86)

Estimation Technique: Cochrane-Orcutt Iterative Technique

Sample: 1953 to 1970

R? = 09787
d =14114
p =0.4968

The regression results indicate a very high degree of elasticity of both
direct and indirect tax revenues over the entire period 1953 to 1970. The
average elasticity for direct tax revenues was 2.53 and for indirect tax rev-
enues 1.40. Since direct tax exemptions grew rapidly, particularly in the last
half of the 1960s, potential tax revenues (excluding exemptions) were even
more elastic. The average for direct taxes was 2.79.¢

Government expenditure G is assumed in our model to be exogenous,
and governmen® savings SG is specified as an identity.

SG =DTR +INT + TAR -G (8-6)
where TAR is tariffs and foreign exchange taxes.
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Group 3: The Graia Sector.

Grain consumption was assumed to be dependent on income Y, the
relative price of grains RPG, total population POP, and the split between rural
and urban population. Since urban population has been growing quite steadily
along with total population, any measure of the relative rural-urban popula-
tion is highly correlated with total population and the usual problems asso-
ciated with multicollinearity arise. The cocfficients on the two corrclated
variables are extremely sensitive to the sample and the estimation technique
used. We finally concluded that the best results could be obtaincd by using
the population variable only. The results are:

GC = 6.5619 + 0.02696Y — 31.3328RPG + 7.8016POP  (8-7)
(0.20) (1.58) (-2.21) (5.18)

Estimation Technique: Ordinary Least Squares

Sample: 1955 to 1970
R?=0.9582
d =1.7957

The income variable Y and the population variable POP arc also quite col-
linear, and this probably accounts for the lack of significance of the coefficicnt
of the Y variable. Nevertheless, we felt a priori that the income variable should
be retained.

The implicit average income elasticity for grain consumption from 1955
to 1970 is 0.1031 and the price elasticity is —0.0422. As one would expect,
grain consumption is relatively pricc and income inelastic. Population growth
is the major factor in determining growth in consurmption.

Korean domestic savings figures are very much affected by changes in
grain inventories. The harvest comes in late in the year and most of the pro-
duction is held in inventories at the end of the year. Fluctuations in the level
of grain inventories arc more a function of grain production than anything
else. Grain imports also affect the levels of grain inventories, but, for the most
part, changes in inventory do not represent conscious savings decisions but are
more a function of the effect of weather oi the size of the harvest.

Since changes in grain inventories are such an important component of
savings, we cstimated their level /LG as a function of gruin production GP
and grain imports MG. The best results are:

ILG = -71.9743 + 0.5782MG + 0.7196GP (8-8)
(-7.25) (7.52) (12.07)
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Estimation Technique: Ordinary Least Squares

Sampile: 1955 to 1970
R? = 0.9607
d =1.9038
Once the level of grain inventories is determined by the stochastic equation
(8-8), investment in grain inventories IVG is determined by the identity
VG =ILG - ILG _, (8-9)

Imports of grain are determined also as grain consumption GC plus inventory
change /VG less production GP. Production of grain is assumed to be
exogenous.

MG =IVG + GC - GP (8-10)

Group 4: Savings and Investment Behavior.

Savings are classified as houschold and corporate. Household savings
§H is expected to be a function of the expected real rate of interest on local
savings deposits and disposable income of houscholds YDP. The basic speci-
fication is:

SH = a, + a,YDF + a,RRD* (8-11)

Of course, the expected real rate of interest RRD* is not an observable vari-
able. We assume, however, that the expected real rate of interest is a function
of the current nominal rate of interest RD less the expected rate of inflation.
The expected rate of inflation, is assumed to be a function of current and
past rates of inflation RINF.?

RRD* = RD — b,RINF — b,RINF _, (8-12)
It (8-12) is substituted back into (8~11), we obtain the following result:
SH = a, + aiYDP + a,RD — ba;RINF — b,a,RINF _, (8-13)

This is the equation which was estimated with the following result:

SH = —71.5504 + 0.08578YDP + 193.0218RD (8-14)
(—-447) (4.23) (2.94)

— 44.7071RINF — 35.0608RINF _,
(—2.48) (—-2.87)
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- Estimation Technique: Cochrane-Orcutt Iterative Technique

Sample: 1955 to 1970

R? = 0.9550
d =3.0033
p =0.7070

The results were only somewhat different for other sample periods, but all
sample periods reveal a high degree of significance for the real interest rate.
The average interest rate elasticity over the sample period is 1.82, a very high
interest rate elasticity.

Corporate savings SC, which form the bulk of private savings in South
Korea, were assumed to be a function of nonagricultural value added, the
expected real rate of intcrest on savings deposits, the average rate of protec-
tion on imports, and the average rate of subsidy on exports.* The rationale for
including rates of protection or subsidy was that high levels of protection and
subsidy should increase profits and lead to highcr savings. The level of tariffs
and tariff equivalents and subsidies per dollar of export did not scem to affect
savings in any consistent or significant fashion. Furthermore, rates of inflation
did not scem to possess much cxplanatory power and frequently carricd the
wrong sign in the regression. The best results were obtained using only two
variables, nonagricultural value added YN A and the rate of interest on savings
deposits RD.

SC = —-0.5689 + 0.0730YNA + 115.2640RD (8-15)
(-0.16) (10.51) (4.13)

Estimation Technique: Ordinary Least Squares

Sample: 1960 to 1970
R?=0.9827
d =1.6131

Both nonagricultural valuc added and the rate of interest were highly signifi-
cant for all sample periods and various specifications. For business savings,
the average interest rate elasticity is 0.34 over the sample period. Houschold
savings seem to be substantially more interest rate elastic, but the significance
of deposit rates for corporate savings is nonetheless substantial (a ¢ ratio of
4.13). The rate of inflation was not a significant explanatory variable. Thus
it scems that in Korea, corporate savings depend on the nominal rate of inter-
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est rather than on the expected real rate of interest (in contrast to household
savings). The reason may be that although inflation reduces real interest costs,
it also may be associated with increased profit rates which have a positive
effect on corporate savings and investment. The two effects tend to cancel
each other so that corporate savings show little sensitivity to the rate of
inflation.

Disposable income of households YDP is determined by the identity:

YDP =Y — SC — INT — TAR — DTR + NTOSH (8-16)

That is, disposable income of houscholds is total income less retained earn-
ings, less taxes, and plus net transfers from the government and corporate
sectors to houscholds.

Investment in South Korea is financed by four main sources, private
savings channcled through the commercial banking system in the form of
deposits, government savings channeled through both the commercial banks
and a scries of development finance institutions,® retained carnings, and bor-
rowing from abroad.

The demand for loans from both commercial banks and development
finance institutions far exceeds the available supply of loanable funds even at
the relatively high interest rates that marginal borrowers must pay.!® Loans
arc rationed sincc legul interest rate ceilings cannot clear the market. The
result is that much investment is financed through the unorganized money
market and by borrowing from abroad. Since interest rates are controlled
and credit is rationed, we decided to include as an independent variable for
the nonagricultural investment equation the total level of savings largely
available to government or channeled through the banking system. This in-
cludes government savings SG, public capital imports PK, corporate savings
SC, and houschold savings SH. It does not include other sources of savings
such as foreign commercial loans, reductions in foreign exchange reserves,
and inve:story disinvestment. The other explanatory variables tried were cur-
rent and lagged income growth, the real local commercial bank loan rate, the
real rate of interest on foreign loans, average tariffs and tariff cquivalents per
dollar of imports, cxport subsidies per dollar of export, and effective ex-
change rates.

Of all thesc explanatory vaiiables, current and lagged income growth and
available savings (SG + PK + SC + SH) seemed to give the only good results.
Import tariffs and export subsidies did not seem to have a direct impact on
investment demand. The loan rates, foreign and domestic, were not good
explanatory variables although the domestic loan rate was nearly signiticant at
the 5 percent level for some regressions. The lack of strong significance »f the
domestic ican rate is probably due to the wide variety of loan rates at different
types of banks and for different purposes. With such a variety of subsidized



FURTHER DESCRIPTION AND ESTIMATION RESULTS 139

rates and the prevalence of credit rationing, it is cxpected that official loan
rates would not have substantial explanatory valuc. The equation which we
felt best for purposes of simulation, however, did include the domestic loan
rate and was as follows:

INA = —19.0111 + 0.5802(YNA — YNA_,) + 0.7525(YNA _, (8-17)

(-139) (297) (3.39)
— YNA_;) +0.7263(SG + PK + SC+ SH) — 36.8952RLR
(4.44) (—-1.08)

Estimation Technique: Cochranc-Orcutt Iterative Technique

Sample: 1957 to 1970

Rz =0.9948
= 1.7044
p =0.5643

where RLR is the expected real rate of interest for domestic loans. The cx-
pected real rate of interest is the nominal rate less the expected rate of infla-
tion which is assumed to be approximated by last year's ratc of inflation;

RLR = LR — KINF _, (8-18)

Since a large component of nonagricultural investment is available savings,
the problem of simultaneity (discussed later) is particularly acute for this
equation and requires further investigation.

Total investment / equals nonagricultural investment INA plus invest-
ment in agriculture /4.

I=INA+ 14 (8-19)

The next equation in Group 4 is a demand equation for foreign loans.
Although, in principle, foreign loans over three years require approval from
the Economic Planning Board, the Board has encouraged investors to borrow
abroad. Beginning about 1970, however, concern over the rising level of debt
service payments led the IMF to insist on restriction of the flow of foreign
capital, and the restrictions imposed scemed to be effective.

The demand for foreign loans is assumed to be a function of the level of
total fixed investment /, the expected real rate of interest on domestic loaas
RLR, and the expected real rate of interest on foreign loans RRF. That is,

CK = a, + ayl + azRLR + asRRF + a CKDM (8-20)
where CKDM is a duminy variable equal to unity for 1970 and zero for all
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other years. The expected rate of iaterest on foreign loans involves not only
the expected rate of inflation but the expected rate of devaluation. We assume
that the expected rate of devaluation is approximated by the average of the
current and two previous years' rates of devaluation. Thus

RRF = RF — RINF_, +(RDEV + RDEV _, + RDEV _,)/3  (8-21)
Equation (8-19) was cstimated as follows:

CK = 23,7637 + 0.2634/ + 148.5346RLR (8-22)
(-7.06) (7.86) (2.87)

—77.5319RRF — 27.8443CKDM
(-2.02) (-3.06)

Estimation Technique: Ordinary Least Squares

Sample: 1959 to 1970
R? =0.9847
d =2.5668

The demand for foreign loans is sensitive to both the domestic and forcign
loan interest rate. The average elasticities are 0.326 and —0.477. The signifi-
cance of the dummy variable indicates that the restrictions on foreign borrow-
ing had a significant effect in 1970.

The final equation in Group 4 is an identity for domestic consumption
cxpenditure,

DC=Y — SC~— SH — SG — IVG + RT + NFI (8-23)

Consumption cquals income less savings, both private and government, less
inventory investment in grains, plus net transfers and net factor incomes from
abroad.

Group S: Import and Export Equations.

Group § contains three import equations, an cxport equation, and two
identities. Imports of consumption goods are assumed to depend on various
components of the effective exchange rate for imports and the level of domes-
tic consumption. Initially, the effective exchange rate for imports was broken
up into three components: (1) the official rate, (2) tariffs and tarift equiva-
lents, and (3) the total value of export premia per dollar of import. The
cocfficients for parts 2 and 3 were not significant and were unstable with re-
spect to the sample used for all of the import equations. Thus parts 2 and 3
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were combined into a single variabie called SUBM. For imports of consump-
tion goods MC, the two parts SUBM and ORD were combined, since there
was no significant difference between their coefficients. The best results are:

MC = —8.1035 + 0.0596DC — 0.105S(SUBM + ORD)  (8-24)
(=2.15; (11.75) (-5.43) .

Estimation Technique: Ordinary Least Squarcs

Samiple: 1955 to 1970
R:=0.9163
d =1.2058

where DC is domestic consumption. This equation results in an average clas-
ticity of —2.10 for the effective exchange rat: of imports, SUBM + ORD.M
' For capital goods imports, a somewhat different modcl must be used.
Most capital goods enter duty free and by special channels such as forcign aid
loans or loans from abroad. The official exchange rate is the most relevant
exchange rate to use. Since most forcign loans arc tied to capital goods imports,
we would expect the level of forcign borrowing to be an important determi-
nant of capital goods imports. The level of investment is also a determinant of
the magnitude of capital goods imports. The best regression results for MK,
imports of capital goods, arc obtained with foreign commercial loans CK, in-
vestment /, and the official exchange rate ORD as explanatory variables.

MK = 3.881 + 0.3610CK + 0.33117 — 0.08530RD (8-25)
(0.61) (2.22) (6.58) (-2.44)

Estimation Technique: Ordinary Least Squares

Sample: 1955 to 1970
R2 =0.9876
d =16974

The clasticity of capital goods imports with respect to ORD is —0.36.

For imports of intermediate goods, we used the official exchange ratc
ORD and total tariffs, tariff cquivalents, and export premia per dollar of im-
port SUBM as the commercial policy variables. Other explanatory variables
are gross national product Y and cxports X. Manufactured exports XGM is
used as a separate explanatory variable, since we oelieve that in general ex-
ports of manufactures are morc intensive in their use of imports than other
elements of expenditure on GNP. The resulting cquation is:
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Ml =9.9287 + 0.1772Y + 0.3610XGM — 0.3714SUBM (8-26)
(0.42) (3.53) (1.67) (-2.53)

~ 0.21970RD
(-2.68)

Estimstion Technique: Cochrane-Orcutt Iterative Technique

Sample: 1955 to 1970

R*=0.9893
d = 15915
p = 0.2554

The average clasticity is —.46 for the official exchange rate ORD and —0.80
for SUBM. Onc would expect a higher clasticity for SUBM if tariffs and
tariff cquivalents arc levied sclectively on commodity items with higher than
average clasticity.

As Chapter 6 indicated, the export cquation was the most difficult to
estimate. The estimation procedures and resuits were discussed at some length
in that chapter and we merely repeat the best results here for sake of com-
pleteness.

XGM = —241.4847 + 0.3323YMA -+ 0.26290RD (8-27)
(-3.92) (11.29) (1.70)

+ 0.1471SUBX
(1.27)

Estimation Technique: Cochrane-Orcutt Iterative Technique

Sample: 1957 to 1970

R? = 0.9900
d =13742
p =0.8701

where XGM is export of manufactured goods.
The last two equations of Group 5 are idcntities giving the value of total

imports and exports:
M = MG + MC + MK + Ml +MNC (8-28)
X = XGM + XGP (8-29)
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Group 6: Demand and Supply Balance.

The final group of cquations contains two identities. The first is the bal-
ance of payments identity relating movements of short term capital and
changes in monetary asscts SK to the demand and supply of foreign ex-
change.

SK=M+MST - X —-_K - PK (8-30)

where MST is net scrvice imports plus net transfer payments abroad. The
second identity makes inventory change the cquilibrating item for aggregate
demand and supply or between savings and investment

IV=5G+SC+SH+M+MST—-X —1 (8-31)

SIMULTANEOUS ESTIMATION

So far we have only discussed the results of single cquation cstimation tech-
niques and have not yet attempted simultancous estimation, There is some
heuristic justification for this. A glance at the B matrix in Tablc 8-3 revcals a
structure that is very ncarly triangular.'? The system is triangular ¢xcept for
one block of equations, the IVG, MG, and ILG cquations. (Sec the block with
dotted lines in the B matrix of Table 8-3.) Itis well-known that if a structure
is triangular (i.e. recursive) and the crrors across equations are uncorrelated,
ordinary least squares estimation is a consistent estimation technique. A slight
generalization of this theorem is easy to prove: if the system is block-triangular
and the errors across blocks are uncorrelated, each block may be trcated as a
simultaneous system and consistent estimation of each block results in con-
sistent estimation for the system as a whole.

With this in mind, we attempted to estimate the block of equations, IVG,
MG, and ILG, as a simultaneous system. This system can be written as
follows:

VG =ILG -ILG _, (8-32)
MG = IVG +GC - GP (8-33)
ILG = BNVG + y,GP + y, + € (8-34)

where e is an error term. It we substitute (8-32) into (8-33) and (8-33)
in turn into (8-34) and solve for ILG, we obtain the follow'ing result:

B (r1—8) Yo
= —ILG_ 35
ILG = (i=gy (GC—ILG-) + T2 P+ 1 (8-35)
1

tome©
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This equation can be estimated oy regressing /LG on the combination variable
(GC — ILG _,) #nd on GP. The result is
ILG = -139.51 + 0.654(GC—ILG _,) + 0.625GP (8-36)
Estimation Technique: Ordinary Least Squares
Sample: 1955 10 1970

R? = 0.8460
d =152

‘vhe original structural coefficients, g, y, and y; can be estimated then by in-
dircct least squares by solving the following equations:

L = 13951 (8-37)
(1-8)
A = 0.654 (8-38)
(1-8)
WoB) _ g 625 (8-39)
(1-8)
The solution gives the following cstimate of the structural equation (8-34):
ILG = -79.17 + 0.395MG + 0.773GP (8-40)

Comparing this result with the ordinary least squares result in equation (8-8),
we sce that the constant term changes relatively little, the coefficient of MG is
reduced and the cocfficicnt of GP incrcascs.

I all the cquations are regarded together as one large system, estimation
is impossible because observations arc too few. For example, consider the
problem with a two-stage lcast squares approach. There are 35 cxogenous and
lagged endogenous variablcs. There are, however, a maximum of 18 obscrva-
tions from 1953 to 1970. Thus it is impossible to regress any of the cndoge-
nous variables on all the exogenous and lagged endogenous variables. Some
technique has to be found to reduce the number of instrunicntal variables
(exogenous and lagged endogenous).

A method for choosing instruments has been proposed hy Fisher (1965).
Some exogenous variables of the system of equations may add little causal
information to the equation and hence be of littlc value in reducing the bias
in estimation. Thus Fisher suggests the usc of a causal ordering system for the
sct of all predetermined variables.
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Our orderirg system is similar to Fisher's and works as follows:

(1) The predetermined variables in equation i are called zero-order causal
varisbles for cquation i.

(2) For cach endogenous variable in an cquation (other than the depen-
dent variable), we may determinc the sct of predetermined variables
in the equation cxplaining that endogenous variable. Each sct of such
predetermined variables are first-order causal variables.

(3) For cach cquation j cxplaining an cndogenous variable in cquation i,
there are a set of endogenous variables. The predetermined variables
in the cquations explaining this sct of endogenous variables are second-
order cav al variables. The predetermined variables in the cquation for
a lagged endogenous variable contained in equation i are also called
sccond-order causa: variables.

The causal ordering descrined here may be defined more precisely in a recur-
sive fashion.

It is very difficult to choosc a set of predetermined variables as instru-
ments. If onc chooscs too few, the simultancous equations’ bias to the csti-
mates is likely to be a problem. If onc chooses too many instruments, the
endogenous variables, when regressed on the instruments, are nearly predicted
perfectly, a problem of lack of degrees of freedom. We decided to run two
sets of two-stage least squares cstimatcs, onc with the Fisher instruments of
zero- and first-order causal variables, and another with a larger set of instru-
ments up to the sccond order of causality.

In addition to the Fisher instruments, Fair (1970) suggests that when the
errors in an cquation are serially corrclated a consisient cstimation procedure
requires the addition of all lagged variables in the equation as instruments,

Table 8-5 lists the instruments which arc used for each equation. Tables
8-6 and 8-7 give the results using the two differcnt sets of Fisher instruments,
the first set using zero- and first-order causal variables and the second set using
variables through the sccond order of causality. Note that for the YNA cqua-
tion, there are no other endogenous variables in the equation. Thus two-stage
least squares and ordinary least squarcs are equivalent. Notc also in Tablc 8-5
that for the INT, SC, and XGM equations, there are no second-order causal
variables. Thus the two-stage least squares estimates are identical wheth:r or
not second-order causal variables are included. When only the Fisher first-
order causal variables are included, the /LG equation does not have enough
instruments so that the equation is underidentified. It is only possible to esti-
mate with two-stage least squares when sccond-order instruments are included.
Finally, when instruments through the second order of causality are used, it is
not possible to estimate the /INA cquation. There are too many instruments
and no degrees of freedom.
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TABLE B8-S
Instrumental Variables on the Basis of Causal Orderings
Additional
S Instruments
- Stochastic Zero- and First- Second-Order Due to
Equation  Order Instruments Instruments Aulocorrelation
YNA YNA_,,INA _, INA .. PK —_
DTR SXDT, YA YNA_, . INA_. (DTR + SXDT)_,,
Y_,
INT YNA_, INA_, —_ INT_,
GC RPG, POP, YA YNA_, INA_, —
ILG GP ILG_,, RPG, POP —_
sC RD, YNA_, INA _, — —
sH RD, RINF. RINF_,, YA, RPG, POP, RINF _4, RD _;,
NTOSH, TAR SXDT SH_,, YDP_,
INA PK, TAR, G, RD, YNA_, INA _., PK_,.(SG + 5C +
RINF, RINF_,, SXDT, NTOSH SH)_.,. YNA_,,
YNA_,,INA_,, RLR_,
YNA_,
CK RLR, RRF,CKDM, YNA_, YNA_. PK —
7
MC (SUBM + ORD), YA, RD, RiNF, —
NFI, RT RINF_,, TAR, G,
ILG_,
MK ORD, RLF, RRF, YNA_, YNA_,, PK —
CKDM, 14
M1 SUBM, ORD, Y A, YNA_,, INA_, SUBM _,, ORD __,,
SUEX MI_.,Y_, XGM
XGM  SUBX, ORD, — SUBX_,,ORD_,,
YNA_,, INA_, XGM_,

The results using two-stage least squares with first-order instruments are
almost identical to the ordinary least squares results except for the GC, CK,
MK, and MI cquations. When sccond-order instruments are used, only the
coefficicnt of the CK variable in the MK equation is substantially different
from the ordinary least squares result. Furthermore, all the equations listed
in Table 8-7 still have large degrees of freedom except for the CK equation.
We must conclude that the problem of simultancity is not great for our Korean
econometric model.



TABLE 8-6
Twe-Stage Least Squares Estimates with Fisher's

First-Ordor Instrumental Variabies
Estimation
R? d  Technique
DTR = —61.5843 + 0.1092Y — SXDT 9944 09381 TSCORC
(—6.56) (15.26)
INT = —17.2787 + 0.1202YNA 9792 1.4411 TSCORC
(—3.76) (15.84)
GC = 111.8904 + 0.0964Y — 40.4563IRPG
(1.30) (1.81) (—1.78)
+2.2082P0P 9006 0.862 TS
(0.50)
SC = —0.5678 + 0.0725YNA + | 16.5768RD 9827 1.6273 1§
(~0.16) (10.41) 4.16)
SH = —69.6454 + 0.08412YDP + 192.2094RD
(—4.43) 4.16) (2.92)
—45.1081RINF — 34.9772RINF _, 9549 3.0123 TSCORC
(—2.48) (—2.85)
INA = —19.0076 + 0.58C2(YNA — YNA_,) + 0.7525(YNA _, — YNA_.)

(—-1.39) (297
+ 0.7263(SG + SC + SH) — 36.8973RLR 9948 1.7044 TSCORC

(4.44) (—1.08)
CK = —249579 + 0.28897 + 115.0503RLR
(—6.23) (5.31) (1.50)
—52.8461RRF — 32.4248CK DM 9834 27436 TS
(~0.93) (—2.69)
MC = -7.3710 4 0.0548DC
(—1.84) (7.44)
—0.09356(SUBM + ORD) 9101 10454 TS
(—4.02)
MK = 0.7415 + 0.2091CK + 0.36371
0.11)  (1.00) (5.60)
— 0.07400RD 9861 1.6003 TS
(=t.04)

Ml = 18.0854 + 0.1564Y + 0.4503XGM
0.74) (2.98) (1.99)
— 0.35865UBM — 0.1975ORD 9890 1.6074 TSCORC
(—2.39) (-2.39)
XGM = —242.4649 + 0.3332YNA + 0.26420RD
(-3.94) (11.26) (.7
+ 0.1480SUBX 9900 1.3756 TSCORC

(1.27)

Note: TSCORC stands for two-stage least squares with Cochrane-Orcutt iterations.
TS stands for ordinary two-stage least squares.
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- TABLE 8-7

Twoe-Singe Least Squares Estimates with Flsher’s
Second-Ovder Instrumental Varishles

Estimation
R* d  Technique

DTR = —66.2773 4 0.1119Y — SXDT 9944 09745 TSCORC
(—6.46) (15.24)

GC = 175453 + 0.03193Y — 33.3742RPCG
047 (1.67) (-2.27;
+ 7.3280P0OP 9577 19572 TS

(4.28)

ILG = —92.5178 + 0.6702MG + 0.7853GP 9477 16311 TS
(-6.30) (5.04) (10.15)

SH = —72.2550 + 0.08657YDP + 192.7797RD
(—-4.49) (4.26) {2.93)
—44,67S1RINF — 35.0964RINF _, 9550 2.9992 TSCORC
(—2.50) (—-2.87)

CK = —21.6744 + 0.2615] + 151.0420RLR
(=7.02) (1.73) (2.89)
—79.380SRRF — 27.5013CKDM 9847 25466 TS
(—2.05) (=3.01)

MC = —8.3930 4 0.0597DC
(=2.25) (11.67)
~ 0.104XSUBM + ORD) 9162 12160 TS
(~5.41)

MK = 15311 + 02117CK + 0371171
(0.23) (1.15) (6.63)
— 0.08460RD 9866 1.6893 TS
(-2.33)

Ml = 103928 + 0.1760Y + 0.3672XGM
0.44) (3.50) (1.69)
— 0.3700SUBM — 0.21880RD 9891 1.5930 TS
(-2.51) (—2.66)

Note: TSCORC is two-stage least squares with Cochrane-Orcutt iterations and TS is
ordinary two-stage least squares.

APPENDIX: DATA USED IN THE
ECONOMETRIC MODEL

Most of the data uscd for the regressions in this chapter are compiled by the
Bank of Korea and published in their Economic Statistics Yearbook. A de-
scription of the raw data and their sources is contained in Table 8-8.
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TABLE 8-8
Description of Raw Data sad Sources

Data in billions of constant 1965 won

RY :  Gross national product; BOK, ESY 1971, pp. 10-11»

RYNA : Valueadded in nonagricultural sectors, ibid., pp. 14-15

Ri ¢ Gross domestic fixed capital formation, ibid.. pp. 16-11

RiIA ¢ Investment in agriculture, ibid., pp. 28-29

RNFI  :  Net factor income from rhroad, ibid., pp. 10-11

RGRC : Grain consumption, BOK National Accounts Division

RIVG : Grain inventory investment, ibid.

RILG  : Grain inventory leve!, ibid.

RMG  : Imports of goods, including freight and insurance; BOK,, ESY / 971,

pp. 44-45
RXG : Exports of goods, including freight and insurance, ibd.
RMOS : Imports of services, other than freight and insurance, ibid.
RXOS : Exports of services, other than freight and insurance, ibid.
RT ¢ Net transfer receipts from abroad on current account, ibid,

Data in billions of current won
cY ¢ Gross nationa! product, ESY 1971, pp. 8-9
CYDP  : Personal disposable income, ibid., pp. 36-37
CSH ¢ Savings by households and private nonpraiit institutions, ibid.,

Pp. 22-23

csc ¢ Gross savings (including capital consumption allowances)
by corporations and unincorporated enterprises, ibid,

CGs ¢ Gross savings by government, including government enterprises,
ibicl.

CSTD  : Sutistical discrepancy between savings and gross domestic
capital formation, ibid.

CDTR  : Direct tax revenues, ibid., pp. 38-39

CITR  : |Indirect taxes, ibid.

CGT ¢ Government transfers tn the private sector, ibid.

Data ir, current millions of doliars

DMGS : Imports of goods and services, ESY 1971 . pp. 266-267

DMG . Imports of goods, including freight and insurance, ibid.

DCKL : Long-term private capital imports, ibid.

DCKS  : Short-term capital imports, ibid.

DMA  : Net reduction in foreign assets of monetary institutions, ibid.

DX(;  : Total exports of goods, Ministry of Finance, Foreign Trade
of Korea, MOF, FTOK annual through 1971

DMGR : 1 aports of grain (SITC 04), ibid.

(continued)
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TABLE 8-8 (concluded)

DMC  : Imports of consumption goods (SITC 0, 1, 732.1,8; excluding 04),
ibid,

DMK : Imports of capital goods (SITC 7, excluding 732.1), ibid.

DM! : Imports of intermediate goods (SITC 2, 3, 4, §, 6), ibid.

DXGM : Exports of manufactured goods, ibid.

Exchange rate and export premia in won per dollar®

OR :  Exchange rate
RXS :  Export premium per dollar of export

Tariffs, tariff equivalents, export subsidics, and export premia
in billions of won, current prices"

™ :  Tariffs and tariff equivalents
PX :  Total export premiums
sx ¢ Total export subsidies

SXTAXD: Export subsidies in form of direct tax relief
SXTAXI : Export subsidies in form of indirect tax exemption

Price indexes

wel :  Wholesale price index, ESY 1971, pp. 314-315

WPIG : Wholesale price index for grains, ibid.

WPIOG : Wholesale price index for commaodities other than grains, ibid.

WPITP : Wholesale price index for major trading partners, International
Monetary Fund, International Financial Statistics*

Other data

PR :  Farm population in millions of persons, ESY 1971, p. 6

PU : Nonfarm population in millions of persons, ibid.

NRD : Nominal interest rate on time deposits one year and longer,
ESY 1971, p. 135 and ESY 1960

NRF :  Interest rate on business loans in United States, United States
Department of Commerce, Survey of Current Business

NLR : Commercial bank lending rate, ESY 1957-71

Note: BOK—Bank of Korea; ESY—Economic Statistics Yearbook, published by
BOK; SITC-—Standard International Trade Classification, manual published by the
United Nations.

a. Where series is not continuous to 1953 in ESY 1971, it was traced as far back as
possible in carlier yearbooks. The revised figures for 1970 were obtained from BOK,
Monthly Economic Statistics, August 1971,

b. Sources for these items are mainly primary, including files of the Ministry of
Finance, BOK, and USAID, Korea Mission,

¢. Wholesale price indexes for the United States and Japan were averaged by using
weights derived from their respective shares in total trade.
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Table 8-9 gives the transformations 10 the raw data which are required
to obtain the valucs of the endogenous and exogenous variables for the model.
Much of the raw data are currert price data and must be defluied to obtain
values in t2rms of constant won. Direct and indirect tax revenues, private sav-
ings, government savings, governinent transfers to private scctor, and subsidics
in the form of direct and indirect tax exemptions are all deflated by a GNP
deflator (i.c., multiplied by RY/CY as in Table 8-9). Imports of goods of
various types are deflated by the overall import pricc deflator used in deter-
mining real GNP (i.c., multiplicd by RMG/DMG). Capital imports arc de-

TABLE §-9
Transformations of Raw Data

Endogenous variables

YNA = RYNA

Y = RY

DTR = (RY/CY)- CDTR

INT = (RY/CY)-(CITR—-TA)

SG = (RY/CY). CGS

GC = RGRC

ivG = RIVG

MG = (RMG/DMG)- DMGR

ILG = RILG

sC = (RY/CY). CSC

YDpP = (RY/CY)-CYDP

SH = (RY/CY)- (CSH+CSTD)—RIVG

INA = RI-RIA

1 =RI

CK = ((RMG+RMOS)/ DMGS) - DCKL

DC = ¥Y—-SC--SH—IVG—-SG+RNFI

MC = (RMG/DMG) - DMC

MK = (RMG/DMG) - DMK

XGM = (RXG/DXG) - DXGM

X = RXG

Ml = (RMG/DMG) - DM1

M = RMG

SK = ((RMG+RMOS)/DMGS) - (DMA+-DCKS)

v = SG+SC+SH—I1+M+RMOS—RXOS—RT—X R
Basic commercial policy variables

ORD = OR -(WPITP/WPI)

xex = RXS - (WPITP/WPI)

Sox = ((5X:1000)/ DXG) - (WPITP/ WPI)

TAM = ((RM-1000)/DMG) - (WPITP/ WPI)

(continued)
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TABLE 8-9 (concluded)

Derived commercial policy variables

XPM = (PX-1000/DMG) - (WPITP/WPI)

SUBM = XPM+TAM

SUBX = SOX+XPX

SXDT = (RY/CY)-SXTAXD

TAR = (RY/CY)-T™M

MARDEV = (RDEV +RDEV _,+RDEV _,)/3

where

RDEV = (R-KR_,)/R_,

and

R = ORD+-(SUBM-RMG+SUBX-RXG)/(RMG+RXG)
Other exogenous variables

YA = RY—RYNA

G = INT+TAR+DTR-SG

iA = RIA

PK = M+RMOS—RXOS—RT—X-CK—SK

NFi = RNFI

MSTI = RMOS—-RXOS—RT

RPG = WPIG/WPIOG

ror = PR+PU

GP = RGRCHRIVG—(RMG/DMG) - DMGR

RD = NRD

LR = NLR

RF = NRF

RINF = (GNPD-GNPD _)/GNPD _,

where

GNPD = CY/RY

MNC = M-MC-MK-MI-MG

NTOSH = Y—-INT-TAR—DTR—-SC-YDP

XGpP = (RXG/DXG) - (DXG—-DXGM)

flated by the price deflator for imports of goods and scrvices (i.c., multiplied
by (RMG + RMOS)/DMGS). Nonclassified imports MNC, consumption DC,
inventory investment IV, government expenditure G, public capital imports
PK, and net transfers of other scctors to houscholds NTOSH arc all defined in
terms of the other variables so that the deflation procedurcs do not alter any
of the identitics of the model. The basic commercial policy variables are de-
flated by a purchasing-powcr-parity index which is the ratio of the Korean
wholesalc price index to the wholesale price index of inajor trading partners.

Tables 8-10A through 8-10G give the actual values of the raw data
used and Tables 8-11A through 8-11D give ths values of the derived endo-
genous and exogenous variables.
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TABLE 8-10A
Raw Deta in Billions of Constant 1965 Wen

Year RY RYNA R Ri4 RNFi  RGRC  RIVG
1953 421.93 218.60 35.28 4.04 9.42 — 6.3
1954 447.36 228.30 41.66 145 7.56 — 15
1955 474.54 250.50 48.98 4.53 7.5 162.87 0.98
1956 480.47 268.20 5277 5.07 7.38 161.04 1132
1957 52213 292.20 61.31 6.48 1.59 156,64 16,90
1958 551.69 3os.40 31.19 5.35 1.59 180.61 9.45
1959 575.84 332.20 59.29 5.99 1.75 186.66 -3
1960 589.07 345.10 61.71 6.97 7.38 176.40 2.04
1961 613.61 345.10 65.26 8.35 579 192.47 6.81
1962 634.97 382.60 84.05 6.72 6.48 19439 - 15.2§
1963 693.03 422.50 105.95 10.28 6.79 186.53 2293
1964 750.31 436.00 93.33 10.66 6.53 21838 20.85
1965 805.85 494.20 117.64 13.67 7.65 22901 015
1966 913.82 567.90 190.63  23.16 13.08  235.42 8.40
1967 995.16 668.30 232,09 19.24 2153 23891 -12.40
196§ 1127.32 796.50 32563 2382 2224 23997 1247
1969 1306.19 935.80  407.76 2426 23.04  246.20 30.08
1970 1422.33 1055.00 416,76 2506 10,17  253.51 14.34

Year RILG RMG RXG RMOS  RXOS RT

1953 36.13 91.67 10.64 183 13.30 49.92

1954 39.66 64.57 6.82 2.12 9.50 3492

1955 40.61 86.95 4.91 2.57 13.83 39.84

1956 29.29 100.88 6.98 169 10.19 74.63

1957 46.19 117.12 7.09 6.61 13.80 83.07

1958 55.64 99.87 5.65 1.25 18.87 75.50

1959 51.91 80.02 6.29 7.85 21.20 54.59

1960 53905 90.40 9.69 10.24 21.39 61.31

1961 60.76 82.30 11.89 9.00 26.75 46.93

1962 45.51 112.90 15.45 7.43 27.87 63.74

1963 68.44 143.56 23.78 9.98 22.80 66.65

1964 89.29 104.83 32.51 9.93 23.49 50.96

1965 89.14 120.15 47.80 9.44 29.12 53.95

1966 97.54 192.87 69.09 13.54 51.59 58.29

1967 85.14  263.59 87.82 17.23 82.81 59.76

1968 72,67 37493 133.66  35.56 99.97 63.04

1969 102,75  468.83 183.02 47.40 122.38 64.65

1970 117.09 513.69 25293 64.85 117.72 45.23




TABLE 8-108
Row Duta in Billioas of Wen st Cusvent Prices

a. Includ:s current account transfers from

abroad.

b. Before 1960, savings were estimated as a
residual. Since then separate estimation of savings
hes resvlted in a statistical discrepancy between sav-
ings and gross domestic capital formation.

Year cY cYor CSH csc cGs
1953 48.18 44.14 LY 2.24 1.1}
1954 66.88 60.23 2.97 i 0.35
1958 116.06 106.33 187 5.00 1.32
1956 152.44 140.28 —3.08 6.57 8.50
1957 197.78 179.63 9.55 8.85 B.18
1958 207.19 183.78 7.85 10.20 7.65
1959 221.00 190.85 i 12.35 7.18
1960 246.69 212.69 —2.65 13.11 11.91
1961 296.82 260.16 2.51 17.25 14.10
1962 348.58 295.71 -10.48 25.28 21.62
1963 487.96 421.98 6.1 35.60 24.57
1964 696.79 617.14 11.06 46.44 34.75
1965 80S.85 696.87 2.30 62.66 49.74
1966 1032.04 886.32 42.05 71.66 62.19
1967 1242.35 1043.24 11.73 959 88.25
1968 1575.65 1286.04 15.26 121.93 133.97
1969 2047.11 1701.32 114.41 149.44 159.51
1970 2545.92 2081.66 84.19 182.85 206.43

Year CSTD" CDTR CITR CGT

1953 — 0.99 1.70 041

1954 — 1.27 3129 0.50

1955 —_ 1.90 5.22 0.50

1956 — 2.32 6.74 0.61

1957 — 4.37 10.42 1.93

1958 — 4.89 12.64 3.08

1959 — 6.02 16.19 2.17

1960 1.92 6.46 18.73 1.51

1961 2.18 8.44 19.98 0.64

1962 2.58 9.09 28.65 123

1963 362 12.18 30.94 0.0

1964 314 16.63 3392 —1.8%

1965 5.06 22.14 47.13 0.35

1966 14.16 38.03 72.31 527

1967 2M 53.46 98.66 369

1968 28.36 81.00 147.71 23.22

1969 KXR Y 115.01 196.90 31.75

1970 45.58 145.01 250.37 7.84
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TABLE 8-10C
Raw Deta in Millioxs of Dellars, Iiollar Prices
Year DMGS DMG DCKL DCKS DA A
1953 -_ 345.40 — - -
1954 _— 243.30 — — —
1955 332.30 3127.60 0.0 -0.90 15.30
1956 394.00 380.10 0.0 -120 - 18.70
1957 466.20 441.30 0.0 --2.90 4.10
1958 403.60 376.30 0.0 7.00 ~-45.30
1959 33t10 3oL.s0 0.80 - 0.60 ~15.10
1960 379.20 340.60 2.60 0.60 - 14.50
1961 344.00 J10.10 0.20 -2.00 -30.30
1962 453.40 425.40 2.80 ~6.70 56.50
1963 578.50 540.90 42.60 18.40 55.80
1964 432.40 395.00 10.30 -3.30 270
1965 488.30 452.70 19.10 ~2.50 —-16.20
1966 777.70 726.70 177.20 6.40 -~ 119.20
1967 1060.00 971.90 233.40 4520 —11R8.20
1968 1546.60 1412.60 38310 13.20 —-3.00
1969 1945.00 1766.40 nio 56.50 -95.00
1970 2149.60 1940.00 19210 122.40 29.20
Year DMGR DMC DAIK DA DXGM
1953 —_ — — — 0.90
1954 — —_ —_ — 1.20
1955 6.36 25.42 57.02 189.81 1.40
1956 31.19 312.54 42.81 2138.16 1.50
1957 84.33 40.98 41.94 »35.57 310
1958 51.05 30.56 36.25 234.21 2.40
1959 17.53 16.08 41.81 209.75 3.00
1960 20.56 17.c0 40.07 217.15 5.50
1961 30.21 15.65 42.39 195.80 8.50
1962 3355 20.10 68.56 291.56 10.60
1963 107.23 24.14 113.17 314.54 39.60
1964 60.78 13.27 69.17 259.87 58.50
1965 54.44 16.28 73.23 319.66 107.00
1966 61.30 25.17 168.35 461.60 153.80
1967 76.57 40.48 305.27 573.79 215.40
1968 129.35 93.93 517.58 721.57 338.40
1969 250.33 129.84 571.64 870.90 481.60
1970 244,78 140.55 572.46 1025.44 651.50

DXG

40.10
5.70
18.50
26.00
26.70
21.30
2370
36.50
44.80
S8.20
89.60
122.50
180.10
260.30
345.40
503.60
689.60)
922.80



TABLE 8-10D
Eschangs Rate sad Espoet Promin,

Wen por Dellar
Year OoR RXS
1953 6.50 0.0
1954 18.00 8.50
1958 30.00 48.10
1956 50.00 52.90
1957 50.00 58.90
1958 50.00 64.00
1959 50.00 84.70
1960 62.50 83.9%
1961 127.50 14.60
1962 130.00 0.0
1963 130.00 39.80
1964 214,30 39.70
1965 255.40 0.0
1966 27130 0.0
1967 270.70 .0
1968 276.60 0.0
1969 288.20 0.0
1970 310.70 0.0

TABLE 8-10E

Tarifls, Tarifl Equivalents, and Export Subsidies
in Biltions of Wen at Current Prices

Year ™ PX sXx SXTAXD SXTAXI
1953 0.30 0.0 0.0 0.0 0.0
1954 0.84 0.22 0.0 0.0 0.0
1955 1.15 0.89 0.0 0.0 0.0
1956 1.50 1.39 0.0 0.0 0.0
1957 2.3 1.57 0.0 0.0 0.0
1958 4.39 1.36 0.02 0.0 0.0
1959 829 2.01 0.03 0.0 0.0
1900 10.20 3.06 0.04 0.0 00
1961 5.56 0.6S 0.35 0.0 0.0
1962 6.93 0.0 1.18 0.31 0.26
1963 6.71 157 1.70 0.53 0.57
1964 8.51 4.86 126 0.99 1.20
1965 12.85 0.0 6.86 2.84 2.69
1966 18.00 0.0 12.93 5.02 533
1967 25.41 0.0 20.88 172 8.22
1968 37.88 0.0 37.78 11.13 19.26
1969 44.72 00 49.45 17.21 22.55
1970 50.92 0.0 75.48 26.50 3470




TABLE §-10F

Price Indexes
Ycar wet WPIG WPIOG wenre
1953 — —_— — 9310
1954 — — — 94.70
1955 27.80 25.70 28.10 92.40
1956 36.60 41.10 RER 1] 96,70
1957 42.50 47.20 40,10 100.40
1958 399 m.70 39.60 97.20
1959 40.80 3N90 42.60 97.70
1960 45.20 40.60 46.10 97.90
1961 51.20 €0.30 5 10 98,30
1962 56.00 5$3.30 56.50 97.60
153 67.50 84.50 64.20 98.30
1964 90.90 106.70 87.80 98.50
1965 100.00 100.00 100.00 Y000
1966 108.80 105.00 109.40 102.80
1967 115.80 117.00 115.70 104.00
1968 125.20 130.00 124.50 105.60
1969 133.70 152.70 130.80 108.80
1970 145.90 168.60 142.50 112.80
TABLE 8-10G
Other Data
Year PR pPU NRD NRFK NLR
1953 — — 0.0480 0.0369 0.1830
1954 — —_— 0.0900 0.036} (.1830
1955 13.33 8.09 0.1200 0.0370 0.1830
1956 13.45 8.85 0.1200 0.0420 0.1830
1957 13.59 9.316 01200 0.0462 0.1830
1958 13.75 9.86 0.1200 0.0434 0.1830
1959 14,13 10.47 0.1120 0.0500 0.1750
1960 14.56 10.43 0.1000 0.0516 0.1750
1961 14.51 11,19 0.1210 0.0497 0.1750
1962 15.10 11.34 0.1500 0.0500 0.1640
1963 15.27 11.92 0.1500 0.0501 0.1570
1964 15.55 12.41 0.1500 0.0499 0.1590
1965 15.81 12.94 01790 0.0506 0.1850
1966 15.78 13.59 0.2640 0.0600 0.2600
1967 16.08 13.99 0.2640 0.0599 0.2600
1968 15.91 14.84 0.2610 0.0668 0.2580
1969 15.59 15.82 0.2390 0.0821 0.2400
1970 15.3§ 15.96 0.0848 0.2400

02280
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TABLE 8-11A
Eadegencus Varisbles

Year YNA Y DTR INT SG GC

1953 218.60 42193 8.67 12.26 9.72 —

1954 228.30 447.36 8.50 16.39 2.34 —

1955 250.50 474.54 mnm 15.64 5.40 162.87
1956 268.20 480.47 7.31 16.52 26.79 161.04
1957 292.20 522.73 11.55 21.25 21.62 156.64
1958 305.40 551.69 13.02 197 20.37 180.61
1959 332.20 $75.84 15.69 20.58 18.71 186.66
1960 345.10 589.07 15.43 20.37 28.44 176.40
1961 34510 613.61 17.45 20,31 29.15 192.47
1962 382.60 634.97 16.56 39.56 39.38 194.39
1963 422.50 691.03 17.30 34.4] 3490 186.53
1964 436.00 750.31 17.91 27.:6 37.42 218.38
1965 494.20 805.85 22.14 3428 49.74 229.01
1966 567.90 913.82 33.67 48.09 55.07 235.12
1967 668.30 $95.16 42.82 58.68 70.69 23891
1968 796.50 1127.32 57.95 78.5% 95.85 239.97
1969 935.80 1306.19 73.38 97.10 101.78 246.20

1970 1055.00 1422.33 81.01 111.43 115.33 253.51

Yecar VG MG ILG SC YDP SH

1953 36.13 — 36.13 19.62 386.55 —6.00
1954 353 —_ 39.66 22.14 402.88 16.34
1955 0.95 1.69 40.61 20.44 434.76 14.87
1956 -11.32 8.28 29.29 20.71 442.05 1.61
1957 16.90 22.38 46.19 23.39 474.76 8.34
1958 9.45 13.55 55.64 27.16 489.36 11.45
1959 =31 4.65 51.91 32.18 497.28 11.83
1960 2.04 5.46 53.95 K} I 507.88 -3.78
1961 6.81 8.02 60.76 35.66 537.82 2.89
1962 ~15.2¢ 8.90 45.51 40.00 538.66 0.86
1963 22.93 28.45 68.44 50.56 599.32 —9.05
1964 20.85 16.13 89.29 50.01 664.54 -5.56
1965 ~0.15 14.45 89.14 62.66 696.87 7.51
1966 8.40 16.27 97.54 67.83 784.79 41.37
1967 —12.40 20.77 85.14 78.17 835.67 39.9¢
1968 —12.47 3433 72.67 87.24 920.11 43.68
1969 3o.o8 66.44 102.75 95.35  1085.55 64.05

1970 14.34 64.81 117.09 102,15 1162.96 58.16
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Year INA ! CK DC MC MK
1953 J.24 35.28 —_ 421.81 -_— —
1954 is.21 41.66 — 445.49 — —_
1955 44.45 48.98 0.0 480.47 6.7 15.13
1956 41.70 2.7 0.0 524.69 8.6 11.36
1957 54.83 61.31 0.0 543.14 10.88 RRR]
1958 52.44 57.79 0.0 566.35 8.1 9.62
1959 53.30 £9.29 0.21 579.19 4.27 11.10
1960 354.74 61.71 0.09 599.76 4.5 10.64
1961 56.91 65.26 0.05 591.83 4.15 11.25
1962 71.33 84.05 0.74 634.20 3.33 18.20
1963 95.67 105.95 t1.31 667.14 6.41 30.04
1964 82.67 93.33 2N 705,08 352 18.36
1965 103.97 117.64 507 747.69 4.2 19.44
1966 167.47 190.63 47.03 812.47 6.68 44.68
1967 212.85 232.09 61.94 900.00 10.98 82.79
1968 301.81 325.63 101.68 998.27 2493 137.38
1969 383.50 407.76 98.76  1102.62 34.46 151.72
1970 391.70 416.76 78.62  1187.75 37.22 151.58
Year XGM X MI M SK 4
1953 0.24 10.64 —_— 91.67 — -
1954 0.32 6.82 —_ 64.57 - —
1955 0.37 4.91 50.38 86,95 3.82 22,67
1956 0.40 6.98 63.21 100.88 —5.81 9.11
1957 0.82 7.09 62.52 117.12 0.32 11.81
1958 0.64 5.65 62,16 99.87 -10.17 8.29
1959 0.80 6.29 55.67 80.02 -4.17 9.22
1960 1.46 9.69 57.63 90.40 —3.69 2.50
1961 2.26 11.89 51.96 82.30 —~8.57 8.16
1962 2.81 15.45 77.38 112.90 13.22 15.46
1963 10.51 23.78 83.48 143.56 19.69 10.76
1964 15.53 32.51 68.97 104.83 -0.16 --3.66
1965 28.40 47.80 84.84 120.15 —4.96 0.99
1966 40.82 69.09 122 51 192.87 —29.94 1.13
1957 54.717 £7.82 155.62 263.59 —17.37 7.69 .
1968 89.81 133.66 191.52 374.93 2.7 14.99
1969 127.82 183.02 231.15 468.83 --10.22 -0.40
1970 178.57 252,93 271.52 513.69 40.80

- 21.54




160

MACRURCONOMIC RELATIONSHIPS AND POLICY VARIABLES

TABLE 8-11B
Basic Commorcial Policy Varisbles

Year ORD XPX sSox TAM

1953 - - - —

1954 — —_ —_ —_

1955 9.7 159.87 0.0 11.67

19% 132.10 139.77 0.0 10.43

1957 118.12 139.14 0.0 12.74

1958 121.80 15591 2.29 28.42

1959 119.73 202.82 303 65.84

1960 135.37 181.72 2.3 64.86

1961 244.79 28.03 15.00 J4.42

1962 226.57 0.0 35.34 28.39

1963 189.32 57.96 27.63 18.07

1964 23222 43.02 28.84 23.35

1965 265.40 . 0.0 38.09 28.39

1966 256.34 0.0 46.93 23.40

1967 24112 0.0 54.29 2348

1968 23330 0.0 63.28 22.62

1969 234.53 0.0 58.35 20.60

1970 240.21 0.0 64.08 20.29

TABLE 8-11C
Derived Commercial Policy Variables

Year XPM SUBM SUBX SXDT TAR MARDEV
1953 — — — 0.0 2.63 —
1954 — — —_ 0.0 5.62 —
1955 9.03 20.70 159.87 0.0 4.70 —_
1956 9.67 20.10 139.77 0.0 4.73 —
1957 8.42 21.16 139.14 0.0 6.29 -
1958 8.83 37.25 158.20 0.0 11.69 —_
1959 15.94 81.79 205.85 0.0 21.60 0.106
1960 19.47 84.34 184.10 0.0 24.36 0.165
1961 4.05 8.47 43.03 0.0 11.49 0.200
1962 0.0 28.39 35.34 0.56 12.62 0.076
1963 9.60 27.67 85.59 0.75 9.53 0.006
1964 13.34 36.69 71.86 1.07 9.16 0.004
1965 0.0 28.39 38.09 2.84 12.85 0.060
1966 0.0 23.40 46.93 4.45 15.94 0.088
1967 0.0 23.48 54.29 6.19 20.35 —0.002
1968 0.0 22.62 63.28 7.96 27.10 —0.035
1969 0.0 20.60 58.35 10.98 28.53 —0.024
1970 0.0 20.29 64.08 14.80 28.45 0.001
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TABLE 8-11D
Other Exegencus Variables

Year Y4 G 14 PK NFi MST

1953 203.40 13.84 4.4 — 9.42 -61.39
1954 219.10 28.16 345 -— 1.56 -42. W
1955 224.10 2371 4.5) 27.12 1.78 -3010
1956 212.20 1.7 5.07 I8.58 7.38 —81.13
1957 230.60 17.47 6.48 19.45 7.59 ~90.26
1958 246.30 26.31 5.35 17.27 1.59 —87.12
1959 243.70 39.16 5.99 9.74 1.75 —-67.94
1960 244.00 L 6.97 11.2§ 7.38 -12.46
1961 268.50 29.60 8.3§ 14.25 5.9 —64.68
1962 252.40 29.36 6.72 -0.69 6.48 —84.18
1963 270.60 26.35 10.28 9.31 6.79 ~T79.47
1964 31430 17.01 10.66 5.23 6.53 -64.52
1965 311.60 19.53 13.67 -~1.39 7.65 ~73.63
1966 345.90 42.63 23.16 10.35 13.08 -96.34
1967 326.90 51.16 19.24 8.36 21.53 —124.84
1968 330.80 67.78 23.82 9.46 22.24 —127.42
1969 370.40 97.24 24.26 57.64 23.04 —139.63
1970 367.40 105.56 25.06 43.24 10,17 ~-98.10
Year RPG pPOoP GP RD LR RF

1953 — — — 0.0480 0.1830 0.0369
1954 —_ — — 0.0900 0.1830 0.0361
1955 0.91 21.42 162.13 0.1200 0.1830 0.0370
1956 1.20 22.30 141.44 0.1200 0.1830 0.0420
1957 1.18 22.95 151.16 0.1200 0.1830 0.0462
1958 0.98 23.61 176.51 0.1200 0.1830 0.0434
1959 0.86 24.30 178.28 0.1120 0.1750 0.0500
1960 0.88 24.99 172.98 0.1000 0.1750 0.0516
1961 0.98 25.70 191.26 0.1210 0.1750 0.6497
1962 0.94 26.44 170.24 0.1500 0.1640 0.0500
1963 1.32 27.19 181.00 0.1500 0.1570 0.0501
1964 1.22 27.96 223.10 0.1500 0.1590 0.0499
1965 1.00 28.75 214.41 0.1790 0.1850 0.0506
1966 0.96 29.37 227.25 0.2640 0.2600 0.0600
1967 1.01 30.07 205.74 0.2640 0.2600 0.0599
1968 1.04 30.75 193.17 0.2610 0.2580 0.0668
1969 1.17 ‘31.41 209.84 0.2390 0.2400 0.0821
1970 1.18 3131 203.04 0.2280 0.2400 0.0848

(continued)
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TABLE 8-11D (concluded)

Year RINF MNC NTOSH XGP KRT

1953 - - -~1.79 10.40 49.92
1954 0.309 — —8.16 6.50 34.92
1955 0.636 13.00 - 4.54 39.84
1956 0.297 940 —10.84 6.58 74.63
1957 0.193 10.2} -14.51 6.27 83.07
1958 -0.007 6.43 -11.50 5.01 75.50
1959 0.022 433 -11.49 5.49 54.59
1960 0.091 12.16 -10.27 8.23 61.31
1961 0.155 6.9) —13.63 9.63 46.93
1962 0.135 109 ~18.43 12.64 63.74
1963 0.283 —4.83 —18.09 13.27 66.65
1964 0319 -2.15 ~18.67 16.98 50.96
1965 0.077 -2.90 —22.95 19.40 53.95
1966 0.129 2.73 —36.55 28.27 58.29
1967 0.105 —6.57 —40.53 33.05 59.76
1968 0.120 —-13.23 —43.66 43.85 63.01
1969 0.121 —-14.95 ~73.73 55.20 64.65
1970 0.142 —11.45 —63.67 74.36 45.23

NOTES

1. The implicit production function which we use is
YNA = {(INA..,, INAos, . . ., INA;.7)
where INA, is the investment in nonagricultural sectors in period 1. We also assume that
depreciation takes place at a rate v with respect to earlier years investment and that in-
vestment enters the function £ in a logarithmic form, i.e.,
YNA, = a+ B llog.(INAi+) + y108.(INAvt) + ... + 7 ™ log.(INA,.r)]
Defined recursively, this becomes (approximately for very large T)
YNA, = (a— v a) + ¥ YNA,., 48 IOS.(’NA!-:)

The estimate of the coefficient « is the estimated depreciation rate.

2. The test for un increasing incren:ental capital-output ratio was suggested by
Albert Fishlow,

3. The sample period was extended to 1971, since preliminary data for 1971 were
available for YNA.

4. This is the incremental capital-output ratio on a net basis, i.c., allowing for esti-
mated depreciation.

5. p is the coefficient of autocorrelation as estimated in the terminal iteration of the
Cochranc-Orcutt technique.

6. Theze elasticities are estimated from the regression equations by multiplying the
coefficient of ¥ by the ratio of the means of DTR and Y or INT and YNA as the case
may be,

7. The current rate of inflation ard the rate of inflation lagged once were sufficient
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o explaia expected rates of inflation. The rate of inflation lagged more than vace had
little explanatory power.

8. Several readers of the draft manuscript commented that they did not understand
bow corporate savings could be affected positively by the interest rate. It is sometimes
argued, for example, that marginal efficiency of investment is the relevant variable be.
cause corporations save only 1o invest in productive capacity. This is a common fallacy
and represents a failure (0 understand the concept of reservation demand. Self-fnanced
investment by a lightly controlled corporation, typical in Korea, represents a decision not
to distribute profits for the purpose of increased conmumption and a decision not to seek
outside financing, but rather to retain profits for financing investment. As for the substi-
tution effect, a higher interest rate makes self-financing more attractive than outside f-
nancing for both working and fixec capital and saving u better choice than comumption.
Of course the income effect works in the opposite direction so that the coefficient of the
interest rate has 1o a priori sign and must be determined empirically,

9. For example, the Medium Industry Bank and the Korea Development Hank.

10. Loan rates of commercial banks were more than 24 percent over the lutter
19608 which corresponds to a real interest rate of more than 10 percent.

11. These eclasticities were determined with respect to percentage changes in the
total effective exchange rate, i.c.. ORD 4 SUBM.

12. We made no attempt to specify the structure so that the system would be tri-
angular. After the model was specified a priori we attempted to triangularize the matrix.



Chapter 9

Effects of the Exchange Rate Regime

The cconometric model estimated in the previous chapter cstablishes a frame-
work within which we can appraisc the influcnce of commercial policy on the
growth and structurc of the South Korcan cconomy. In chapters 6 and 7 we
have already attempted to assess the cffect of commercial policy on the cffi-
cicnt allocation of investment. It is difficult, however, to usc the analysis of
cfficicncy to determine the total cffect on growth. Most studics of the static cf-
ficicncy loss that results from tariffs and quantitative restrictions indicate that
the loss is at most only a very small fraction of current output. Far more im-
portant may be the consequences of commercial policy for savings and invest-
ment relationships, export and import patterns, availability of forcign ex-
change, and government budgeis. The strength of these relationships may have
such bearing on the growth process that the growth cffects very much outweigh
the static cfficicncy effects,

COMMERCIAL POLICY VARIABLES

The basic commercial policy variables to be considered are: (1) the official
exchange rate; (2) the cxport premium per dollar of exports which arises
from a multiple exchange ratc system that favors export earnings; (3) other
subsidics and subsidy cquivalents per dollar of exports; (4) tariffs and foreign
exchange taxes per dollar of imports. All basic commercial policy variables
are computed on a purchasing-power-parity basis.

The basic commercial policy variables arc combined to form a number

164
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of derived commercial policy variables. The cffective exchange rate on inports
is a combination of the official cxchange rate, tariffs and forcign cxchange
taxes per dollar of imports, and total cxport premia per dollar of imports.,
That is, the cost of imports is raiscd above the official rate not only because
of tariffs and forcign cxchang: taxes but also because some imports are fi-
nanced by purchases of export dolfars under the multiple exchange rate sys-
tem. The effective exchange rate on exports is a combination of the official
exchange rate, the export dollar premium, and the total of other subsidies per
dollar of cxport. The overall effective exchange rate is defined as the weighted
average cffcctive cxchange rate on cxports and imports (where the weights
arc cxports and imports). Finally, the rate of devaluation is defined as the
percentage increasc in the overall cffective exchange rate averaged over the
current year and the two previous years,

INTERACTIONS BETWEEN BASIC
COMMERCIAL POLICY VARIABLES AND THE
BEHAVIOR OF ECONOMIC AGGREGATES

A major cffect of the commercial policy variables is the influence of the effec-
tive exchange rate for cxports on export performance and of the effective ex-
change rate for imports on import demand. The export performance, of
course, affects the availability of forcign cxchange required to finance pur-
chascs of imported capital goods for investment and imported raw matcrials
and intermediate goods for current production. The demand for imports af-
fects the amount of foreign exchange required to finance a given level of pro-
duction or investment,

The rate at which devaluation of the overali effective exchange rate takes
place affects the real private cost of servicing foreign loans. The more rapid
the rate of devaluation, the greater the local cost of financing forcign loans
and the lower the demand for forcign commercial capital imports. A drop in
the level of foreign capital imports reduces the availability of forcign cxchange
to finance imports for current production as well as for investment and reduces
total savings and investment becausc of the reduction in forcign savings,

The way in which various cffective exchange rates arc maintained also
. affects macrocconomic relationships. To the cxtent that exports are encour-
aged by tax subsidies, cither dircct or indircct, the government budget is af-
fected. An increase in export subsidics of this sort, at given levels of govern-
ment cxpenditure, reduces government savings and hence total investment,
Encouragement of exports by a multiple exchange rate system, however, docs
not have the same adverse effect on government revenucs.

Similarly, tariffs and forcign exchange taxes «”.ect government revenues.
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If the aggregate clasticity of demaad for imports is less than unity, an increase
in the average tariff rate increases government revenues and savings at a given
level of government expenditures. Purchases of esport certificates which carry
import entitlement, while they add to the local currency cost of imports beyond
the official exchange rate, do not yield government revenue in the same way
as tariffs,

The ner effect of all these relationanips and interactions is difficult to
determinc a priori. The interactions are too complex. For example, an increase
in import tarifls reduces the demand for imports and hence conserves forcign
cxchange but may reduce government revenues if the aggregate elasticit' of
import demand is greater than unity.! The conservation of foreign exchange
makes morc rapid zrowth possiblc when the supply of foreign exchange is
limited, but a reducticn in government revenues, if it curtails government sav-
ings and investment, hinders growth. Similarly, an increasc in the rate of de-
vaiuation boosts export camings while reducing import demand and thus
fosters more rapid growth when forcign cxchange is scarce. But by also re-
ducing the inflow of foreign commercial capital a higher rate of devaluation
tends to retard growth. The net effect of various policies depends on & complex
set of intcrrelations among the parameters of the aggregate behavioral func-
tions. In this chapter, we shall perform some cxperiments on a simulation
modc! using different policy strategics to attempt to determine the cfficacy
of vaiious exchange ratc policics in promoting growth. Our results will be
analyzed to determine the important parameters and relationships.

THE SIMULATION MODEL

The basis of the simulation model is the econometric model estimated in the
previous chanter. In more general form the model may be written as follows.

B'l‘l, + r|¢" + ]"gtﬁgg + r3¢m + Alh—.' + e = 0 (9-1)

where y is a vector of endogenous variables, ¢y, is a vector of basic commer-
cial policy variables, ¢, is a vector of derived commercial policy variables,
a4 is a vector of all other exogenous variable’, in the model, y,_, is a vector
of predetcrmined endogenous variables and e, is a vector of error terms.
B, 1, I'y, 1y, and A are matrixes of parameters of thc model and arc esti-
mated in the previous chapter. The variables in the system and the structure
of the matrixes arc given in tables 8-1 through 8-5.

In addition to the basic econometric model set forth in (9-1), the simu-
lation model includes a number of equations that give the derived commercial
policy variables as functions of the basic commercial policy variables and a
number of incquality constraints which the system must satisfy. The first de-
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rived commercial policy variable, export premia per dollar of imports, is ex-
port premia per dollar of exports multiplied by total exports and divided by
total imports.

$:00 = XPM, = (XPX,-X,)/ M, 9-2)

Total tariffs and tariff equivalents per dollar of imports, i.c., the difference
between the official cxchange rate and the cffective rate on imports, is the sec-
ond derived commercial policy variabic and is the sum of tariffs and forcign
exchange taxes per dollar of imports and export premia per dollar of imports.

200 = SUBM, = TAM' + XPM: (9_3)

Similarly, total subsidics and subsidy cquivalents per dollar of exports is the
sum of cxport subsidics on exports and cxport premia per dollar of exports.

230 = SUBX, = SOX, +XPX, (9-4)

Subsidics on exports in the form of internal tax relicf is cxpressed us a
fraction of total export subsidics times a factor required te cxpress these total
subsidies in 1965 prices.?

$2.40 = SXDT, = a,SOX, X, ay (9-5)

Total tariffs and foreign exchange taxcs arc cqual to the cffective tariff
rate (i.c., total tariffs and foreign exchange taxes per dollar of imports) times
total imports multiplied by the factor as, required to cxpress thesc revenucs
in terms of 1965 prices.

$200=TAR, =TAM M, a, (9-6)

The rate of devaluation is the percentage rate at which the overall cffec-
tive exchange rate devalues. The overall effective cxchange rate is a weighted
average of the effective exchange rate on imports and cxports. The effective
exchange rates on exports and imports arc

RX,=ORD, + SUBX, (9-7)
and
RM, = ORD, + SUBM, (9-8)
respectively. The overall or average cffective exchange rate is
Ry=(RX;  X.+RM,-M,) / (X, + M,) (9-9)
The rate of devaluation, then, is

RDEV,= (R, — Ri.1) /R, (9-10)
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mmawmdkvﬂuﬁonhthelmdedvedmmwpdk}
variable:

$:40 = MARDEV, == (RDEV, + RDEV,_, + RDEV,_,)/3 (9-11)

The model is also subject 10 a number of incquality constraints. The firsi
set of them refers to the level of foreign cxchange rescrves at the end of year |
denoted by LFXR. The level of forcign exchange reserves is determined re-
cursively from period to period.

LFXR,,, = LFXR, + a LFXR, (9-12)

where the change in rescrves in year 1 is denoted by A LFXR,3 The level of
forcign exchange rescrves must be greater than some minimum fraction of im-
ports and less than some maximum fraction of total imports,

LFXR.,.&?(!:;M. (9-'3)
LFXR;.] ffa.M, (9—'4)

The purpose of these constraints is to requirc rescrves which are “adequate”
but not “cxcessive” where the policy paramcters ay and a, define adequacy
and excessivencss in terms of a fraction of imports.

Similarly, inventory levels are constrained to be greater than a minimum
fraction of total income and less than some maximum fraction of total income.

L'V'+,EG:,Y' (9—'5)
L’V,*,] Efa.;Y, (9—16)

where the Ievel of inventories at end of year t is determined recursively as
follows:

LIV, =LIV,+ 1V, (9-17)

where 7V, is the level of investment in inventorics in yecar ¢ (excluding grain
inveatorics). Unless inventory levels are restricted to be greater than some
fraction of total income, investment will not be constrained by availability of
savings, i.c., investment could be financed by unlimited drawing down of in-
ventorics, The upper limit on inventories is to ensure that production is limited
by total cflective demand.

METHOD OF SIMULATION

The simulations of the model expressed in equations (9-1) through (9-17)
were performed over the period 1960 to 1970 with several variations of the
values of the basic commercial policy variables. These are:
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110 = ORD,, official exchange rate on a purchasing-power-parity basis;
$1.2¢ = XPX,, export premia per dollar of exports;

$1.3.1 = SOX,, subsidics per dollar of exports;

$1.01 = TAM,, tariffs and forcign cxchange taxes per dollar of imports.

The parameters @y, @i, aq. a;. and a, are also basic policy parameters.
These were sct at values we regarded as reasonable, given past cxperience.
The proportion of cxport subsidics in the form of internal tax relicf () was,
in fact, set cqual to its historical value for cach year from 1960 to 1970. In
the final simulations valucs of a; through a; were set as follows:

a3 = 0.17, lower limit on forcign exchange as a proportion of imports;
a, = 0.35, upper limit on forcign exchange as a proportion of imports;

a; = 0.05, lower limit on inventorics (excluding grains) as a proportion of
output;

ay = 0.14, upper limit on inventories (excluding grains) as a proportion of
output,

Historically, over the period 1960 to 1970, forzign cxchange reserves ranged
from 17 to 67 percent of total imports while inventorics ranged from 10 to 14
percent of total GNP. If the historical upper limit on foreign cxchange re-
serves is maintained in the simulations, considerable reserves are accumulated
for some of the simulation runs. To translate cxcess reserves into extru growth,
an upper limit of 35 percent, or four months’ imports, is postulated as rcason-
able. Similarly we usc a lower limit of 5 percent on inventorics as a percent of
output to allow a tighter regime that facilitates faster deplction of inventories
to finance investment.

In addition to the variations in these values and paramcters, we use two
policy adjustment variables, EC, and IG,. EC, is an cxcess capacity variable
that comes into play whenever forcign cxchange rescrves or inventorics are
inadcquate. We assume that the government will attempt to adjust to a balance
of payments crisis (inadequate reserics) or an inflationary gap (pressure on
inventories inaicating that desired investment excecds savings) by pursuing
deflationary monetary and fiscal policics that generate cxcess capacity in the
economy. /G, is a variable denoting a change in total investment induced by
government policies, including inflationary or deflationary monctary policy
and direct government investment. We assume that in addition fo excess
capacity, the government is able to reducc investment when a balance of
payments problem arises or an inflationary gap emerges. Conversely, when
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resctves are excessive or inventories large, the government tries to increase
total investment.

The model is nonlinear because of the relationships (9-2), (9-6), (9-9),
and (9-10). Rather than usc a general ncalinear solution technique such as
Gauss-Seidcl, a special solution technique wus devised for this particular model
which takes advantage of the rather simple nature cZ the nonlinearities. The
ronlinear solution technique is described in the appendix to this chapter.

At cach period of time in the simulations, the constraints (9-13) through
(9-16) are checked. If foreign cxchange reserves are less than the required
minimum lcvel relative to imports or inventories are below the minimum level
relative to income—constraints (9-13) and (9-15) violated—the cxcess ca-
pacity variable EC, is incrcased and the level of investment is reduced by
lowcring IG.* If there are excess reserves or excess inventories—constraints
(9-14) and (9-16) violated—investment is incrcased by increasing IG,.
These policy adjustments are continued in an iterative fashion until the con-
straints violated arc satisfied. Initially the policy values EC, and /G, arc set
equal to zcro in cach period; so if nonc of the constraints are violated there
is no cxcess capacity &nd no government-induced changes in investment.

SIMULATION EXPERIMENTS

Using the model described above, two sets of simulation experiments were
performed to determine the behavior of the macroeconomic aggreyates over
the period 1960 to '970. The first set of experiments involved variations in
the “purc” cffective exchange rate, a complet:ly unified exchange rate with
no subsidies on exports and no tariffs or tariff equivalents on imports. With
a “pure” effective exchange rate, there are no distortions of international prices
and tlic exchange rate regime is completely lieral. These experiments are
designed first of all to determine how much can l'e gained by completc liberali-
zation and sccondly to estimate various “equilibiium” exchange rates.

Th: second set of experiments involved vasiations, positive and ncgative,
in the basic commercial policy variables in comparison with their historical
values. The official exchange rate (ORD) was varied between 80 and 120
percert of its historical value. The exchange rate premium per dollar of ex-
port (XPX) was varied between O and 200 percent of its historical value to
determine the effect of the multiple exchange rate system. Subsidies per dollar
of exports (SOX) were varied between 0 and more than 500 percent of their
historical value, and tariffs and foreign exchange tax per dollar of imports
(TAM) were varied between 0 and more than 300 percent of their historical
valve.

In all of the experiments, we assume some “optimal” solution in the
sense that there exists some combination of basic commercial policy variables
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that maximizes a “well-behaved™ utility function defined with respect to the

macro-variables. We did not, however, attempt to define such a
utility function and use optimization techniques to determine the maximum
value of the utility function. Rather, we looked at two separate “performance
indicators™ for each siraulation run: (1) the discounted vil.c of total GNP
from 1960 to 1970, and (2) the discounted value of consumption. Neither is
really an appropriatc measure of utility. The discounted value of consumption
may be high becausc savings and investment are low in the fast few years so
that future growth beyond 1970 is sacrificed for consumption from 1960 to
1970. The discounted valuc of GNP may be high because consumption is low
so that future growth beyond 1970 is bought at the price of low consumption
from 1960 to 1970. Onc growth path, however, may dominate another in the
scuse that both consumption and total income are higher. This is, in fact, the
situation most frequently encountered in our simulation runs so that there is
no practical conflict between maximization of income or consuinption.

The use of optimization techniqucs presents problems beyond the appro-
priate definition of a utility function. The model is complex and nonlincar,
involving 40 cquations and incqualitics in cach time period. Thus there arc
more than 400 constiaints from 1960 to 1970 and they would impose formid-
able computational difficultics on a nonlincar optimization model. Simulation
enables us to determine “ncar optima!” soiwutions. Furthcrmore, we are able
to examinc the time path of the macro-aggregates for sclected sets of policy
choices which would not be possiblc if we uscd an ~ptimization model.

EQUILIBRIUM EXCHANGE RATES

The first st of expuriments were intended to determine the exchange rate that
would :esult in a growth path which, if subsidies, taxes, and tariffs on foreign
trade were eliminated, would be similar to the path the economy actualiy fol-
lowed from 1960 tc 1970. Variations above and below this “equilibrium”
rate were also made . determinc the behavior of the discounted value of out-
put and consumption during the same period.

The first step was to set the official exchange rate so that the purchasing-
power-parity effective exchange rate (without tariffs and subsidics) was cqual
to the historical purchasing-power-parity effective rate (including taxes, tar-
iffs, and subsidies). This experiment yielded a growth performance somewhat
inferior in GNP, but superior in consumption (Figure 9-1). The reason for
the poorer growth in GNP is that governnient revenucs from tariffs a.x foreign
exchange taxes arc reduced and government savings decline. The economy
runs into inflationary pressurcs, especially in 1968 and 1969. Investirent tends
to exceed available savings, both domestic and foreign. Reduction of inven-
tories violates the inventory (i.e., savings-investment) constraint in the model.



172

Income snd Consmmption

EFFECTS OF THE EXCHANGE RATE REGIME ON GROWTH

FIGURE 9-1
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Deflationary fiscal and monectary policies reduce investment and generate
excess capacity, thus slowing the economy’s growth. Consumption, by con-
trast, rises because reduced government reventies lead to increased disposable
income.

The next step was to vary the “pure” effective exchange rate above and
below the actual historical value of the effective exchange rate. The results
in terms of the total discounted values of GNP and consumption are shown in
Figure 9-2. If the “pure” rate is reduced to 99.5 percent of the historical
effective rate, the results are slightly better, both for output and consumption,
but the results are not significantly different. If the “pure” rate is reduced much
below99.5 percent, the results are worse, both for output and consumption.

FIGURE 9-2

Behavior of Discounted Values of Income and Consumption
with Variations in the Pure Effective Exchange Ratce
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For exampie, if the pure effective exchange rate is reduced to only 90 percent
of the historical values, the total discounted value of income drops by more
than 4 percent and of consumption by about 2 percent. This poorer perfor-
mance is caused by a foreign exchange constraint encountered :n the middle
of the decade. Investment must be reduced and excess capacity appears. Simi-
larly, if the pure cffective exchange rate is raised above 99.5 percent of the
historical levcls, consumption and income growth are constrained by a lack of
savings. Savings are insufficient because of the decline in foreign savings
(M—X) brought about by the tendency of imports to contract more than
exports when the pure effective exchange rate is reduced. :

-~ Conventional economic wisdom asserts that the 1965 exchange rate was
an equilibrium rate and that if its purchasing-power-parity value had been
mzintained, it would have been unnecessary to increase export subsidies to
maintain balance of payments equilibrium. This hypothesis was tested in the
following way: The 1965 cffective purchasing-power-parity exchange rate was
converted to a pure exchange rate by eliminating export subsidies, import
tariffs, and foreign exchange taxes. The pure exchange rate was varied between
90 and 1:0 percent of the 1965 effective exchange rate for the years 1964 to
1970.

This experiment showed that when the pure exchange rate is set at 102
percent of the 1965 effective exchange rate, both the discounted value of total
output and consumption achieve their maximum and the economy follows
most closely its historical path. The discounted value of consumption is about
the same as the historical value, but the discounted value of income falls about
1.2 percent short. This result stems from a lack of savings due to the reduction
in government tariff revenues and hence in government savings. When the pure
exchange rate is set at 100 percent of the 1965 effective exchange rate, the
growth of income and consumption is somewhat less than that achieved with
the 102 percent level (Figure 9-3). These results support the view that the
1965 rate was an “equilibrium” exchange rate in the sense that all tariffs and
export subsidies could have been eliminated and the official exchange rate
devalued to approximately the 1965 rate on a purchasing-power-parity basis
and the economy would have followed most closely the same path in terms of
all of the economic aggregates. Of course, maintenance of the 1965 rate on a
purchasing-power-parity basis from 1964 to 1970 would have required a con-
tinuous devaluation in line with changes in domestic and international price
inflation, that is, a gliding peg exchange rate.

When the pure effective exchange rate is reduced much below the 1965
effective rate during the period 1964 to 1970, say to 90 percent of the 1965
rate, the foreign exchange constraint becomes binding, particularly in 1965.
This results in considerably less growth in income and consumption.

The behavior of the discounted values of income and consum, ‘ion is
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FIGURE 9-3
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erratic when the pure effcctive exchange rate is set between 93 and 102 per-
cent of the effective rate. Local maxima for both income and consumption
occur at 93, 97, and 102 percent. At 93 percent, therc arc some excess for-
eign exchange reserves in 1967. This helps growth. At 97 percent, excess
foreign exchange reserves accumulate in 1966 and 1967. :Yolicy variables then
come into play, stimulating investment and increasing output. The result is
more rapid growth in those years, but it leads to an inflationary gap and a
savings-investment constraint in 1968 and 1969. At 102 percent, excess for-
eign exchange reserves appear even earlier, in 1964, but the savings-investment
constraint takes effect earlier and more persistently from 1966 through 1970.
The erratic behavior, then, is caused by the interaction of the savings-invest-
ment and foreign exchange constraints.
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MANIPULATION OF COMMERCIAL POLICY
VARIABLES

The next set of experiments attempted to determine an optimal set of com-
mercial policy variables. This required simulations in which the four basic
commercial policy variables were changed over a considerable range from
their historical values. The official exchange rate (ORD) was set at 80, 100,
and 120 percent of its historical values for thc period 1964 to 1970. Export

mia per dollar of export arising from the multiple exchange rate system
(XPX) were varied between zero and more than three times their historical
values in successive steps. Other subsidies per doliar of export (SOX) were
varied from zero to more than five times their historical values in sequence.
Finally, tariffs and foreign exchange taxes per dollar of imports (TAM) were
varied between zero and three times their historical values.® More than 1,000
experiments were run and the results demonstrate the responsiveness of the
Korean economy to changes in commercial policy. Only a few of the more
interesting are presented here.

TABLE 9-1
Discounted Vulue of Total Output with Official Exchange Rate
at Its Historlcal Value and Variations in Tariffs and Foreign
Exchange Tuxes per Dollar of Impert (TAM) and Subsidies
per Dollar of Export (SOX)
(billions of won at 1965 prices)

SOX asa
Pe'rccn.t of TAM as a Percent of Historical Value
Historical
Value 80 120 160 200 240
0 5,830 5,891 5,920 5,985 nf
40 5,852 5,886 5,928 5,999 nf
80 5,850 5,882 5,938 6,015 nf
120 5,840 5,887 5,952 6,026 nf
160 5,839 5,897 5,953 6,013 nf
200 5,838 5,880 5,928 5,988 nf
240 5,820 5,853 5,894 5,937 nf
280 5,795 5,813 5,869 5,868 nf
320 5,752 5,776 5,807 5,820 nf

Note: nf—not feasible.
a. Maximum value of discorated value of output from 1960 to 1970,
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First, we discuss variations in export subsidies per dollar of exports
(SOX) and tariffs and foreign exchange taxes per dollar of imports (TAM),
holding the official exchange rate constant at its historical values. Table 9-1
gives the figures for the discounted value of output over the period 1960 to
1970 and Table 9-2 gives the discounted value of consumption over the same
period for this set of experiments. The figures marked a in these tables give
the maximum values of discounted output and consumption. The optimal
value of discounted output excecds the historical level, 5,860, by 4 percent;
the optimal value of discounted consumption exceeds the historical level,
5,421, by about 1 percent. The underscored numbcrs in tables 9-1 and 9-2
represent combinations of values for TAM and SOX which result in both
greater consumption and greater output over the period 1960 to 1970 than
the historical values, Both the maximum value of output and thc maximum
value of consumption lic within the region for which both output and con-
sumption exceed historical valucs. Thus one could maximize the discounted
value of output without lowering the discounted value of consumption below
its historical value. Alternatively, one could maximize the discounted value of
consumption without lowering the discounted valuc of output below its his-
torical value.

TABLE 9-2

Discr.unted Value of Consumption with Official Exchange Rate
at Its Historical Value and Varietions in TAM and SOX

(billions of won at 1965 prices)

SOX as a
Pc.rcen.t of TAM as a Percent of Historical Value
Historical
Value 80 120 160 200 240
0 5,396 5,407 5,398 5,408 nf
40 5,416 5,411 5411 5,424 nf
80 5,423 5,417 5,424 5,442 nf
120 5,425 5,428 5,441 5,458 nf
160 5,433 £,443 5,452 5,4620 nf
200 5,442 5,443 5,447 5,458 nf
240 5,440 5,437 5,438 5,439 nf
280 5,435 5,423 5,433 5,410 nf
320 5,418 5,410 ' 5,407 5,393 nf

NotE: nf—not feasible.
a. Maximum value of discounted value of consumption from 1960 to 1970,
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The maximum discounted values of output and consumption occur at
very nearly the same combinations of the values of SOX and TAM (with the
official exchange rate held at its historical value). The level of tariffs and
foreign exchange taxes per dollar of imports (TAM) is double the historical
level and the level of export subsidies is somewhat greater than the historical
level (+20 percent in the case of maximum output and +60 percent in the
case of maximum consumption). The increased value of I'AM results in in-
creased government revenues. Since the level of government expenditures is
assumed to be exogenous, the effect is to increase government savings. The
increase in the value of SOX tends to reduce government revenues, but since
export subsidies are increased by a smaller percentage than tariffs, since ex-
ports are less than total imports, and since only part of export subsidies have
a direct budgetary impact, the net =ffect is a substantial increase in government
savings which increases total investment and accclerates growth. The increase
in SOX and TAM both generates extra foreign exchange accumulation
through increased exports and reduces imports. The accumulation of foreign
exchange also makes possible increased investment and growth. The time path
of output and consumption is shown in Figure 9-4 for the case in which the
discounted value of output is maximized. By 1970, the simulated value of
output exceeds the historical value by 95 billion won (constant prices) or
almost 7 percent. Furthermore, historical values of output and consumption
in the simulation are almost equaled or exceeded every year from 1960 to
1970. Thus the increasc in SOX and TAM results in a dynamically more
efficient growth path,

The doubling of TAM does not involve very high tariffs and foreign
exchange taxes. In 1970, for example, tariffs (there were virtually no foreign
exchange taxes) were only about 7 percent of im -orts so that doubling it
would imply a tariff rate of about 14 percent. If tariffs and foreign exchange
taxes are raised much above this level, however, the simulation run becomes
unfeasible because some of the smaller import items turn negative. This result
is inevitable whenever import demand functions are specified to be linear.
Even if the specification were more realistic, the imposition of higher tariffs
would probably lead to diminished growth by making the demand for imports
very clastic. As tariffs are raised, import demand eventually decreases by a
larger percentage; government tariff revenues drop; government savings are
smaller; and investment and growth decline.

If export subsidies are raised by more than 20 percent above historical
levels, growth in output also declines. This occurs because of the reduction in
government revenue and savings which in turn decreases investment. In the
simulation run with export subsidies higher than 120 percent of historical
values and tariffs double historical values, the savings-investment constraint
is violated in 1966 and 1967. Investment hes to be curtailed because savings
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are deficient, and in consequence growth is correspondingly diminished. Sav-
ings fall short because of the reduction in government revenues and savings.

If export subsidies are reduced to Jess than 120 percent of historical
levels, growth is also decreased, since fewer foreign rescrves are accumulated
through which imports nceded for investment can be increased. The increase
in investment financed from accumulated reserves is smaller than it is for the
optimal growth path.

Tables 9-3 and 94 show discounted values of output and consumption
for simulations in which the official cxchange rate is held 20 percent below its
historical value and SOX and TAM are varicd. Again the underlined figures
represent combinations of SOX and 7AM which would have resulted in equal
or better than historical values for both output and consumption. In this case,

TABLE 9-3

Discounted Value of Output with Official Exchange Rate
at 80 Percent of Its Historical Value and Variations in
TAM and SOX

(billions of won at 1965 prices)

SOX asa
Pe'r cen} of TAM as a Percent of Historical Value
Historical
Value 200 250 300 350 400 450
0 nf nf nf nf nf nf
50 nf nf 5,832 5,964 6,046 nf
100 nf 5,731 5,879 6,003 6,055 nf
150 5,612 5,776 5,911 6,029 6,065 nf
200 5,663 5,819 5,951 6,041 nf nf
250 5,710 5863 5,985 6,042 nf nf
300 5,754 5,901 6,018 6,019 nf nf
350 5,796 5,922 6,010 6,007 nf nf
400 5,810 5,943 5,977 6,019 nf nf
450 5,812 5,961 5,963 6,034b nf nf
500 5,827 5,921 5,962 6,032 nf nf
550 5,846 5,900 5,931 5,955 nf nf
600 5,831 5,849 5,883 5,931 nf nf
650 5,781 5,808 5.8 5,918 nf nf

NoTE: nf—not feasible.

a. Maximum discounted value of output.

b. Maximum discounted value of output subject to the constraint that discounted
value of consumption exceeds historical value.
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TABLE 94

Discounted Value of Consumption with Official Exchange Rate
at 80 Percent of Its Historical Value and Variations
in TAM and SOX

(billions of won at 1965 prices)

SOX asa
Pe-rcen_t of TAM as a Percent of Historical Value
Historical
Value 200 250 300 350 400 450
0 nf nf nf nf nf nf
50 nf nf 5,274 5,312 5319 nf
100 nf 5,253 5,306 5,340 5,332 nf
150 5,217 5,286 5,331 5,362 5,346 nf
200 5,255 5319 5,363 5,378 nf nf
250 5,293 5,355 5.104 5,390 nf nf
300 5,330 5,388 5,423 5,389 nf nf
350 5,366 5,412 5,431 5,397 nf nf
400 5,387 5,438 5,426 5417 nf nf
450 5,403 5,464% 5,433 5,430 nf nf
500 5,427 5,455 5,447 5,156 nf nf
550 5,455 5,458 5,447 5,447 nf nf
600 5,462 5,443 5,436 5,435 nf nf
650 5,446 5,436 5,408 5,388 nf nf

NortE: nf—not feasible.
a. Maximum discounted value of consumption.

the maximum discounted value of output and the maximum discounted value
of consumption require widely divergent policies. Output is maximized when-
ever export subsidies are increased 50 percent and tariffs 300 percant above
their historical values. The discounted value of consumption, however, is far
smaller than its historical value. The discounted value of consumption is maxi-
mized whenever export subsidies are raised 350 percent and import duties 150
percent above historical values. The former case emphasizes tariffs; the latter
case cmphasizes export subsidies. In both cases, additional growth results from
accumulations of foreign exchange reserves which allow increascd investment.
Increased export subsidies, however, lead to relatively more consumption be-
cause the reduction of direct tax revenues as a means of subsidy results in an
increase of disposable income.

Since the two objectives of output :naximization and consumption maxi-
mization are divergent, one might determine the maximum discounted value
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of output subject to the constraint that the discounted value of consumption be
at least as great as its historical value. This point is reached whenever tariffs
are 250 percent and export subsidies 350 percent above bistorical values.
Perhaps an even better solution is achieved by increasing export subsidies 400
percent above historical values while holding tariffs at 250 percent. A large
jump in consumption follows but only a small loss in output. The values of
output and consumption are roughly similar to those in the prior case in which
the official exchange rate is equal to its historical value. The difference is that
when the official exchange rate falls below its historical value, tariffs and sub-
sidies have to be raised to very high levels to increase the availability of for-
eign exchange. The high tariffs generate the revenue required to offset the loss
in revenue caused by export subsidies.

TABLE 9-5

Discounted Values of Output and Consumption with Official
Exchange Rate at 120 Percent of Its Historical Value
and Variations in TAM and SOX

(billions of won at 1965 prices)

SOX asa Output
Pe_rc en.t of TAM as a Percent of Historical Value
Historical
Value 0 10 20 30 40
0 5717 5,713 5,738 5,745 nf
10 5,690 5717 5,726 5,740 nf
20 5,697 5,707 5,713 5,729 nf
30 5,684 5,693 5,714 5712 nf
40 5,671 5,694 5,702 5,688 nf
SOX asa Consumption
Pe.rcen.t of TAM as a Percent of Historical Value
Historical
Value 0 10 20 30 40
0 5,373 5,366 5,376 5,376+ nf
10 5,358 5,370 5,370 5374 nf
20 5,365 5,366 5,365 5,370 nf
k1] 5,358 5,359 5,367 5,361 nf
40 5,352 5,362 5,361 5,348 nf

NoTtE: nf—not feasible.
a. Maximum values.
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Table 9-5 gives the discounted values of consumption and output when
the official exchange rate is set 20 percent greater than its historical value. In
this case the maximum values of output and consumption occur v ‘th the
same values of SOX and TAM. Furthermore, the maximum values are below
historical values and far below the maximum values achievable when the of-
ficial exchange rate is set equal to or 20 percent below historical values (see
tables 9-1 through 9-4). In the experiments in which the level of the official
exchange rate is kept high, foreign exchange is no problem. Growth is inhibited
by a lack of savings. The maximum for both output and consumption is
reached when export subsidies are set at zero and tariffs at only 30 percent of
historical values, If export subsidies are raised or if tariffs are reduced, gov-
ernment revenue and savings decline and further exacerbate the savings-invest-
ment constraint. When tariffs are raised, some minor imports become negative.
Yet even if nonlinear import demand functions were specified, an increase in
tariffs would probably lead to an elastic demand and less revenue which would
also aggravate the savings-investment constraint. We conclude, then, that if
the official exchange rate values kad been greater, growth in output and con-
sumption would have been smaller.

CONCLUSIONS

The experiments performed on the simulation model suggest that commercial
policy has been an important factor in South Korea’s growth, They indicate,
however, that in promotiug exports through subsidies and low tariffs, the
goverament has sacrificed revenues with the result that growth-has been less
than optimal. This conclusion assumes that if government revenues had been
increased, they would have been set aside, as savings, for investment. The
South Korean government deserves credit for keeping the growth of current
expenditures low and for channeling some funds into productive investments.
But the question remains whether they could have achieved a greater success
had the revenues =t their disposal been larger.

The experiments also support the view that the 1965 exchange rate was
an equilibrium rate in the sense that all subsidies and tariffs could have been
eliminated and the same historical growth still achieved. This definition of
equilibrium exchange rate differs somewhat from the usual one, the rate that
would equilibrate demand and supply of foreign exchange. This more tradi-
tional definition, however, is not very useful. Since monetary and fiscal policies
help determine the demand for and supply of foreign exchange, there may be
one or more equilibiium exchange rates for each possible set of govermnent
policics. It is more interesiing to consider the optimal combination of policies
—exchange rate, fiscal, and monetary. Our experiments show that the optimal
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“pure” exchange rate is slightly higher than the actual (about 102 percent of
the historical) and is combined with more expansionary monetary and fiscal
policies. If subsidies and taxes on exports and imports are combined with
exchange rate policy, the optimal exchange rate is about equal to the historical
rate. The optimal rate should be combined, however, with higher import duties
(or fewer exemptions) and roughly similar export subsidies.

APPENDIX: SOLUTION OF THE NONLINEAR
SIMULATION MODEL

The simulation model given by equations (9-1) through (9-17) is nonlinear
because of equations (9-2), (9-6), (9-9), and (9-10). The way in which
the nonlinear solution is obtained involves first the solution for YNA,. See
equation (8-2).

YNA, = — 281.8254 + 0.9413YNA,_, + 80.0668log, (INA,_,)
+ &, — EC, (9-18)

All the variables on the right hand sidc are predetermined; é,, is the estimated
residual from the regression cquation (8-2) and EC, is exccss capacity, a
policy adjustment variablc. The valuc of the derived commercial policy vari-
able SUBX, can be determined from (9-4), since it is the sum of two basic
commercial policy variables SOX, and XPX,. Then exports of manufactured
goods can be determined from

XGM, = —241.4847 + 0.3323 YNA, + 0.2629 ORD,  (9-19)
+ 0.1471 SUBX, + é,9,,

where ORD, is also a basic commercial policy variable and é,,, is the esti-
mated residual from regression equation (8-27). Equation (8-29) may be
uted next to determine the value of total exports X, as the sum of ¥GM, and
primary product exports XGP,, which is exogenous to the model. Equation
(9-2) may be used then to obtain a first cstimate of XPM, as follows:

XPM, = (XPX, - X,)/M; (9-20)

wherc M’ is the actual historical value of imports in year . This enables us
to obtain initial first estimates of all the remaining derived commercial policy
variables ¢.,," from equations (9-3) through (9-11).

After initial estimates of the derived commercial policy variables have
been determined, initial estimates of the endogenous variables of the linear
econometric model (9-1) may be obtained recursively by inverting the B
matrix, ’
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Yt = — B~ 'T'1¢1r — B~ Tapa,® — B~ Myghy (9-21)
—BA Yr—r— B—lég

where é, are the estimated residuals from the regression eq ations uscd to es-
timate the linear system. Note that although the exogenous variables, ¢y, ¢2,
and ¢;; and the predetermined variables y.—. will change from simulation to
simulation, we continue to use the estimated error terms &, derived from the
regressions on the original data. The justification for this is the assumption
that the error terms are assumed to be uncosrelated with the exogenous vari-
ables, and we would like to determine the path of the cconomy under differ-
ent assumptions concerning the values of the commercial policy variables.
The solution of (9-21) results in a new estimate of total imports:

Mgl - MC;" +- M’(g" + Al’tu + MGp" + MNC{ (9—22)

which may differ fiom the original estimate M.°. If this new estimate is sub-
stituted in (9-20) for the original estimate M,° and the remaining derived
commercial policy variables are determined from equations (9-3) through
(9-11), we obtain a sccond cstimate of the derived commercial policy vari-
ables ¢.,'. Similarly, a second estimate of the endogenous variables y; is de-
termined by solving (9-21) recursively with ¢.,' substituted for ¢, This
process is rcpeated as often as is necessary until the cuccessive estimated values
of total imports differ by an arbitrarily small amount.

NOTES

1. We must also assume that the supply of imported goods is infinitely elastic.
2. In terms of the original data,
an = RY, * WPI,/(ORms * WPITP, - CY,)
3. In terms of our original data, the change in reserves is
A LFXR, = —SK, 4 DCKS. - (RMG, + RMOS,)/DMGS,
See tables 8-8 and 8-9 for definitions of the variables.

4. Income and investment ure reduced by 1:3.

5. It should be kept in mind that export subsidies and tariffs were a relatively small
percent of the effective exchange rate (e.g., 13 percent and 9 percent, respectively, in
1965); so that a doubling or tripling is equivalent to a much smaller change in the effec-
tive exchanye rate.

6. Export premia were very small during the period covered by the simulations.
Variations in XPX, export premia per dollar of exports, did not make much of a differ-
ence to our experiments, so none of those results are reported here.
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Any foreign exchange regime can have a substantial effect on the allocation
of resources.! Protective tariffs encourage the movement of resources into
import substitution industries rather than into export industries or into strictly
domestic production. The exchange rate also influences the allocation of re-
sources. When overvalued, it discourages investment both in export and in
import-substituting industrics and makes investment in domestic enterprise
(i.c., nontradables) more attractive. In time, however, an overvalued cur-
rency leads to balance of payments pressure, which in turn prompts restrictions
on imports. Controls on the use of foreign exchange, quantitative controls on
imports and multiple exchange rates are some of the techniques available to
government and all of them have substantial effects on investment incentives
and the allocation of resources.

It is difficult to determine whether the changes in the structure of prices
and incentives caused by the foreign exchange regime lead to more or less
efficiency in resource allocation. Much of the literature on trade and develop-
ment presumes that any substantial deviation of the exchange rate from a
-unified equilibrium rate, large deviations in effective tariffs, and all import
controls cause resources to be allocated inefficiently. According to this view,
world prices of tradable commodities reflect the true opportunity costs of
producing them. Thus tariffs, controls, and multiple exchange rates, which
distort world market prices, lead to inefficiencies.

There arc many reasons to question this view. The protection of infant
industry, the need to raise revenues from tariffs, and the ability to achieve
social and political goals through manipulation of the price mechanism argue

186
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in favor of some divergence between world market and domestic prices. World
market prices, however, provide a standard by which the effects of the foreign
exchange regime on resource allocation can be appraised. Large divergences
from world market prices suggest the possibility, when other justifications are
lacking, that allocation of resources is inefficient.

STANDARD MEASUREMENT TECHNIQUES

A simple measure of the divergence between world market and domestic
prices is the legal tariff. If forcign supply is perfectly elastic, and if imports
are free from quantitative controls, and if domestic demand for a protected
commodity is great enough to sustain imports despite the extra cost, then the
legal tariff is both equal to and the cause of the divergence between world
market and domestic prices. In Korea, however, the legal tariff is scldom a
good measure of this discrepancy. First, quite a number of commoditics are
exempt from duties, particularly intermediates imported for usc in the pro-
duction of exports. Many capital goods are cxempted from legal tariffs as well.
Second, a number of tariffs are virtually prohibitive, so that many commodi-
ties are not imported. Domestic production is sufficient to satisfy local demand
at or below the world market price plus tariff. In these two cases, the legal
tariff overstates the actual degree of protection. Third, many imports arc sub-
ject to controls. The domestic price of such commodities can be higher than
the world market price plus tariff if the demand at that price exceeds the
amount of imports the quota allows.

For our study of protection in Korea it was thus necessary to compare
world market and domestic prices directly. The divergence between the two
can be expressed as a percentage of the world price:

t, = ”“p;”w (10-1)

where pd is the domestic price of a commodity and pw is the world market
price.2 We call ¢, the rate of nominal protection or noniinal tariff rate to dis-
tinguish it from the legal tariff rate.® .

Neither legal wor nominal tariff rates provide clear indications of how
tariffs or quantitative restrictions divert resources. A much better measure is
the rate of effective protection, because it takes into account the intermediates
required for production along with primary factors. Effective rates of protec-
tion measure protection in relation to the returns to primary factors engaged
in separate processing activitics. When intermediate inputs arc traded, pro-
iective measures influence resource allocation according to their effect on
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factor returns in various processing activities. For example, if the value added
in automobilc assembly is only 10 percent of the total value of the car, and
if imy automobile parts are free of duties and QRs, while the tariff on
the final product is 100 percent, then the effective incentive to assemble auto-
mobiles is exceedingly high. For the effective rate of protection would be not
100 percent but 100/(.10) or 1000 percent.

The gencral formula for the effective rate of protection, ¢, for activity
jis: *

Paj — 2i@;pai

oy == - ], l0—2)
! Prei = 24@QPoci (

or

_ P (U 0) = Zaupei (1 + 1) _
Puj— !lallpu'l

ey 1 (10-3)

_ 'ulpur] - -:lalj’ul P
Puwi — El“l}[’ur(

where py; is domestic price of commodity j, p.; is its world market price,
ay is the input-output coefficicnt giving the input of commodity i per unit of
output of commodity j, and ¢, is the nominal protection rate for commodity i.
The cffcctive rate of protection is the percentage difference between domestic
value added—the numerator of the first term on the right-hand side of (10-2)
—and valuc added in world market prices—the denominator of the first term
on the right-hand side of (10-2). Equation (10-3) shows that the cffective
rate of protection may also be expressed in terms of rates of nominal protec-
tion on commodity j and the rates of protection on all the inputs into com-
modity j. For cxample, if the rate of nominal protection on all inputs is zero
{i.e., 1y = O for all i), then the effective rate of protection is merely the tariff
raw divided by value added at world market prices. The higher the rate of
prote-tion on inputs i relative to the rate of protection on output j, the lower
the rate of effective protection.

This formula assumes that all intermediate inputs are tradable, so that
protection affects only factor rewards in the specific processing activity. When
the existence of nontradable intermediate inputs is admitted, it becomes some-
what unclear whether protection affects only the factor rewards in the primary
processing activity or those in the domestic industries producing nontradables
as well. Two conventions have grown up to compute effective rotection where
there are nontradable inputs. Under the Balassa convention, protected value
added includes only that in the specific processing activity (see Balassa and
Associates [1971]). Corden (1971) proposed an alternative formulation that
takes into account the indirectly generated value added in those domestic in-
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dustrics which supply nontradable commodities. His argument is that protec-
tion affects the factor rewards in the domestic nontradable scctors as well.
Thus onc should measure the effective incentive to domestic resources in both
the final processing stage and in those industrics which supply nontradable
inputs. The Corden measure of effective protection is the percentage deviation
between the value in domestic prices and that in world market prices of the
valic added generated directly in the production of commodity j and indi-
rectly in the production of nontradable inputs into commodity j. Onc must
invert that part of the input-output matrix referring to nontradable goods to
perform the Corden calculation.?

- The interpretation of effective incentives as we have measured them is
not straightforward, for it is not clear whether a high incentive rate is indica-
tive of a high level of incentives (i.c., high excess profits) for factors to move
into a particular activity, or a high degree of incfficiency (i.c., wasteful use
of all resources used) in the production of a commodity, or a combination of
both. High tariffs and other forms of protection may encourage some small
efficient producers to cxpand beyond an efficient scale. Excess profits of the
marginal producers may be climinated, but inframarginal producers ma; be
reaping profits in the form of producers’ surplus. If domestic demand is lim-
ited, however, the excess profits may remain for all producers. On the other
hand, the protected industries may be high-cost industries at all levels of out-
put so that no excess profits arc made by any producers. Similarly, low or
negative effective incentive :ates may indicate factor rewards bolow their
opportunity costs or a high degrec of cfficiency. “High” and “lcw” in this con-
text are to be understood in relative terms rather than as absolute magnitudes.

Furthermore, efective protection rates may not cven indicate the direc-
tion in which resources will tend to flow in response to incentives. If this is
generally true, the interpretation of effective protcction becomes even more
difficult.

EXTENSIONS AND VARIATIONS USED
IN MEASURING PROTECTION

An important refinement made here is the notion of effective subsidy in con-
trast to effective protection. Subsidics in the form of income tax exemptions,
accelerated depreciation, and special low interest rates to finance specific
activities are not included in the usual measures of effective protection, even
though such subsidics may provide particular sectors with substantial incen-
tives. Therefore, we have calculated rates of effective subsidy as well as rates
of effective protection. Subsidies affecting direct tax and interest liabilities do
not change value-added at world market prices; they do, however, affcct the
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composition of value-added and profits after taxes. These subsidies are in-
rated into a measure of effective subsidy in the following way:

The total direct tax liabilities of all firms were reapportioned to each
sector on the basis of its share in the total tax base; i.e., we assumed that each
firm would have paid the average tax rate on its net income under a neutral
tax policy. The difference between the reapportioned tax liability and a sec-
tor’s actual tax liability is the estimated tax subsidy. The subsidy could, there-
fore, be negative as well as positive, depending upon whether the sector actu-
‘ally paid a higher or lower tax rate than the average; the algebraic sum of all
estimated tax subsidies is zero.

Interest subsidies were determined in analogous fashion. To compute
the interest that would be paid under a neutral credit policy, we assumed that
all sectors paid the same average interest ratc on outstanding loans, that rate
being determined as the ratio of total intevest payments by ail sectors to total
loans outstanding. The interest subsidy to a sector is thus the difference be-
tween total interest payments at the average interest rate and the actual inter-
est payments of a sector. The algebraic sum of all interest subsidies is zero.

Total direct tax and interest subsidies were added to value added in do-
mestic prices.” This adjusted valuc added is divided by valuc added at world
market prices, and the ratio (minus one) is the effective subsidy rate. Since
the sum of all subsidies is zero, the weighted average of all effective subsidy
rates is equal to the weighted average of all effective protection rates, where
the weights are world market price value added.

Another important extension in this study is to calculate two separate
rates of protection or subsidy, one applying tc domestic sales, the other to
cxport sales. Prices to the producer of both outputs and inputs are quite differ-
ent for production for export. Specifically, exports particularly benefited from
the following types of preferential treatment in addition to direct tax and
interest subsidies:

(1) export production was completely exempt from indirect taxes on both
inputs and output;

(2) imports of both intermediate and capital goods for export production
were tariff exempt;

(3) cxports received an additional subsidy for inputs in the form of a
wastage allowance; ¢

(4) a number of export sectors paid subsidized rates for railroad transport
and clectricity.

All of these factors ciianged the prices paid for inputs used to produce exports
and were taken into account in calculating the effective incentive rates for
exports. In addition, exports were frequently priced below the domestic mar-
ket price. One reason for this difference might be that exported commodities
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were of lower qualily than those consumed domestically. But a more likely
explanation is that monopolies or cartels among producers, sustained by im-
port quotas and tariffs, enforced discriminatory pricing. Finally, most tax and
interest subsidies apply to production for export but not to production for
domestic sale. All of the export incentives described in chapters 3-and 6 that
were in effect in 1968 were incorporated in our estimates, except for import
prepayment deposits and the implicit export-import link subsidy. Both of
thesc measures were quantitatively unimportant in 1968. We should also note
that special incentives to emergent import-substituting activities were taken
into account as well.

In total, a number of distinct measures of effective protection and sub-
sidy rates were calculated for Korea for 1968. Effective protection and subsidy
rates were calculated by both the Balassa (scc Balassa and Associates {1971])
and Corden methods. In both cases, depreciation is deducted from value
added. Estimates of effective incentives werc obtained scparately for export
and domestic sales.

THE DATA BASE

Our estimates are based on 1968 domestic and world-market prices, 1968
trade and output flows, and input-output coefficicnts from a 1966 input-output
table. A synthetic input-output table for 1968 derived from thc 1966 table is
available. However, we believe that the double-deflation and trend extrapola-
tion method used to estimate the 1968 coefficients yields unreliable estimates.
We prefer to use the 1966 coefficients in the belicf that they are better esti-
mates of the 1968 coefficients than those of the extrapolated 1968 table.

The 1966 table contains 299 producing sectors. The table was aggregated
to 160 sectors, of which 150 are tradable-_ ods-producing sectors. Effective
rates of protection and subsidy were calculated for these 150 sectors separately.

The 150 tradable goods sectors were further aggregated in two different
ways: (1) by eleven industrial groups, and (2) by four trade categories,
namely export industries, import-competing industries, industries that export
and are also import-competing, and industries that are neither export oriented
nor import-competing (the latter industries called non-import-competing in-
dustries). Details of these industrial classifications appear in Table 6-6 and
the accompanying text.

Data on world market prices and domestic prices were obtained by
means of a survey.” A list of commodity groups for which price comparisons
were to be made was prepared from the Bank of Korea’s 1966 input-output
data tabulated at the level of 2,000 commodity groups (comparable input-
output information for 1968 was not available). Of the 2,000 groups, price
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observations were obtained for sclected commodities in 365 of them, which
in total accounted for 70.8 percent of aggregate commodity domestic sales
and 78.2 percent of commodity exports in 1966. The principal criterion for
selecting a commodity group for inclusion in the survcy was that it had a
relatively large share in sectoral output. Priority was further given to non-
import-competing commodity groups, to products subject to quantitative re-
strictions, and to export commodities.

The major sources of domestic price information were individual pro-
ducers, producers’ associations such as the Korea Chamber of Commerce,
and various govcrnment agencies including the Miristry of Finance, the
Economic Planning Board, the Bank of Korea, and the Korea Development
Bank. Export and import prices for those commodities actually exported or
imported were obtained from domestic records of the transactions. Export
prices were not estimated for other commodities. For commodities not actu-
ally imported in 1968, import prices were estimated from Korea’s export price
(if relevant) or, in a majority of the cases, from wholesale prices (exclusive of
indirect taxes) in Japan and, less frequently, in the United States. A single
price comparison was obtained for a majority of the commodity groups; h-w-
ever, in a number of cases, comparative price information for several com-
moditics within a commodity group was collected.

All world market prices are stated c.if., this being the appropriate basis
for determining protection of sales on the domestic market. Domestic prices
are ex-factory f.0.b. net of indirect taxes.

Gther data required to compute effective rates of protection and subsidy
included rebates on overhead charges (electricity and rail transport), indirect
tax rates and exemptions, legal tariff rates and exemptions on imported inputs,
wastage allowance rates, direct tax credits and reductions, and interest rates
actually paid. These data were collected from published sources where pos-
sible and through the cooperation of various Korean government agencics.
Tariff rates include those intended to soak up excess profits on imports subject
to quantitative restrictions. Estimates of wastage allowance subsidies, which
could not be obtained directly from government, were pieced together from
other sources.

NOMINAL RATES OF PROTECTION
AND QUANTITATIVE RESTRICTIONS

The 1968 price data gathered from the survey for the most part followed the
pattern expected. In some cases the price data on domestic and foreign sales
exhibited peculiar characteristics. Differences in quality betwecen domestic
and foreign products explained some of these peculiarities, and errors that
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usually accompany this kind of price data may have accounted for others.
In cases where domestic and foreign price comparisons indicated that these
factors seemed to be involved, adjustments werc made in the data where
appropriate. The information used to make the adjustments included (1) the
selationship between the price diffcrence as shown by the survey and the legal
and actual tariff rates; (2) the relative importance of exports and imports
within the commodity group; (3) the type of import control imposed on the
commodity.

Domestic prices of imported products generally excecded world prices.
Where they did not, the fower domestic price usually reflected poorer quality.
There were some exceptions, however. Negative nominal protcction for all
petroleum products, the most notable example, is explained by government
controls. All crude petroleum is imported and refined domestically in a regu-
lated industry. Local petrolenm prices provide substantial subsidics to do-
mestic consumers.

As mentioned above, among goods for which both export and import
prices were available, export prices tended to be lower than import prices.
This can be explained by quality differences or market imperfections.

Goods primarily for export cxhibited three different patterns. Fiist, the
export price of primary products tended to be higher than the domestic price.
Because this is not possible in perfectly competitive markets, except where
government controls on exports appear to cause differential pricing, we as-
sumed that in most cases the difference stemmed from the inferior quality or
packaging of the domestic product. Ginseng (a medicinal root) and dried
seaweed, however, are special cases, because exports of both are controlled
by the government. The only commodity for which we could find evidence of
an export tax was ginseng, where thc nominal rate of protection on both do-
mestic and export sales was negative. A government monopoly buys up the
entire ginseng crop at harvest and sells it at home and abroad for a much
higher price than what it pays the farmer. The export price of dricd scaweed
is higher because almost all of it goes to Japan; the price is negotiated by the
Korean and Japanese governments. In contrast to its involvement in the gin-
seng trade, the government acts only as a sales agent in the export of scaweed.

In the second pattern exhibited by export commodities, export prices
tended to be the same as domestic prices. Exports conforming to this pattern
included both primary and manufactured products.

The third pattern, which mostly applicd to munufactured products,
showed the domestic price substantially higher than the export price. This
might be explained in a number of ways. Many of these commodities, particu-
larly textiles, earn large tariff duty remissions and tax breaks for export sales,
But when they are sold locally, they are subject to these duties and taxes.
Consequently, export and domestic prices are bound to differ. In some cases,
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however, pricing may have been noncompetitive and discriminatory. Negotia-
tions between the government and cxporters’ associations sct export quotas
firm by firm and the size of export subsidies. By acting through manufacturers’
associations in the domestic market, the exporters aay have been able to
form a cartel for the restriction of sales.

Nomina! protection estimates gauge the relative importance of quantita-
tive restric*ons in 1968. Since nominal protection seldom exceeded the lcgal
tariff, it is tcmpting to conclude that QRs added little to the protection pro-
vided by the tariff structure. However, to make this conclusion valid, it is
necessary to separate the regular tariff from the special tariff which in many
instances was used to mop up the scarcity premiums resulting from the QRs.
Recall that the legal tariff rate was composed of two elements: the regular rate
which was legislated and the special rate which was administered.

Special tariffs were imposed on 123 commodity groups (out of a total
of 365) within the sample; these accounted for 13.7 percent of total domestic
sales within the sample.

The weighted-average special tariff on the 116 manufacturers subject
to it was 9.7, percent compared with a legal tariff rate of 83.9 perceat.!® Thus
the special tariff played a relatively modest role in the protection system. at
least for manufactures.

Among primary products, the weighted-average special tarift rate on the
seven commodities subject to it was 207.1 percent. This result, however, was
dominated by red pepper for which the special tariff was 217 percent. Without
red pepper the weighted average of the special tariff for primary products was
80.2 percent compared with a legal tariff rate of 81.1 percent. Thus QRs had
more cffect on primary products thun on manufactures.

Final judgment on the importance of QRs rests on a comparison of nom-
inal protection with the regular tariff rate (i.e., excluding the special tariffs).
The following estimates are weighted averages over all cciumodities for which
nominal protection exceeded the regular tariff raie:

Number Li Nominal Regular
Trade Commudity Protection Tariff
Category Groups Rate Rate
X 5 64.9% 56.5%
NIC 46 66.2 26.9
IC 22 41.5 18.0
XiC 4 98.6 38.7
All 77 62.6 26.6

Except for the commodity groups in the export category, QRs did afford
some commodities significant additional protection. The major groups so
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protected include barley and wheat, red pepper, chickens, worsted yam, steel
sheet and wire rod, wire and cable, cotton shirting, scveral chemical products
including synthetic staple fiber, and several metal products including tools.
These 77 commodity groups, however, accounted for only 11.4 percent of
total domestic sales within the sample, so that in total effect, QRs were rela-
tively unimportant, :ven though they were imposed on competitive imports
in the markets for commodities representing 75.6 percent of all domestic
sales in the sample. (That figure, however, represents a biased estimate of
the imposition of QRs relative to total domestic sales, for a commodity group's
inclusion in our sample was based, in part, on the imposition of QRs.)

AVERAGE PROTECTION

The average levels of incentives for agriculture, mining, and manufacturing
are summarized in tables 10-1 and 10-2. The averages of legal and nominal
protection are weighted by domestic sales volumes in world market prices,
while those for effective protection and subsidy are weighted by value-added
in world market prices. The results arc striking in a number of ways,'!

First, nominal rates of protection are well below legal tariff rates, which
indicates considerable tariff redundancy. Tariffs are varticularly redundant in
manufacturing, where the average legal rate of protection was 58.8 percent
and the average nominal rate was 10.7 percent (Table 10-1), compared with
agriculture and mining where the spread is much narrower. Tariff redundancy

TABLE 10-!
Average Incentive Rates by Major Industry Grouping, 1968
(percent)

Total Manufuc-
Agriculture  Mining  Primary turing Total

/wverage legal protection 36.0 9.6 34.1 58.8 49.4
Average nominal protection  16.6 6.9 15.9 12.7 12.6
Average effective protection
Balassa 18.1 29 17.1 -0.9 9.9
Corden 17.5 2.5 16.4 -0.7 84
Average effective subsidy
Balassa 22.1 4.7 209 —6.5 10.0
Corden 21.3 4.1 20.1 ~4.7 8.5

Source: All tables in Chapter 10 are drawn frum Annex tables 2.A through 2.C,
Westphal and Kim (1974).
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TABLE 10-2

Average Incentive Rates in Manfacturing by Trade Category, 1968
(percent)

Export &
Impornt- Non-Import-  Import-
Export Competing  Competing  Competing

Industries Industries Industries Industries Total

Average legal

protection 53.7 554 64.1 46.3 58.8
Avernge

nominal

protection 5.2 31.6 50 23.1 10.7
Average effective

protection

Balassa -10.7 91.7 —-16.1 45.2 ~0.9

Corden —8.1 50.2 —124 28.7 -0.7
Average effective

subsidy

Balassa —134 90.7 -23.7 379 -6.5

Corden -10.2 49.6 —18.2 24.1 —-4.7

Norte: Trade categories are defined in Chapter 6.

within manufacturing was greatest in the export industries and the non-
import-competing industries (Table 10-2). In the export and non-import-
competing industries, the nominal tariff was only about one-tenth of the legal
tariff; while in the import-competing sectors, the implicit tariff was more than
50 percent of the legal tariff. Given that quantitative restrictions played a rela-
tively minor role, tariff redundancy was natural in industries where there were
few imports.'? The overall level of tariff redundancy in Korea is thus very
high for three reasons: many tariffs, though relatively low in absolute magr:-
tude, are prohibitive; exeraptions and reductions of tariff levies are common;
and becausc much of Korean industry is export oriented, even though pro-
tected by tariffs on the domestic market.

Second, agriculture is much more highly protected than mining or manu-
facturing. Average nominal protection is 16.6 percent for agriculture, 10.7
percent for manufacturing, and only 6.9 percent for mining. The difference
in effective protection between major industries is even larger. By the Balassa
measure, for example, the average rate of effective protection for agriculture
is 18.1 percent, only 2.9 percent for mining, and a negative 0.9 percent for
manufacturing. More protection for agriculture than for manufacturing is very
unusual in other countries.
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Third, the average level of protection and subsidy is quite low. in Korea
compared with other countrics, because the exchange rate in 1968 was not
greatly overvalued. The level of protection for manufacturing is especially
low, a negative 6.5 percent according to the Balassa measure of effective sub-
sidy. The average level of effective protection for all sectors is only about 10
percent.

The low level of protection for manufacturing is partly influenced by the
inclusion of processed food and beverages and tobacco in the manufacturing
sector (the linc dividing processed food, in particular, from primary produc-
tion is quite arbitrary, for much of the fond processing is donc in the primary
sector). If these are excluded, the level of incentives to manufacturing in-
creases. The average effective subsidy rate is no longer negative, but slightly
positive (less than 1 percent). It nonetheless remains well below the average
for the primary, processed food, and beverage and tobacco sectors taken
together.

INCENTIVES TO DOMESTIC AND EXPORT
SALES

Differential rates of effective protection for and subsidy to domestic sales com-
pared with export sales are summarized in tables 10-3 and 10-4. Table 10-3
shows that in every industrial sector, except intermediate products I and
transport cquipment, effective protection for export sales is negative. The large
positive effective protection for intermediate products I is due almost entirely
to plywood, which receives substantial protection through the wastage allow-
ance on imported roundwood. Wood is extremely scarce in Korea and impoits
are controlled. Plywood manufacturers are given generous wastage allowances
for export production so that they have substantial excess wood which they
can sell domestically or process into gonds for domestic sale.

Table 104 also indicates a pattern of low and negative cffective protec-
tion for expo-ts. The rate of protection for the export sales of export indus-
tries (X) is sightiy positive, while for all other industries it is negative, This
difference, however, is again due to plywood. Exclude plywood and the aver-
age level of protection becomes negative.

The basic reason for the near zero or negative rates of protection for
export sales is that exporters purchase tradable intermediate inputs at world
market prices, just as they sell their products at world market prices. Im-
ported inputs are automatically purchased at world market prices, since for
exporters they are duty free. Inputs purchased domestically are not more
expensive than comparable imports, otherwise they would have been imported.
Thus exporters operate, so far as commodities are concerned, at world market
prices. For nontradable, domestically produced inputs, however, nominal
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TABLE 10-3
Effective Protection for and Subsidy to Export and Domestic Sales by Industry Growp, 1968
(percent)
Balassa Measure Corden Measure
Industry® Export Domestic Average Export Domestic Average
Effective Protection

Agriculture, forestry,

and fishing -16.1 18.5 18.1 —~15.3 17.9 17.5
Processed food -2.7 —18.2 -17.0 -2.2 —-14.2 -13.3
Beverages and tobacco -9 -193 —-18.6 -1.7 —15.5 —-15.0
Mining and energy -1.0 4.0 29 —0.9 35 2.5
Construction materials -5.2 ~1L15 —11.3 -39 —8.8 —8.6
Intermediate products 1 31.0 -25.5 —19.5 18.6 —18.8 —14.0
Intermediate products Il —0.2 26.1 24.2 -0.2 17.4 16.1
Nondurable consumer

goods -1.9 —10.5 ~8.5 —-1.4 —8.0 —6.5
Consumer durables —4.7 64.4 51.0 —-3.0 39.8 31.8
Machinery -12.7 44.2 429 —4.6 29.5 28.0
Transport equipment 53.1 163.5 163.9 —13.1 83.2 82.7

Effective Subsidy

Agriculture, forestry,

and fishing -9.9 22.5 22.1 -94 21.7 213
Processed food 2.3 —-25.2 -23.0 1.8 —19.6 —18.0
Beverages and tobacco 14.5 —25.8 -24.2 12,6 —20.8 —-19.5
Mining and energy 30 5.1 4.7 2.7 4.5 4.1
Construction materials 59 —16.9 —15.9 44 —12.9 —12.1
Intermediate products 1 434 -29.7 -21.9 26.0 -~21.9 —15.7
Intermediate products 11~ 17.5 19.6 19.5 11.6 13.1 13.0
Nondurable consumer

goods 54 —20.6 —-14.7 4.1 —15.7 -11.2
Consumer durables 24 38.2 313 1.5 23.6 19.5
Machinery 5.2 1S 30.9 1.9 21.0 20.2
Transport equipment —22.8 158.7 159.1 —5.6 80.8 80.3 .

a. Industrial groups ure defined in Chapter 6.

protection is positive. This makes the effective protection for the output for
export of son:c industriés slightly negative.’® For other industries, effective
protection is slightly positive because wastage allowance subsidies and utility
rebates outweigh nominal protection for nontradable inputs. Most wastage
allowance subsidies, about one-half of the total, go to plywood manufacture,
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TABLE 104

Effective Protection for and Subsidy to Export and Domestic
Sales in Manufacturing by Trade Category, 1968

(percent)
Balassa Measurc Corden Measure
Trade Category* Export Domesiic  Average Export Domestic Average
Effective Protection

Export industries (X) 4.6 —18.0 —10.7 34 —14.0 —8.1
Import-competing

industries (IC) -8.6 93.1 91.7 -39 St 50.2
Non-import-competing

industries (NIC) -0.8 —-16.4 —l6.1 -~0.7 —-12,6 ~12.4
Export and import

competing industries (XIC) --2.1 72.8 45.2 —1.4 46.1 28.7
All manufacturing

industries 31 —-1.4 -0.9 2.2 —-1.1 -0.7

Effective Subsidy

Export industries (X) 13.5 —26.2 —134 9.8 -204 —10.2
Import-competing

industries (IC) 353 91.4 90.7 15.8 50.2 49.6
Non-import-competing

industries (NIC) 6.1 —24.3 —23.7 5.0 —18.7 —18.2
Export and import- '

competing industries (XIC) 8.7 55.0 379 5.6 348 24.1
All manufacturing

industries 12.4 -89 —6.5 8.9 -~6.5 -4.7

a. Trade categories are defined in Chapter 6.

Thus except for plywood and some minor cxports, effective protection for
export sales tends to be close to zero or negative.

In striking contrast, effective subsidy to exports is positive among all
industries except agriculture and transport equipment (sec Table 10-3). When
industrics are grouped by trade category (see Table 10-4), the rates of sub-
sidy for their export sales are positive in all categories. This clearly demon-
strates the overwhelming importance of tax and credit preferences for exports
in the total system of export incentives.'* Just as tax and interest preferences
raised effective incentives to export sales, they lowered them to domestic sales
except in agriculture where virtually no direct taxes werc levied. Tax rates
were also below average in mining and energy. The average level of effective
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subsidy to all manufactured cxport salcs is 12.4 percent, and to domestic sales,
~8.9 percent. A bias in favor of export sales is rarely encountered in the in-
centive systems of developing countries, and this makes the Korcan case all the
more unusual, This bias is even greater than the 12.4 percent subsidy to ex-
ports, since the cffective incentives to domestic sales were negative.

The rank corrclation cocflicient between effective protection and effective
subsidies (Balzssa measurc) on sales to the cxport market is only .15, which
is barely significant at the .0S level. Thus the major explicit incentives to
export activity not only came from credit and direct tax preferences, but thesc
policics also had a powerful influence on the inter-industrial structure of export
incentives. The rank correlation between these measures on sales to the do-
mestic market, however, is .95. The major incentive policy addressed to pro-
duction for the domestic market was the structure of nominal protection rates,
and therefore cstimates of effective protection are reasonably good predictors
of the net cflcct of all policy instruments operating within the protected do-
mestic market. There is virtually no corrclation between cffective subsidics to
export sales and to domestic sales; there is thus no stable overall relationship
hetween the incentives offered a sector for its domestic sales and those for its
cxports.'®

In the industrial scctors classificd as cxport and import-competing
(XIC), and in the import-competing scctor (IC), the incentive was much
higher to domestic sales thia to exports, while in the cxport (X) and non-
import-competing (NIC) scctors the reverse was truc. The cxplanation for
this marked difference appears to be the way in which newer export commodi-
ties arc often promoted through linking highly profitable domestic sales to
satisfactory export performance by individual producers. High levels of pro-
tection for the domestic market should thus be interpreted as an incentive to
export various goods, for example certain kinds of textile products, fertilizers,
and clectrical products. Most of these products appear in the former two
classifications.

Relative incentives are somewhat different in the primary product indus-
trics, where incentives are lower for export sales in general than for domestic
sales. The average effective subsidy rate for exports of primary products was
—2.7 percent and for domestic sales it was 21.6 percent. The bias against
exports is particularly marked in agriculture. However, the effective subsidy
ratc for exports in nearly all the export mining sectors was positive and for
domestic sales it was negative,

VARIABILITY IN RATES CF PROTECTION

Table 10-5 displays frequency distributions for various measures of incen-
tives at the 150-sector level. The degree of dispersion increases as the measure
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of protection includes morc of the incentive policics. That is. legal tariff rates
have the least dispersion, nominal protection rates have more, eflective pro-
tection rates even more, and cffective subsidies the most dispersion.

Rates of effective protection are subject to some extreme values, ranging
from —18404.7 percent to +1929.1 percent.' The extremes occur in those
sectors that have a ncar zero valuc-added in world market prices. Errors of
measurement and aggregation can casily lead to extreme values when value
added is near zero. To remove the effects of the extreme values, all sectors
having a protection or subsidy rate greater than S00 percent on cither the
Balassa or Corden measure were climinated from the sample and a cocflicient
of variation (unweighted) was calculated for the reduced sample. The co-
~ efficient of variation for the Balassa cffective protection rate dropped from
36.7 10 3.2, but the relative ranking of the various measures of virriability
remained the same cxcept that between the Corden and Balassa measures of
protection. Over the entire set of scctors, the Corden rates vary less than the
Balassa rates, largely because the Corden measure defines value added in
world market prices more inclusively. As a result, there is less tendency to-
ward cxtreme values, since value added in world prices is greater in absolute
value. The variability in cxport protection was much less than for domestic
protection or subsidy. For the reduced sample, export variability was still less
but not significantly so.

Effective protection and subsidy rates are more variable than legal and
nominal protection rates because the valuc-added denominator of the former
is substantially smaller than the value-of-outpit denominator of the latter and
not because of an escalation of nominal rates at highes processing stages.
Average nominal protection for inputs is larger than nominal protection for
output in most industrial groups. The only onc of the cleven groups in which
there was any marked escalation of protection was transport cquipment, At
the 150-scctor level, there were numeious instances of both positive and
reverse cscalation of nominal protection, though reverse escalation pre-
dominated.'

Tablc 10-6 lists the 20 (of the 150) scctors that had the highest rates
of effective protection for domestic sales. For the most part, these high rates of
protection arose because of low value-added at world market priccs, i.c., high
nominal protection of the output and low nominal protection of the inputs. In
some cascs, the high rates of protection can be traced to a single commodity
group within the sector and do not characterize the sector as a whole. For
example, the high rate for vegetables reflects a high rate of protection for just
one vegetable, red peppers, but this vegetable nevertheless accounts for a
large portion of the average Korcan food budget.

Most of the highly protected sectors are import-competing or both export
and import-competing industrics. In ninc cascs, value added in exports at the
prices reccived and paid by the producer (i.c., domestic prices) is negative
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TABLE 10-5
Frequency Distributions of Incentives Measures in 150-Sector Sample

Value in Percent:

Effective Protection Effective Subsidy
Greater
Thanor Less Legal Nominal Balassa Corden Balassa Corden
Equalto Than  Tariff Protection Export Domestic Averages Average*  Export Domestic Average* Averages
- —100 1 6 6 1 2 7 6 1
1000 © 3 3 2 3 3 2
500 1000 5 4 1 1 4 s
200 500 1 s 5 3 2 6 5 5
150 200 3 4 4 4 4 4
100 150 12 2 8 8 8 | 6 s 9
90 100 9 2 2 2 6 1 2 |
80 % i0 1 1 2 4 1 3 1 2
70 80 10 3 1 1 1 2 1 3 4 1
60 70 9 1 4 5 5 2 3 3 3
50 60 12 8 4 3 2 1 1 I 4
40 50 16 8 2 2 2 4 ) 4
30 40 13 7 1 4 4 s 2 2 2 2
20 30 21 19 2 6 4 7 12 s ) 7
10 20 6 25 2 11 13 14 16 10 n 14
1 10 18 31 16 13 15 19 41 16 17 20
-1 1 13 39 17 1 2 3 13 1 3 3



-10 -1 87 21 23 29 26 9 13 21
-20 -—10 1 13 20 19 24 13 21 20 23
-30 20 1 2 14 15 6 4 16 16 15
—40 30 1 2 5 4 5 1 11 11 4
-50 —40 1 4 6 5 2 2 6 4 2
—60 —50 3 1 3 1 |
-70 —60 1 1 2 2 3 2 2
-80 -70 1 1 1
-90 —80
—100 —-90 1 | 1
Over entire sample
Simple average  49.2 18.1 -35 —66.1 =311 23.7 105 -—1154 -29.6 21.8
Coefficient of
variation® .8 1.4 5.2 232 36.7 13.3 9.1 13.9 31s 134
& Over reduced sampic®
S Simpleaverage  48.0 13.1 -35 20.8 20.2 10.3 11.4 14.1 15.9 71
Coefficient of
variation® .8 14 32 33 3.2 3.7 35S 4.7 4.0 5.1

a. These columns refer to weighted average effective incentives where weights are value added at world prices in domestic sales and
export sales.

b. Coefficien: of variation, standard deviation divided by the mean.

¢. Excludes those sixteen sectors for which one or more measures of effective incentives exceeds 500 percent or for which value added
in world market prices is negative.
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TABLE 10-6 :
Seetonlhv!nglllghﬂecﬁve?mbcﬂonforl)o-dcs-lu, 1968

(percent)
World
Negative Effective Effective  Price Value- Nominal* Nominal

Value Subsidy Protection Added Input Protection

Sector Added Rate Rate Coefficient Protection  on Output
Vegetables 150.4 139.7 .59 19.6 91.0
Raw salt 113.9 133.1 .59 28.8 90.3
Worsted and woolen yarns b 333.8 383.2 .08 310 60.4
Cotton fabrics 176.2 169.5 11 11.1 27.9
Silk fabrics 2338 260.6 .19 17.5 64.3
Synthetic dyes ° 141.4 136.7 .20 321 3533
Paint and printing ink 145.9 144.8 27 39.3 67.8
Steel sheet and bars ¢ 131.9 138.7 12 13.0 28.6
Steel pipes d —3186.6 —3417.7 —-.02 34.6 110.6
Galvanized and plated steel < 160.7 127.0 .15 27.8 42.6
Insulated wire and cable e 1463.1 1654.8 03 298 76.3
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Measuring instruments 114.9 120.6 37 26.7 61.1

Photographic materials ! 1228.9 1274.6 .06 22.8 100.4
Household electronic equipment 68.5 114.0 .38 46.0 72.1
Electric appliances f 449.0 558.9 .15 358 113.5
Watches and clocks 152.0 160.2 .29 36.1 71.7
Machinery components 114.6 127.2 33 30.2 62.0
Transformers 195.8 225.2 26 383 87.6
Railroad equipment ! 204.8 202.4 .09 39.7 55.1
Motor vehicles t 241.8 247.7 .23 44.0 90.0

Note: All protection and subsidy rates pertain to sales on the domestic market and are based on the Corden convention.

Sitni@iy .

a. Nominal input protectic = in the notation used in equations (10-2) and (10-3).

-iQiy

b. Value added negative for exports at world market prices, Balassa measure only.

¢. Value added negative for exports at both world market and domestic prices, Balassa measure only.

d. Value added negative for all sales in world market prices and export sales in domestic prices, both Balassa and Corden
measures.

€. Value added negative for all sales in world market piices with Balassa measure, for export sales only with Corden
measure, and export sales in domestic prices.

f. Value added negative for all sales in world market prices and export sales in domestic prices, Balass: measure only.
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under the Balassa convention. The implication in these cases, to wiiich we
return below, is that exports are sold at a loss. In five cases, total value added
is negative in world market prices. We doubt the inference that production in
these sectors was absolutely inefficient. Rather, in these sectors world-price
valuc added is very small and slight errors of measurement or aggregation can
result iii @ negative magnitude. Nominal protection rates were estimated from
& sample of commodities that was too small to cover the whole range pro-
duccd in any one of the 150 sectors. Input-output coefficients are aggregates
for the whole sector and do not necessarily apply to the specific commodities
whose prices were measured.

Exports may in fact be sold at a loss by private producers if export of a
particular commadity raises profits on domestic sales, or if, in the more ex-
treme case, exporting makes it possible to gain access to the profitable do-
mestic market. For example, credit availability, import licenses for inputs, and
favorable tax treatment were dependent, through government policies, on
export performance. In such cases, the true subsidy to exports includes at least
a part of the profits realized on the domestic market, for these profits could not
be fully realized under the Korean system except by exporting. We have not
tricd to incorporate this phenomenon in our measure of effective incentives to
export sales, though it does show up in the average incentives to the sector’s
total sales. Of the ninc commodities with negative value added for exports in
domestic prices, all were well protected in the domestic market. All except
photographic materials were import-competing products with exports less than
4.0 percent of output. Photographic materials exports were 20.6 percent of
output, but were also import competing.

EFFECTIVE INCENTIVES AND RESOURCE
ALLOCATION

If high levels of eflfective incentives reflect high profit rates, then investment
should flow toward those sectors with high effective incentives. This would
show up either in rapid import substitution or rapid growth of exports for
goods with high levels of effective incentives. On the other hand, if there is no
correlation between effective incentives and growth of the ratio of imports to
total supply or exports to total production, then effective incentives are more
likely to reflect relative inefficiency. Table 10-7 lists rank correlation coeffi-
cients between various measures of effective incentives and resource allocation.

Neither the share of exports in total output nor growth contributions of
exports are significantly related to effective protection. However, export trade
shares and growth contributions are significantly and positively related to ef-
fective rates of subsidy. This result is striking, for it demonstrates the impor-
tance of tax and credit preferences among the various export subsidies, and
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TABLE 10-7
Raak Correlation Coeflicients between Efective
Incentives and Resource
Share of Growth
Exportsin  Contribution
Output of Exports
1968 1960-68
Exports
Effective protection to exports
Balassa —-.16 —.15
Corden -.13 —-.06
Effective subsidy to exports
Balassa 29 .26
Corden .28 J2
Growth
Share of  Contribution
Importsin  of Import
Total Supply Substitution®
1968 1960-68
Imports
Effective protection to domestic sales
Balassa 32 —.14
Corden 32 —.15
Effective subsidy to domestic sales
Balassa 40 —.14
Corden 39 ~.15

NoTE: The correlations were obtained at the 117-sector level where
time series data on resource allocation are available. Correlation coefficients
of greater than .16, .20, and .27 (in absolute value) are significant at the .10,
.05, and .01 levels under a two-tailed test.

a, These are the contributions of import substitution to total growth of
the sector, See Chapter 6 for an explanation,

suggests that export incentives had a positive influence on the expansion of
exports,

Imports prompt the opposite conclusion. Since the correlation between
the share of imports in total supply and effective incentives is significant and
positive, it suggests that import substitution had progressed the least in those
sectors where the level of effective incentives to domestic sales was high. The
correlations between effective incentives to domestic sales and growth contri-
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butions are not significant, though they are negative, which is what we would
expect if import substitution had progressed the least in sectors where incen-
tives werc lai;;e. Thus, effective subsidies to domestic sales scem to indicaté
relative inefficiencies while effective subsidies to exports seem to indicate profit
incentives.

Tables 10-8 and 10-9 present data at the 117-sector level for the major
exporting and import-substituting scctors. The exporting sectors within manu-
facturing are those that contributed i1ore than | percent to the growth of
manufacturcd exports between 1960 and 1968. The exporting sectors within
the primary group are those that contributed the most to the growth of primary
exports. Import-substituting sectors have been identified only within manu-
facturing and arc those that ¢ont:ibuted more than 1 percent of the total im-
port substitution contribution to manufacturing ouput growth. Because of
rising import shares in other sectors, the import-substituting sectors accounted
for well uver three times the total import substitution that took place within
manufacturing. Some sectors arc classificd as both major export and major
import-substituting, and they are designated in the tables.

The pattern discerned in the corrclation analysis does not hold uniformly
for the major export and import-substituting scctors; nonctheless some regu-
larity is discernible. Most of the exporting scctors received positive cffective
subsidics to exports; scveral received subsidies that were higher than average.
The cffective subsidy to exports excceded the subsidy to domestic sales in 13
of the 19 manufacturing scctors (compare the cxport subsidy rate vith the
average in Table 10-8). In the other 6 scctors, however, subsidies were biased
in favor of domestic sales. Given that cxports were sometimes subsidized by
linking sales and various prefercnces in the profitable domestic market to cx-
port performance, the export cffective subsidy rate in these cases probably
seriously understates the incentives to export activity.

Our analysis does not prove that resource allocation was affected by
policy or that it was relatively efficient; it merely demonstrates that the avail-
able information is reasonably consistent with these contentions. Incentives
policics are only one of many forces that determinc changes in economic
structure. It is thercfore somewhat surprising to find any correlation at all in
the hypothesized direction. However, we cannot reject the counter-hypotheses
that these correlations mercly reflect crrors of measurement or are meaning-
less because our data do not really measure what needs to be measured.

FACTOR INTENSITY OF TRADE

It is diffic. ™ to assemble evidence about the efficiency of Korea’s rapid growth
that is co. .isive. The preceding aralysis demonstrates that the level and dis-
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persion of incentives was relatively modest, but it does not prove that resource
allocation was efficient. Here we investigate the question of cfficiency by using
an additional partial measure: the reiaiive factor intensity of Korca's cxports
and imports. Apart from considerations of natural resource and labor skill
endowments, Koreas comparative advantage, at lcast within manufacturing,
should lie in exporting products that are labor intensive and in importing
goods that are capital intensive.

Our analysis of the factor intensity of Korca's trade follows the pioncer-
ing work of Leonticef (1954). Using labor and capital input cocflicicnts at the
117-sector level for 1968, we have calculated the direct as well as the total
factor input requircments associated with Korea's exports and imports.'* Total
labor and capital requircments include both dircct and indirect labor and
capital requirements by sector per unit of production, export, or import. The
indirect factor requirements are determined by inverting the input-output
table for 1966 at the 117-scctor level,

Imports can be treated in two different ways, First, all imports can be
classified by one of the 117 sectors and capital and labor requirements calcu-
lated as if the imports were produced using the Korcan sectoral cocfficients.
Second, clearly noncompeting imports, i.c., imports not produced in Korea,
can be excluded and remaining imports classified by scctor." The results re-
ported here include noncompeting imports, except for a few primary products
not found in Korea, in the bundle of imports that is considered to be replaced.
This procedure facilitates comparisons over time, since the imports considered
to be noncompetitive in the compilation of the tables changed from year to
year.

In the calculation of the total factor input cocfficients, the matrix of inter-
mediate input coefficients includes the requircments for those inputs that were
actually imported. Certainly it does not make sensc to calculate the factor
requirements to replace some imports without also assuming that intermediate
imports would also be replaced.*” If total factor input cocflicients for imports
and.exports arc to be consistent, the same input-output matrix must be uscd
in both cascs. This docs mean, however, that calculation of the total factor
input cocfficients relating to cxports assumes that all intermediate input re-
qQuircments would be produced domestically. Given that somc imports of
intermediate inputs were related to export production, our calculations over-
state the “actual” total factor employments associated with export activity.?!

For those years for which detailed input-output statistics are available,
Table 10-10 exhibits the average direct and total capital and labor ratios for
exports and imports of primary and manufactured products separately as well
as for total imports and exports (including services and social overhead). For
purposes of comparison, the comparable input coefficients for domestic pro-
duction are also shown.
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TABLE 10-8
Effective Incentives to Major Export Sectors, 1968

(percent)
Share in Total Effective
Share of Exports Subsidy
Export Output . Export
Growth  Gromth in Qutput Growth Rawe
Sector 1960-68 1960-68 1960 1968 Contribution® Export Average
Primary sectors—Total 21 264 37 _25 12 =27 209
of which:
Metallic ores 1.7 3 67.4 70.5 78.0 2.8 -1
Nonmetallic minerals 1.0 9 23.8 15.9 13.6 2.8 —-4.2
Industrial crops 1.0 1.7 4.8 6.1 6.8 -39.3 s
Fishing 9 2.7 11.0 6.3 37 1.9 1.8
Total for sectors listed 36 56
Manufacturing sectors—Total 97.3 73.6 2.6 11.4 15.1 124 —6.5
of which: - - - - - -
Silk yarn 4.4 .6 48.4 83.7 90.1 —5.2 -~7.4
Knit products 13.0 1.9 .0 57.8 78.7 31 9.8
Misc. metal products 14 2 .8 25.7 74.3 84 -1.8



Other fabrics 5.1 8 .0 36.2 72.8 200 1.1

Other manufactured productse 8.9 1.5 13.0 59.0 69.0 38 21.8
Lumber and plywoodc 19.3 3.8 7 42.6 57.6 94.7 —6.6
Processed seafoods 5.1 1.4 174 33.6 42.0 -3 -57.2
Worsted and woolen fabrics 1.1 3 2 10.6 39.7 —9.0 —-2.3
Apparel and accessories® 11.3 33 1.1 29.7 39.4 79 ~24.7
Electronics 34 1.0 39 375 37.6 3 62.8
Rubber products 37 1.2 55 225 34.0 6 —44.6
Misc. textile productse 2.0 7 8.5 248 320 1.8 248
Rope and fishing nets* 1.3 5 6.6 22.7 259 21.1 —11.8
Slaughtering, meat and dairy
products 2.1 11 5 10.0 222 28.2 -8.3
Cotton fabrics 2.1 1.1 9.2 15.7 21.7 3504 298.4
Electric equipmentc 1.2 7 6.4 19.9 20.8 229 155.5
ro Cements 14 1.7 1.2 8.2 92 71 —134
=~ Processed tobacco® 23 4.5 1 4.5 59 18.5 —38.8
Petroleum productse 1.9 6.1 .0 37 37 2.1 —69.8
Total for sectors listed 91.0 324

a. Sectors appear in order of the contribution of exports to their growth; see Chaptar 6 for an explanation.
b. According to the Balassa convention.

¢. Both a major export and a major import-substituting sector because of aggregation.
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TABLE 10-9

Effective Incentives to Major Import-Substitating Sectors, 1968

Share of Sector in:
ImportSub- _ Growth {ohare of
L ports in
stitution of Manu- Toral Import Sub- Effective
in Manu- factured Supply stitution Subsidy Rat:®
facturings Output Contribu- y A
Sector 1960-68 1960-68 1960 1968 tion* Domestic Avcrage
Manufacturing sectors 100.0 100.0 224 25.3 3.2 —8.9 —6.5
Fentilizers 583 24 96.5 417 763 465 47.0
Petroleum products 133.1 8.2 10C.0 6.0 51.5 -73.1 —~69.8
Sewing machines 3.2 3 59.4 31.7 41.0 4.9 4.2
Misc. electrical equipment 8.1 i 58.0 7.2 349 —822.6 —802.9
Hemp and flax yarns 1.3 .1 47.5 .6 329 181.0 179.1
Electrical products 5.2 5 64.9 13.4 31.6 82.6 78.4
Drugs 18.5 2.0 36.9 14.3 28.8 —36.4 ~36.3
Steel ingots 11.0 1.3 28.8 7.4 26.5 —29.1 —29.1
Paper and paperboard 9.7 1.2 345 9.1 25.0 4.2 4.2
Basic inorganic chemicals 31 5 51.3 42.1 21.8 3238 323
Cosmetics and toothpaste 28 4 60.0 1.8 21.8 3.0 3.0




Cast and forged steel 4.2 .6 26.0 4.0 20.5 -17.3 -17.2

Other manufactured products® 2.4 20 78.3 214 19.7 474 21.8
Refined sugar 74 14 38.6 19.9 17.0 —50.6 —49.3
Electrical equipment® 43 9 82.5 61.4 15.7 160.8 1555
Cement* 8.6 23 9.8 3.8 11.6 —-15.1 —13.4
Grain milling 8.6 25 59 6.0 11.2 —133 —13.3
Steel sheet and bars 6.8 2.1 48.3 48.7 10.3 1451.6 1592.8
Rope and fishing netse 22 7 12.7 6.4 9.3 —20.2 —11.8
Glass products 1.6 i 29.0 10.9 6.6 — 164 —~159
Misc. textile productse 2.0 1.0 11.7 2.9 6.4 31.7 24.8
Apparel and accessories¢ 8.3 45 2.0 1.2 59 -37.5 =247
Other paper products 2.1 1.2 i4.3 55 5.6 —10.7 —10.4
Other clay and stone products 1.2 3 11.7 3.2 55 —21.8 -21.2
Processed tobaccor 5.7 6.1 7.3 .1 30 —42.4 —38.8
to Coal products 1.3 1.9 1.3 .0 22 45.4 45.4
& Lumber and plywoode 1.7 5.2 2.6 4 1.0 —46.6 —6.6
Total 332.7 514

a. Sectors appear in order of the contribution of import substitution to their growth; see Chapter 6 for an explanation.
b. According to the Balassa convention.

¢. Both a major export and a major import-substituting sector because of aggregation.



TABLE 10-10

Factor Intensity of Trade

Labor

(thousand man-years
per billion won of

output measured in Capital* Labor-Cpital Ratios
1965 constant (ratio of capital (thousand man-years per billion
domestic prices) to output) won of capital in world prices)
1960 1968 1960 1968 1960 1963 1966 1968
Direct factor requirements
Primary products
Domestic output 10.86 10.74 .65 .63 16.60 17.20 17.08 17.16
Expcris 7.54 6.27 .92 1.10 8.19 6.89 6.1 5.69
Imports 11.06 11.28 .67 73 16.58 15.91 16.13 15.48
Manufactured products
Domestic output 1.63 1.53 55 .58 297 2.89 2.67 2.64
Exports 1.87 1.89 .69 .53 2.72 3.02 324 355
Imports 1.29 1.54 .62 .66 2.09 1.93 1.98 233
Total factor requirements
Primary products
Exports 9.84 8.29 1.49 1.73 6.55 5.75 5.13 4.81
Imports 12.99 13.06 1.08 1.16 11.99 11.50 11.90 11.30
Manufactured products
Exports 7.89 7.91 2.11 1.83 3.74 3 4.09 4.29
Imports 5.06 5.56 1.84 2.03 277 2.40 2.40 2.74

a. Capital includes inventories and is measured in world prices; output is measured in constant 1965 domestic prices.
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In every observation vear, manufactured exports had higher direct and
total labor-capital ratios than did manufactured imports. On the other hand!
primary exports were more capital intensive than primary imports. A large
share of Korea's primary cxports are capital-intensive mincrals, whereas
mincrals are only a small share of primary imports. Primary imports include
a lasge share of labor-intensive agricultural products.

Even though there was a steady fall in the direct labor intensity of manu-
facturing production, the composition: of Korea's manufactured exports shifted
from 1960 to 1968 so as to increase the airect labor-capital ratio in manu-
factured exports by approximately 30 percent. Korea's manufactured cxports
were less labor intensive than average manufacturing in 1960, but far more
labor intensive by 1968. The direct labor intensity of manufactured imports
was less than that of manufacturing production throughout the period. The
total labor-capital ratio for Korea’s maaufactured imports declined slightly
between 1960 and 1968. Thus, at the same time that Korca's manufactured
exports were becoming more labor intensive, her manufactured imports were
tending to become a bit morc capital intensive. The result was that in 1960, the
total labor-capital ratio in manufactured cxports was 35 perceat higher than
that in manufactured imports; by 1968, the ratio was morc than 56 percent
nigher.

The total labor intensity of exports was greater than the direct labor in-
tensity. That is, intermediate products produced for cxport industrics have
been cven more labor intensive than the direct production of the cxports
themselves.

VALUATION OF OUTPUT AND GROWTH
RATES AT WORLD MARKET
AND DOMESTIC PRICES

In order to use the input-output tables of 1955, 1960, 1963, 1966, and 1968
for calculating contributions to growth, they were deflated to both constant
1965 domestic market prices and world market prices. At constant world
pric s, the compound annual growth rates between 1955 and 1968 for pri-
mary, manufactured, and total cornodity output were 5.5, 14.0, and 9.8
percent. These growth rates are almost identical with those obtained when
constant domestic prices are used as aggregation weights. This result is note-
worthy: similar comparisons in other countries have shown that the growth
rate in constant domestic prices often exceeds the rate of growth in constant
world market prices.?? Growth rates are usually much higher when constant
domestic prices are used because it is usually the highly protected sectors,
i.c., those with high domestic prices relative to world market prices, that are



216 THE FOREIGN EXCHANGE REGIME AND RESGURCE ALLOCATION

the fastest growing. In Korea, rates of protection were not very high and the
relatively more protected sectors did not grow very much more rapidly than
the less protected. Th:at growth rates arc nearly identical and very high,
whether measured in domestic or internationsl prices, suggests that Korea’s
growth hus been relatively efficient if world market prices are taken to reflect
truc opportunity costs and domestic prices represent real marginal utilities.>

Our figures also show one other respect in which the Korean economy
stands out: revaluation in worlc prices generally raises the contribution of the
primary scctors to total growth because these sectors are usually less protected
than manufacturing. In Korea, however, primary activity has received more
protection than manufacturing (both nominal and effective), so that revalua-
tion increases (if only slightly) the relative contribution of manufacturing.
The contribution of the primary sectors to the growth of total commodity out-
put between 1955 and 1960 was 26.3 percent in constant domestic prices
and 25.0 percent in constant world prices.

CONCLUSIONS

Effective protection or subsidy rates may indicate cither excess profits or gross
ineﬂicicncy. If rates are low, however, they leave little room for much of either.
The low average incentive rates and the relatively small dispersicn in South
Korea are presumptive evidence that Korean development has been efficient.

This hypothesis is buttressed by other data. Domestic prices and inter-
national prices differ so little that the growth rate of the cconomy remains
very high when measured by constant world prices instcad of by domestic
prices. Thus Korca's growth cannot be regarded as spurious in the sensc that
growth was dominated by the incfficicnt production of overpriced goods.

The emphasis in South Korea has been on the cxpansion of labor-intensive
manufactured cxports. Of course, if all considerations of natural resource bias,
labor skills, infant industries, and risk and uncertainty are taken into account,
it may have becn more advantageous for South Korea to take a much different
path. Nevertheless, the presumption is strong that a poor country like South
Korea has a comparative advantage in labor-intensive expansion. Thus all the
cvidence taken together suggests that South Korea has followed the path of
cfficicncy.

NOTES

1. This chapter summarizes a more extensive report on our investigations pub-
lished in Westphal and Kim (1974). That report discusses both methodology und results
in far greater detail.
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2. The world market price is expressed in terms of domestic cunency at the pre-
vailing exchange rate. Note that this formula implies that nominal protection is equiva-
lent, from a resource allocation point of view, to an actual tariff rate, were it to be
imposed at the same level. As Bhagwati (1965) has shown, this is not always true where
markets are imperfect. In fact, when domestic production or quotas are monopolized,
the nominal rate tends to be greater than the equivalent tarifl. Thus our nominal pro-
tection rates may be overestimates of the protective effects of QRs in an equivalent tariff
sense. See also Shibata {1968) and Bhagwati (1968).

3. As used here, legal and nominal tariffs correspond to the explicit and implicit
tariffs defined in Appendix A.

4. This formula assumes all intermediate inputs are tradables,

5. Ray (1973) analyzes three different ways of measuring protection: (1) the Cor-
den method, (2) what Ray calls the Balassa method but is actually » method used only
in earlier writings of Balassa (e.g., see Balassa 1965), and (3) what Ray calls the Scott
measure but is actually th: measure used in more recent writings by Balassa. Sec Balassn
and Associates (1971). Ray shows that the Scott (i.c., late Balassa) method has limited
significance for resource allocation and that the Corden measure has even somewhat
more significance. In this study we use these two methods only.

An alernative to both the Balassa and Corden measures of effective protection is a
measure called the domestic resource cost (DRC) of foreign exchange, which is either
camed through exports or saved through domestic production. This measure, developed
independently by Bruno (1972) and Krucger (1972) atempts to calculate the real do-
mestic resource cost of value added domestically for any particular product. It requires
the calculation of shadow prices of domestic inputs, un exercise which we have not at-
tempted here.

6. See Bhagwati and Srinivasan (1973), Bruno (1973), and Ramaswami and Srini-
vasan (1970).

7. The adjusted value added so measured is an estimate of what value added in the
sector would have been if there were no tax and credit preferences and net factor returns
were unaltered from their actual value under the incentives policies.

8. For a definition of the wastage allowance, see Chapter 4.

9. The survey was jointly financed by USAID, Korea Mission, and the Economic
Planning Bourd, Republic of Korea, to whom we are grateful. W »stphal and Kim (1974),
Annex Table 1, presents the full results of the price comparison survey after nccessary
adjustments by the authors,

10. Figures were averaged by using domestic sales flows in world market prices as
weights,

11. For comparisons with other countries, sce Balassa and Associates (1971).,

12. Theoretically one would expect tarifl redundancy only in products for which
there were no imports at all, Empirically, however, “products” are aggregations of sev-
eral product lines and prices and tariffs are averages of the aggregates.

13. Positive nominal protection on nontradables is due to protection on inputs to
their production and to indirect taxes levied on their sale, even to exporters,

14. Total export subsidies in 1968 amounted to 8.4 percent of the total value of
commodity exports. This figure excludes tariff and indirect tax exemptions, as thesc are
not subsidies in relation to prices at world market values, Direct tax subsidies were 1.1
percent of total commodity exports while interest subsidies were 4.5 percent.

15. These statements hold equally whether one uses the Balassa or Corden measures
of effective incentives. The rank correlations between Balassa and Corden estimates in
every particular case are very high, always well above .95,

16. Negative rates of effective protection and subsidy less than —100.0 in algebraic
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value occur where value added in world market prices is negative, i.e., where the world
value of inputs exceeds that of the output. They thus indicate absolute inefficiency, as-
suming there are no errors of measurement. See Guisinger (1969).

17. Legal tariff rates, in fact, exhibit a pattern of positive escalation; that is, tariffs
rise with the stage of processing. Nominal protection rates, which are the relevant mea-
sures, do not exhibit positive escalation except in some cases.

18. For estimates of the sectoral labor coefficients, we have relied upon the labor
input coefficient estimates provided along with the Bank of Korea's 1966 input-output
table (Bank of Korea, Economic Statistics Yearbook, 1969, p- 383, Labor Cocficients
Based on Workers). These data are given at the 43-sector Jevel only; we have assumed
that the same labor input coefficient pertains to all of the sectors at the 117 level that
comprise u single sector at the 43-sector level. For estimates of the capital-output ratios
wo have relied upon Kee Chun Han's (1968) exhaustive retabulation of the 1968
National Wealth Survey. By virtue of the estimation method, the capital-output ratios
for the manufacturing sectors give marginal rather than average input coefficients. None-
theless. for estimates of average capital-output ratios in 1968, they are considered
superior to the average ratios obtained from the National Wealth Survey. We experi-
mente- » . . «:veral other sets of capital-output ratio estimates; the basic conclusions are
not seusitive to the set of estimates employed. Conatant 1965 price input-output data on
production, exports, and imports were used to calculate factor input requirements. The
factor input coefficients were deflated to obtain the proper input coeffici=nts per billion
won of output in 1965 prices. The 1966 117-sector input-output matrix, deflated to 1965
prices, was used (o obtain total factor input requirements. We have omitted real estate
and ownership of dwellings, iron scrap, and other scrap from the calculation of input
requirements.

19. Details on these and related methodological issues and computational results
are available from the authors,

20. Estimates of input-output coefficients for noncompetitively imported intermediate
inputs are not directly available from the original input-output tables. We applied a
simple method of proportional estimation by row and column sums to estimate these
coefficients.

21. Calculations of the factor intensity of exports based on the input-output table
for domestically produced inputs are given in Hong (1973). His results concerning the
relative factor intensities of exports and imports are consistent with ours.

22. See Little, Scitovsky, and Scott (1970), pp. 70-76 and Balassa and Associates
(1971), pp. 32-34. These authors examine GDP growth rates rather than total com-
modity output growth rates and use effective protection measures for a single year to
deflate value added to constant world market prices rather than nominal protection
measures for a single year to deflate output; otherwise the calculations are quite similar.

23. Sec Bhagwati and Hansen (1973) for a discussion of the implications of measur-
ing growth rates at domestic or international prices.



Chapter 11

An Overview

In the preceding chapters we have cxamined the history and the complex de-
tails of foreign exchange and trade policy and have discussed quantitative
measures of the effects of these policies on cfficiency and growth. In this
chapter we cvaluate the influcnce of “vuth Korea's cconomic growth on em-
ployment and income distribution. We also assess the main factors at work
in the rapid growth of the South Korean cconomy since the early 1960s, par-
ticularly the role of foreign exchange and trade policy, by drawing as much as
possible on our previous analysis. Then after summarizing the lessons of the
two liberalization episodes, we shall caution against hasty generalizations
from the South Korean experience.

EFFECTS OF GROWTH ON EMPLOYMENT

The rapid growth of the Korean cconomy was documented in Chapter 2. Be-
fore discussing the causes of this performance, however, it is appropriate to
analyze its effects on employment and income distribution.

In fact, the rapid growth of the 1960s was accompanied by a steady de-
cliue in the rate of unemployment, particularly in the nonfarm sector (Table
11-1). In addition, the nonfarm proportion of the population was steadily
rising, exceeding 50 percent by 1970. At tit. same time, farm population de-
clined not only relatively but also absolutely from a pcak of 16.1 million
in 1967 to a low of 14.4 million in 1970,

Unemployment declined because job opportunities in the nonagricultural

219
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“ TABLE 11-1
Farm and Noafarm Population and Unemployment, 1957 10 1972
Nenfarm Nonfarm
Pojulation Houschold
Farm Nonfarm as Percent  Unemploy-  Unemploy-
Population  Population  of Total ment Rate  ment Rate
(millions) (millions)  Population  (percent)  (percent)
1957 13.6 9.4 40.8 5.9 . m
1958 13.8 9.9 4]1.8 6.2 na
1959 14.1 10.2 41.8 5.8 na
1960 14.6 10.5 42.0 7.5 na
1961 14.5 114 439 7.9 na
1962 15.1 - 11.5 43.3 8.3 na
1963 15.3 12.0 44.1 8.2 16.4
1964 15.6 12,4 44.5 7.7 14.4
1965 15.8 12.8 44.8 7.4 13.5
1966 15.8 13.5 46.0 7.1 12.8
1967 16.1 13.8 46.1 6.2 1.1
1968 15.9 14.5 47.8 5.1 8.9
1969 15.6 15.4 49.7 4.8 7.8
1970 14.4 17.1 54.3 4.5 7.4
1971 14.7 17.4 54.2 4.5 7.4
1972 14.7 18.0 55.1 45 7.5

NOTE: na—not available. Since the coverage and method of labor force survey
changed in 1963, the labor force statistics available for the period prior to 1963 were not
consistent with those for the later period. All data other than total population given in
this table for 1960-62 were therefore estimated by linking the old survey data with the
new data (two different survey results were available for 1963).

Source: Bank of Korea, Economic Statistics Y carbook, 1973, p. 6; Economic Plan-
ning Board, Major Economic Indicators, July 1973, p. 96; Economic Planning Board,
Korea Statistical Yearbook, various issues prior 0 1964.

scctors rapidly increased. Table 11-2 shows that the rate of growth of popula-
tion dropped steadily throughout the 1960s. From a high of 3.2 percent per
annum in 1961, it declined to 1.8 percent by 1970. The growth of the total
labor force, however, showed a fairly high rate of increase from 1960 to
1972, although there were ups and downs reflecting moderate changes in
participation rates. The farm labor force has declined since 1965, decreasing
at a rate of 2.1 percent in 1971.

Job opportunities expanded rapidly, particularly in the manufacturing
sector, the leading scctor of the economy (Table 11-3). At the same time,
growth in manufacturing stimulated rapid increases in output and employ-
ment in other nonagricultural sectors,



TABLE 11-2
Population and Labor Force Growth, 1960 to 1972

Growth
Growth Rate of Growth Growth Growth
Rate Popu- Popu- Rate of Rate of Non- Rate of
Total of Total lation Iation Total Total Farm Farm farm Nonfa::n
Popu- Popu- 14 Years 14 Years Labor Labor Labor Laba. Labor Labor
lation lation and Older and Older Force Force Force Force Force Force
(millions) (percent) (millions) ( percent) (millions) (percent) (millions) ( percent) (millions) (percent)

1960 24.70 —_— 14.16 —_ 7.74 —_ 4.93 —_ 2.82 —
1961 25.50 3.2 14.50 2.4 7.94 2.6 4.85 —1.6 3.11 10.3
1962 26.23 2.9 14.85 24 8.15 27 5.06 44 3.10 —-0.3
1963 26.99 29 15.09 1.6 8.34 23 5.09 0.6 3.25 5.0
1964 27.68 26 15.50 27 8.45 1.3 5.17 1.6 3.28 09
1965 28.33 24 15.94 2.8 8.86 49 5.23 1.2 3.63 10.7
1966 28.96 2.2 16.37 2.7 9.07 24 5.28 0.1 3.79 44
1967 29.54 2.0 16.76 24 9.30 25 5.20 —1.5 4.10 8.2
19¢8 3017 2.1 17.17 25 .65 38 5.26 1.2 4.39 7.1
1969 30.74 1.9 17.64 2.7 9.88 24 5.26 0.0 4.63 55
1970 31.30 1.8 18.25 35 10.20 3.2 5.20 —1.1 5.00 8.0
1971 31.8% 1.8 18.98 4.0 10.54 33 5.09 —2.1 54§ 9.0
1972 32.42 1.8 19.72 39 11.06 49 5.41 6.3 5.65 37

Source: Economic Planning Board, Annual Report on the Economically Active Population, 1972; Major Economic Indicators, July 1973,
P- 96; and Korea Statistical Yearbook, various issues.



TABLE 1i-3
Employment, Earnings, and Output in Nonagricultural Sectors, 1957 s 1972

Non-
Value agricul-
Monthly Employ-* Rateof* Addedin tural Rateof
Earnings  Seoul mentin  Growth  Manu- Growth Rate of* Value Growth
of Pro- Con- Rate of Manufac- of facturing of Growth Added of Non-

duction sumer Price  Growth turing Employ- (billions Value Non-+ of Non- (billions agricul-

Workers  Price Deilated of Price  (thou- ment of won  Added agricul- agricul- ofwon tural

inMznu- Index Earnings Deflated sands in Manu- constant in tural  tural constant Value

facturing (1970 (197C Earnings  of facturing 1970 Manufac- Employ- Employ- 1970  Added

(won)  =100) prices) (percent) persons) (percent) prices) turing ment ment prices) (percent)

1957 2,030 26.1 7,778 —_ 409 — 94.65 — 2,086 _ 564.29 —_
1958 2,170 25.3 8,577 10.3 413 0.9 103.25 9.1 1,946 —6.7 589.03 44
1959 2,350 26.4 8,902 38 456 10.5 112,78 9.2 1,938 -04 635.80 79
1960 2,330  28.6 8,147 8.5 438 —4.0 122.00 8.2 2,149 10.9 663.15 43
1961 2,610 309 8,447 3.7 446 1.8 125.79 kR | 2,547 18.5 662.28 —0.1
1962 2,780 329 8,450 0 511 14.5 142.34 13.2 2,580 1.3 728.81 10.1
1963 3,180 39.7 8,010 -5.2 610 19.3 166.96 17.3 2,825 9.5 796.26 9.3
1964 3,880 514 7,549 538 637 44 177.86 6.5 2,974 53 827.40 39
1965 4,600 58.4 7.877 43 772 212 213.35 20.0 3,396 1.2 927.05 120
1966 5,42 65.4 8,287 5.2 833 79 249.87 17.1 3,547 45 1,051.27 134
1967 6,640 72.5 9,159 10.5 1,021 22.6 306.77 22.8 3.906 10.1 1,21823 159
1968 8,400 80.6 10422 13.8 1,170 14.6 389.67 27.0 4,354 11.5 1,437.04 180
1969 11,270 88.7 12,706 219 1,232 5.3 473.03 21.4 4589 = 54 1,669.01 16.1
1970 14,561 100.0 14,561 14.6 1,284 4.2 560.01 18.4 4,829 5.2 1,864.67 117
1971 17,349 1123 15,449 6.1 1,336 4.1 659.21 17.7 5,190 7.5 2,078.36 115
1972 20,104 1256 16,006 36 1,445 8.2 762.79 15.7 5.213 04 2,262.70 8.9

Source: Bank of Korea, Economic Statistics Y earbook, various issues; Economic Planning Board, Korea Statistical Yearbook, various issues.

a. Since the coverage and method of labor force survey changed in 1963, the labor force statistics available for the period prior to 1963
were not consistent with those for the later period. All data other than total population given in this table for 1960-62 were therefore
estimated by linking the old survey data with the new data (two different survey results were available for 1963).
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- Growth in employment opportunities in manufacturing was rapid mainly
because of large increases in investment and output which created a demand
for workers. The growth in output was achieved through labor-intensive meth-
ods. In many other countries rapid growth in manufacturing output is accom-
panied by a rapid increase in labor productivity because of a trend toward
more capital-intensive methods. In Korea, by contrast, manufacturing em-
ployment grew very rapidly between 1957 and 1967, at 9.6 percent per an-
num, while labor productivity lagged behind at an annual rate of increase of
about 2.6 percent. From 1967 to 1972, however, productivity increased much
more, at an average of 11.9 percent per annum. These changes were a function
of variations in the growth in real wages. In 1959, real monthly carnings of
manufacturing workers reached a peak of 8,902 won in terms of 1970 prices
(Table 11-3). By 1964 real monthly earnings had declined to 7,549 won
but they began to rise again in 1965. After surpassing the 1959 level in 1967,
they registered spectacular growth until 1970. This increase continued, though
at a somewhat slower rate, until 1972. By 1971, the 1964 level of earnings
had doubled. The rapid growth in real wages since 1967 was the result of in-
creasing tightness in the labor market and shortages of skilled labor. In con-
trast to the earlier period 1957 to 1967, it was correlated with much more
rapid increases in labor productivity and slower growth in employment. Be-
tween 1967 and 1972, the growth rate of employment dropped to 7.2 percent
a year.

Even though manufacturing employment grew less rapidly after 1967, the
rate of growth from 1957 to 1972 averaged 8.8 percent per annum. Mean-
while, total nonagricultural employment increased by 6.3 percent per annum.
One reason for this good performance was the government’s willingness to
allow wage rates to be set by competitive forces. Labor was not thoroughly
unionized nor did the gov.rnment press for minimum wages. Nonagricultural
wages more accurately reflected the opportunity cost of labor in the tradi-
tional agricultural scctor than they do in the typical less developed country
where government policies combined with union pressurcs keep wages in the
modern sector artificially high. Furthermore, by permitting the South Korean
price structure to remain largely consistent with world prices, the government
provided incentives to concentrate production in labor-intensive exports and
home goods and to import capital-intensive goods rather than to substitute
for imports. Labor absorption was rapid, at least until the very late 1960s
when labor shortages began to appear and wages started to rise very rapidly.

GROWTH AND INCOME DISTRIBUTION

Though it is difficult to determine the effect of South Korea's rapid growth on
income distribution, bits and pieces of evidence suggest that the distribution
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has been quite even. In fact surveys reveal that among Korean households
expenditure on contumption tends to be more ncarly equal than it is clse-
where in the world and that from 1964 to 1970 this distribution seemed to
improve.! '

Farm incomes are a notable case in point, thanks to a land reform that
was begun under the U.S. military occupation and completed by the Korean
government in 1949. The net result scems to be a remarkably even division
of land and income. Nor is there much disparity between farm and nonfarm
income as the following table shows:2 _ o

Average
Average Monthly Wage
Monthly for
Wage for Manufacturing
Farm Produ:tion
Workers Workers
(won) (won)
1961 1,978 2,610
1964 3,657 3,880
1968 7,383 8,400
1971 13,432 17,349

Though manufacturing wages have generally been higher than farm wages,
the cost of living is probably lower in the country where farm workers often
tili their own vegetable gardens. Of course most farm work is scasonal, but
even so Korea appears to be free of the large differences between rural and
urban income typical of other less developed countrics.

This impression is reinforced by data on average farm houschold income.”
Farm income and manufacturing wages can be compared as follows: *

Annual
Average Total  Farm Household ~ Manufacturing
Farm Household Income per Wage Income
Income (won) Worker (won) (won)
1964 125,692 56,618 : 46,560
1968 178,959 87,297 100,800
1971 356,382 179,990 208,128

Total farm income, including income in kind, far exceeds annual wage income
of production workers in manufacturing, but farm income per worker was
somewhat greater than nonfarm income per worker in 1964, a good agricul-
tural year. In 1968 and 1971 farm income per worker was probably a bit less
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than the average manufacturing wage. Even if thesc calculations are only
very rough, they lead to the same conclusion that rural-urben income dispari-
ties are small.

Wages in nonagricultural sectors have tended to follow manufacturing
wages. Market forces set the rates and because there are no great imperfec-
tions in the market disparities hetween sectors do not arise. In Korea where
vast pools of the unemployed and the underemployed arc unknown, the work-
ing class, both urban and rural, which forms the great bulk of the population,
lives on an income that is nearly uniform. If data on income distribution were
available they would probably show that ever the conspicuous wealth of a few
entreprencurs in Scoul is not enough to reverse the apparent pattern,

FACTORS PROMOTING RAPID GROWTH

The South Korean economy has not suffered from any constant deficiency in
effective demand. Except for 1958-61 and 1964 when cffective demand was
restrained by cither deflationary monetary and fiscal policy or by political
turmoil, investment demand since the Korean War has tended to be cxcessive
relative to the supply of savings, and inflation has been acute. The rate of re-
turn on investment has tended to be high as may be inferred from the large
demand for loanable funds that persisted despite very high interest rates after
1965. Borrowing at these high rates increased continually throughout most of
the period from 1963 to 1971 and finder’s fees for loans were common. Al-
though many bank loans were subsidized in one way or another and the aver-
age interest paid on them was probably only about two-thirds the official rate,
marginal borrowers had to pay the high rates which indicates that the ratc of
return on marginal investments was at Icast as great. This inference is cor-
roborated by direct measurements. For example, Gilbert Brown has cstimated
from national accounts data that the average rate of return on new investment
was 20 to 30 percent. He also cites dircct estimates based on data from cleven
firms that in late 1965 the average rate of return was about 28 percent.®
The South Korean cconomy has cxhibited the characteristics that theory
would predict for an underdeveloped country where labor is abundant and
capital scarce—a high ratc of return on capital, vigorous investment demand,
and meager investable resources. The main constraints on growth are savings
and foreign exchange. The factors that foster rapid growth are those that sus-
tain and complement heavy investment demand, those that increase the requi-
site supply of savings, those that earn the foreign exchange nceded when the
level of effective demand is high, and, finally, those that foster efficient resource
allocation, cvidenced by a very low incremental capital-output ratio. The com-
bination of these four factors produces a result that tends to be sclf-sustaining;
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for rapid growth stimulates demand in nearly all sectors of the economy. As
investment proves ever more profitable, an accelerator effect comes into play.
Growth gencrates still more growth and in the consequent enthusiasm, pre-
dictable sctbacks tumn out to be temporary as entrepreneurs become convinced
that the resumption of growth is inevitable.

In addition to these factors, which in varying degrecs influence the growth
of most developing countries, there are some that are peculiar to Korea.
Though they have not yet been analyzed in any detail, they ought to be men-
tioned for they contributed to a favorable environment for investors and
helped sustain Lrisk investment demand. For example, the work force in
Korea is highly educated by the standards of most less developed countries,
In 1970 the adult literacy rate was 88 percent,® and the proportion of primary-
school-age children attending primary school was 97 percent.”A, highly edu-
cated work force, it might be argued, was more casily trained and was a factor
in the high levels of efficiency and productivity achieved.

South Korea also has an abundant supply of entrepreneurial and mana-
gerial expertise. Although very few Koreans became managers under the
Japancese colonial regime, it did not take them long to develop a managerial
class after the liberation. A large proportion of them immigrated from North
Korca, but many of the most successful entreprencurs are of southern origin.
No significant number of managers and entreprencurs are foreign. Foreign di-
rect investment has been exceedingly small, only about 7.4 percent of total
foreign investments and loans between 1959 and 1971.8

Another advantage favoring Korea’s economic development was the poli-
tical stability that prevailed during the period of most rapid growth. Park
Chung Hee has made economic development the symbol of his government’s
legitimacy.® His efforts have been aided by Korea’s cultural homogeneity. Dis-
putes over language and among ethnic groups have not beep important in
South Korean politics.

South Korean development has also benefited from the weakness of the
labor movement which so far has produced few powerful, organized unions.
In the Kurean system of industrial organization, which in many ways is simi-
lar to the Japanese, employees tend to remain with one firm for life, loyal to
their patemnalistic employers. Because the labor force is docile and unaccus-
tomed to collective bargaining, upward piessure on wages is negligible except
when manpower is scarce. Stablc real wage rates helped to keep profits high
and to stimulate investment demand.

Finally, ties with Japan encouraged growtls. Although their colonial re-
gime was extremely unpopular, the Japanese did manage to build a strong
industrial base in Korea before the war. Much of it was destroyed during the
war, and the subscquent dcparture of Japanese managers was temporarily
crippling. Nevertheless, the Japanesc had shown that industrialization was
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possible in Korea and they had provided an example for the Korcans to imi-
tate. Imitation seemed all the more sensible since the Japanese, who had an
economy of their own to rebuild, appeared to know how the job should be
done. Accordingly, the Koreans adopted the technology, the approach to labor
relations, the expansionary psychology, and many of the government policies
that had worked so well for the Japanese. As a result, the emphasis on export
promotion, the system of trade and foreign exchange controls, and the close
cooperation between the public and private sectors that are reputed to be
characteristic of Japan alone are typical of South Korca as well.

Investment demand, however voracious, cannot by itself sustain economic
development. It must be matched by a rate of savings that is high cnough to
finance the investments desired. Ample foreign exchange is also important,
for shortages can restrict realized investi.cat by curtailing the supply of im-
ported raw materials and capital goods. And if inefficiencies in producticn
g0 uncorrected, an economy can suffer from progressive debility. Havi.ig
analyzed these issues in the preceding chapters, we shall now present our
conclusions.

SUPPLY OF SAVINGS

The supply of savings, both domestic and foreign, was abundant during the
1960s but not large enough to satisfy total investment demand because of an
inflationary gap that has persisted throughout most of the period since 1963.

Foreign Savings,

We noted in Chapter 7 that foreign savings have remained about 10 per-
cent of GNP since 1960 (Table 7—4), while over the years their nature has
changed. In the post-Korean War period, most foreign savings took the form
of foreign aid grants from the United Nations and from U.S. bilateral assis-
tance programs. In the early 1960s, foreign aid loans began to replace grants
and then, from 1966 onwards, commercial loans from a varicty of countries
became the dominant source.

In Chapter 7, we estimated that foreign savings might have been respon-
siblc for about 4 percent of total growth, assuming the average capital-output
ratio between 1960 and 1970 was about 2.5. That is, what appeared to be
an annual growth rate of 10 percent might have been closer to 6 percent with-
out the contribution of foreign savings. By the early 1970s, foreign savings had
declined in importance for two reasons. Domestic savings were becoming more
plentiful and because the capital-output ratio has tended to increase, growth
per dollar of imported capital had apparently deteriorated.
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- Large importation of forcign capital led to heavy debt service by 1970
Since 1971 the burden has become less oncrous.

Foreign commerciui borrowing probably was excessive in the late 1960s,
A divergence between social opportunity costs and the private costs of for-
cign capital made foreign borrowing more attractive than it should have been.
The government originally encouraged all forms of foreign borrowing, bui
had to discourage short-term transactions aftcr 1970 under an IMF standby
agreement.

There is little evidence that reliance on foreign aid was incrdinate. Be-
cause aid receipts were usually grants, especially in the carly 1960s, they
cost Korea little while yielding high rates of retumn. 3t is true that many of
the grants may have discouraged domestic savings, but at the time, South
Korea was desperately poor and nceded the additional resources both for
consumption and investment.

Domestic Private Savings.

Although foreign capitz! sparked the growth of the South Korean ccon-
omy, domestic savings eventually sustained it. In 1960 domestic savings
financed only about 20 percent of total gross investment. By 1972 this pro-
portion had risen to about 75 percent (sec Table 7-4).

Busincss savings (in constant 1970 prices) grew rather slowly after the
Korcan War, but since 1957, they increased quitc rapidly, at an average rate
of 11.8 percent per year between 1957 and 1972 (Table 11-4). As we
showcd in Chapter 8, business savings arc moderatcly responsive to interest
rates. The clasticity of business savings is 0.34 although the interest rate is
still statistically a significant determinant of business savings (see erquation
(8-15) in Chapter 8). A more significant factor in business savings, howcever,
is nonagricultural valuc added. As value added and profits increase, business
savings tend to incrcase (there are no reliable profit data; nonagricultural
valuc added might scrve as a proxy). The elasticity of business savings with
respect to nonagricultural value added was 0.67 between 1960 and 1970.

As Table 11-4 shows, houschold savings have been very erratic, being
very sensitive to both the rate of inflation and the interest rate on time de-
posits (see cquation (8-14) in Chapter 8). Houschold savings were sub-
stantial whilc prices were ctable during the late 1950s and even greater in
the latter "60s after the interest rate reform of Scptember 1965 had raised
the rates. During periods of low interest rates and high inflation, likz the
early 1960s, houschold savings were very low and at times quite negative.

At 1.82, houschold savings were much more elastic than busincss sav-
ings from 1955 to 1970 and they were also quite elastic with respect to the
rate of inflation.
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TABLE 114
Seurces of Domestic Savings, 1953 to 1972
(billions of won, constant 1970 prices)

Government Busincss Houschold

Year Savings Savings Savings Total

1953 19.47 39.30 —-15.09 . 43.08
1954 4.67 44.13 36.93 85.73
1955 10.65 40 32 30.40 81.37
1956 247 40.56 8.77 101.80
1957 41.95 45.34 12.08 99.34
1958 39.43 52.58 2242 114.43
1959 36.08 62.06 21.16 119.30
1960 54.63 59.91 0.55 115.09
1961 66.33 68.69 518 140.20
1962 67.03 88.29 0.59 155.91
1963 66.41 96.77 ~17.50 145.68
1964 71.50 96.07 —~18.02 149.5§
1965 94.38 119.24 22.62 236.24
1966 103.48 128.57 80.65 312.70
1967 128.43 145.39 83.37 357.59
1968 174.90 161.81 86.24 42295
1969 183.98 174.89 115.34 474.21
1970 206.43 182.85 92.67 481.95
1971 190.45 191.82 49.36 431.63
1972 132.69 241.24 99.73 473.66

Note: The estimates of savings include savings from transfers from
abroad. Household savings include errors and omissions and exclude
grain inventory changes.

Sounce: Table §-11A.

Government Savings.

Government savings and business savings have been about cqually impor-
tant in total savings since thc Korcan War (Table 11-4). Between 1953 and
1970, government savings grew quitc rapidly, at an average annual rate of
15.7 percent. The growth was most substantial, however, after the 1964 tax
reforms. From 1964 to 1970 government savings incrcased at a rate of 20.6
percent per annum.

Government savings multiplicd both becausc of rapid growth in tax
revenues and because of a slow rate of increase in current expenditures. Tax
revenues rose sharply during the Korcan War recovery, from about 5 percent
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of GNP in 1953 to more than 10 percent in 1959. By 1964, however, they
had declined to 7.3 percent. After the 1964 tax reforms, revenues reached a
peak of more than 16 percent of GNP in 1971 before declining slightly in
1972.* In addition, government monopolies contributed rapidly growing
nct surpluses which constituted almost 11 percent of central government
revenues in 1972.1

Government current expenditures grew less rapidly than total govern-
ment revenues from 1962 to 1970, when current expenditures declined from
78 percent of current revenues to about 62 percent. Between 197 aid 1972,
current expenditures rose more rapidly than revenues. Much of the govern-
ment nonrecurrent expenditures went to directly productive assets. Between
1963 and 1971, about 14 percent of total government loans and investments
went into mining and manufacturing, 39 percent into electricity, transport,
and communications, and 25 percent into agriculture, forestry, and fisheries.'*
The remainder was invested in housing, education, and other services. Some
government savings were channeled to the private sector through government-
financed loan funds of development banking institutions such as the Korean
Development Bank and the Medium Industry Bank. In 1963, government
funds accounted for more than onc-half of all outstanding loans of the bank-
ing scctor. After the interest rate reform of 1965, the commercial banks greatly
cxpanded their loan portfolios, but even in 1970, government funds accounted
for more than one-quarter of total outstanding loans by banking institutions.!?
in 1972, about one-sixth of total government savings was allocated to capital
transfers of this type.'*

SUPPLY OF FOREIGN EXCHANGE

Onc of the most striking features of the South Korcan economy has been the
rapid growth of foreign exchange carnings. Foreign exchange receipts on cur-
rent account grew at an average annual rate of 26.2 percent between 1963 and
1972 (Table 11-5).

Invisible Earnings.

In the carly 1960s, a high proportion of total foreign exchange receipts
were invisibles and derived directly from the presence of a large contingent of
UN (mostly U.S.) forc:s stationed in South Korea. Sales of local currency to
UN forces, military procurement, and provision of electricity, transport, water,
and other public utilities to UN installations accounted for almost one-half of,
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TABLE 11-5
Foreign Exchange Receipts on Current Account, 1961 o 1972

(millions of dollars)

Foreign Exchange Rcceipts® Receipts from UN Forces
Mer-  Other and from U.S. Procurement

chandise Current Won Pro-
Year Total Exports Receipts  Total Sales  curement Ultilities

1961 166.2 42.6 123.6 79.7 5.7 84 5.6

1962 179.0 56.7 122.3 86.1 47.2 M 4.8
1963 . 177.2 85.2 91.8 58.3 30.5 2.1 5.7
1964 212.2 115.1 97.1 631.7 264 132 4.1
1965 298.0 172.2 125.8 74.0 KN 5.7 4.2

1966 486.8 248.4 2384 100.9 304 65.5 50
1967 695.4 320.2 3715.2 147.1 353 106.7 5.1
1968 889.4 464.9 424.5 177.6 49.3 122.3 6.0
1969 1,102.0 604.9 497.1 207.0 43.1 155.7 8.2
1970 1,306.7 816.0 490.7 190.8 52.3 131.4 7.1
1971 1,523.4 1,036.8 486.6 172.5 61.3 106.0 6.2
1972 2,159.2 1,580.0 579.2 192.8 97.6 90.6 4.6

Source: Bank of Korea, Economic Statistics Y carbook, 1973, p. 216; 1970, p. 282;
Economic Planning Board, Korea Statistical Y earbook, 1972, p. 406.

a. These figures understate total receipts because they only include transactions con-
ducted through banking channels. For example, in 1971 export receipts totaled $1,132
million according to customs clearance.-

and total invisibles about threc-quarters of, all foreign exchange carnings in
1961. Receipts from UN forces and other invisibles were relatively ctagnant
between 1961 and 1965, however, so that by 1965 they accounted for about
one-third of total earnings. The escalation of the U.S. cffort in Viet Nam
aiter 1965 brought more troops to South Korea and an increase in military
procurement, both for troops in South Korca and for thosc in Viet Nam.
South Korean goods were exported to Viet Nam under military procurement
contracts beginning in 1967 and a number of Korean construction firms be-
came involved in military projects in South Viet Nam. Receipts from UN
forces increased rapidly between 1965 and 1969, but other forcign exchange
receipts grew even more quickly. After 1969, receipts from UN forces de-
clined, and by 1971, only 36 percent of invisible earnings and 11 percent of
total foreign exchange receipts could be attributed to U.S. military procure-
ment and other carnings gencrated by the presence of UN forces in South
Korea.
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Exports,

The major reasor for the very rapid growth in forcign exchange earnings
was the growth of exports. As we indicated in Chapter 6 exports in the 1950s
were negligible and followed an erratic pattern, ranging from a high of $40
million in 1953 to a low of $17 million in 1958 (Table 6-1). After 1958 cx-
ports began a pattern of uninterrupted growth, exceeding the 1953 level by
1961. From 1962 until 1973, the growth rate of exports averaged 44.8 per-
cent per annum every year and reached a high of 98 percent in 1973. Exports
incrcased from less than one-third of total current foreign exchange receipts,
about onc-cighth of the total valuc of imports in 1962, to three-quarters of
all current foreign exchange receipts and almost 65 percent of the valuc of
imports in 1972, )

In Chapter 6, we noted that exports of South Korea are relatively import
intensive so that the ner forcign exchange carnings are substantially less than
the gross carnings. Even if a correction is made for this fact, the ratio of ex-
ports to GNP and the rate of growth of cxports are cxceptionally high by
international standards.

The rcasons for the rapid growth of cxports are somewhat clusive. Ac-
tually cxports grew rapidly from a very low level in 1958. But prior to 1964,
our cconometric analysis in Chapter 6 indicated that neither exchange rates
nor export subsidics could explain the growth -of exports. In 1964, the ex-
change ratc was unificd and the sensitivity of exports to exchange rates and
subsidies increased markedly. The estimated clasticity of exports with respect
to the purchasing-power-parity official cxchange rate was 6.16 and the esti-
mated clasticity with respect to subsidics is 4.69. These very high clasticitics,
nowever, arc suspect because of the limited time period and the few degrees
of frecedom. Nevertheless, recent experience confirms the impression that
Korean cxports arc highly scnsitive to the exchange rate (the latest year for
which data were used in the econometric work reported in chapters 6 and 8
was 1970). The purchasing-power-parity exchange rate adjusted for realign-
ments in Japanese and European currency revaluations against the dollar,
increased about 10 percent in 1972 and another 10 percent in 1973 (Table
5-7). This was the result of a float of the won in the first half of 1972, the
dollar devaluation in carly 1972 and 1973, and the float of other currencics
against the dollar. Exports increased 52 percent in 1972 and 98 percent in
i973.

The increased sensitivity of exports to exchange rates and subsidics may
be duc to the unification of exchange rates and the relative stability of the
purchasing-power-parity effective exchange rate from 1964 to 1970. The
climination of multiple rates removes the uncertaintics and administrative costs
to the private entreprencur in dealing with an unstable, multiple rate system.
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The rapid growth of South Korca's exports cannot be cxplained simply
in terms of thosc incentives subject to quantitative measurement. Other very
important factors, perhaps cven more important, arc the government’s atti-
tudes and methods of opcrating. For example, government officials use moral
and political suasion to urge private entreprencurs to meet export targets.
Firms who are successful in promoting cxports receive favorable treatment
by tax officials, an important incentive in a country where cffective tax rates
are set more by administrative procedures than by law. Entrcprencurs who
are successful exporters arc publicly acclaimed and feted by the President
and other high officials.

With an atmosphere in which businessmen aie certain that government
will reward cfforts to export, it is relatively casy to take the substantial risks
of cxpanding production and capacity for export markets. A businessman
cannot only expect tangible rewards for export performance, but knows that
if he runs into financial difficultics, the government will provide some form of
special treatment to help him out of his troublcs.

Eamings on Capital Account.

The other major sources of foreign exchange were on capital account.

Official grant aid plus net capital inflows were many times greater than
export carnings for some time after the Korcan War. Capital imports reached
$373 million or almost twenty times the level of exports in 1957 (Table 11-6).
By 1964, export carnings cxceeded capital account carnings for the first time
since the Korean War. The growth of foreign borrowing in the latter 1960s,
however, exceeded the growth of cxports so that until 1969, capital imports
exceeded export carnings. In 1970, restrictions on capital imports again re-
duced them below the level of exports. By 1972, exports were three times as
large as capital imports.

DEMAND FOR FOREIGN EXCHANGE

Gold and forcign exchange holdings of South Korca have been relatively ample
compared with total imports. In 1960 they were more than 50 percent of the
total import biil. Despite the rapid growth of the cconomy from 1963 to 1972,
end-of-the-year foreign cxchange rescrves were never less than one-quarter
of the annual import bill an« were as high as 37 percent of imports in 1964,
the ycar of the exchange 1ate reforms (Table 11-6).

During the same period, substantial liberalization of the import regime
took place. The average tariff level declined and quantitative restrictions were
much less important than before 1963. The demand for imports was held in
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TABLE 11-6

Capltal Account Transactions and Foreign Eschange Holdings,
1953 se 1972

Ratio of .
. Gold and Foreign
Net Capital Exchange Holdings"

Net Loan Net Imports
Official  Capital Capital to Mer- Percent

Grant Aid  Inflows* Imports chandise of
Year (S million) ($ million) ($ million) Exports  ($ million) Imports
1953 193 112 308 7.62 109 —
1954 139 28 167 6.96 108 —
1955 240 -3 237 13.17 96 29
1956 298 14 32 12.48 99 26
1957 355 18 n 19.58 116 30
1958 319 ~7 n2 18.35 146 42
1959 229 -17 212 10.60 147 54
1960 256 -1 255 7.28 157 51
1961 207 19 226 5.51 207 73
1962 200 -16 184 3.35 169 43
1963 208 -~104 204 2.34 131 26
1964 141 ~26 118 97 136 37
1965 135 9 134 97 146 35
1966 122 218 340 1.36 245 36
1967 135 299 334 1.00 356 39
1968 121 422 543 1.10 391 30
1969 104 631 735 .12 553 34
1970 8s 582 667 .76 610 34
9 64 662 726 .64 568 27
1972 51 530 581 a5 740 33

Sounrce: Bank of Korea, Economic Statistics Yearbook, 1973, pp. 222-223 and
various issues prior to 1973,

a.Loan capital, both private and government, short term and long term, net of
amortization payments.

b. Includes reserve position in IMF and special drawing rights.

check, mainly by exchange rate policy. The large devaluation of 1964 raised
the effective exchange rate on imports from 207.39 won to the dollar on a
purchasing-power-parity basis in 1963 to 283.79 won to the dollar in 1965
(Table 11-7). From 1965 to 1970, although the average effective rate de-
clined, it remained higher than at any time during the carlier period 1955 to
1963—except for 1961 when there was a sharp devaluation.

Imports into South Korca are very sensitive to exchange rate changes.
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TABLE 11-7

Effective Exchange Rate on Imports on Purchasing-Power-Parity
Basis, and Growth of Imperts, 1955 te 1970

Purchasing-
Power-Parity
Official Tariffs and Effective Growth
Exchange Tariff ,Exchange Rate Kate of
Rate* Equivalents* ~ on Imports* Imports Imports
Year (won/dollar) (won/dollar) (won/dollar)  ($ million) (percent)
1955 99.71 11.67 111.38 Ky —
1956 132.10 10.43 142.53 380 16.2
1957 118.12 12.74 130.86 390 2.6
1958 121.80 28.42 150.22 344 —118
1959 119.73 65.84 185.57 273 -20.6
1960 135.37 64.86 200.23 305 1.7
1961 244.79 34.42 279.21 283 -1.2
1962 226.57 28.39 254,96 390 378
1963 189.32 18.07 207.39 497 274
1964 232.22 23.35 255.57 365 —26.6
1965 265.40 28.39 283.79 420 15.4
1966 256.34 23.40 279.74 680 61.9
1967 243.12 23.48 266.60 909 337
1968 233.30 22.62 255.92 1,322 454
1969 234.53 20.60 255.13 1,650 24.8
1970 240.21 20.29 260.50 1,804 9.3

Source: Tables 8-10C and 8-11B.

a. The first three columns are won/dollar rates deflated by a purchasing-power-parity
index, and represent averages over the year. The third column is the sum of the first two
columns,

This is vividly illustrated by cven a cursory look at the data in Table 11-7.
In 1958 and 1959, imports dropped sharply, cven though GNP grew at 5.5
and 4.4 percent in those years. In 1958, therc was no devaluation of the offi-
cial exchange rate, but a foreign exchange tax was instituted and a price
stabilization program implemented, both of which raised the cffective exchange
rate on imports (on a purchasing-power-parity basis) about 15 percent. The
imposition of the foreign exchange tax was equivalent to a dcvaluation for
imports. Imports fell by 12 percent in 1958. Part of the reduction in imports
was due to a fall in grain imports as domestic grain production increased
sharply, but imports of consumer goods fell by 25 percent and imports of
capital and intermediate goods werc also reduced. In 1959, foreign exchange
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tax reccipts quadrupled and the effective exchange rate was increased by
another 23 percent. Imports fell by 21 percent. Although grain imporis con-
tinued to fall, consumption goods imports fell by almost SO percent and inter-
iediate goods by almost 10 percent. !

In January and February of 1961 a large devaluation reduced the value
of the won from 65 to 130 won to the dollar. Grain imports increased by 50
percent, but imports of consumer and intermediate goods imports were sharply
reduced. The net result was a 7 percent decline in total imports even though
GNP grew 4.2 percent.

In 1964, there was a very sharp reduction in imports of 27 percent. The
official exchunge rate was devalucd almost 50 percent. The growth of GNP
was 8.3 percent, but there were very substantial reductions in nearly all cate-
gories of imports, including a 50 percent decrease in consumer goods imports.

The cvidence of the sensitivity of imports to exchange rates is corrobo-
rated by the regression analysis described in Chapter 8. The regressions which
dealt with imports of consumption goods, capital goods, and intermediate
goods, were stable regardless of the time period uscd. Linear regressions pro-
vided very good fits. The clasticities of imports with respect to the official
cxchange ratc (ORD) and the level of tariffs and tariff cquivalents on imports
(SUBM) are shown in Table 11-8.

Consumption goods are by far the most elastic with respect to changes
in exchange rates and tariffs. Imports of capital and intesmediate goods are
generally less than unit clastic with respect to the exchange rate, but imports
of intermediatc goods are fairly sensitive to changes in tariff rates. Since the
supply of imports to Korea is probably close to infinitely elastic, it can be
assumed that cxchange rate changes have a powerful effect in reducing the
dollar value of imports,

In the late 1960s, the demand for foreign exchange was augmented by
the need to service foreign debt. Beginning in 1970 attempts were made to
restrict the import of foreign capital. By 1971, debt service payments reached
$326.6 million on debt of maturity greater than one year. But debt service
payments were still only a small fraction of the total use of foreign exchange
before 1971.

South Korea succeeded in restraining the demand for foreign exchange
during the period of rapid growth from 1963 to 1972. A less developed econ-
omy, growing at more than 10 percent per annum, can be expected to run
short of foreign exchange because of the rising demands for imports. Although
imports rose rapidly through much of this period, import growth would have
been much greater had it not been for frequent devaluations and maintenance
of the purchasing-power-parity effective exchange rate for imports at a con-
stant level. Furthermore, the stable exchange rate helped stimulate export
reccipts, which were used to finance an increasingly large share of the total
import bill.
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TABLE 11-8
Elasticity of Imports, Various Periods
Commercial
Import Policy
Variable* Variable" . .
(dependent (explanatory Time Period
variable) variable) 1955-59  1960-64 1965-70 1955-70

Imports of Effective ex- -2.09 ~3.48 -1.43 =2.11
consumption  change rate
goods (MT)  onimports

(ORD & SUBM)
Imports of Official ex- -0.86 -0.99 -0.21 ~0.36
capital change rate
goods (MK)  (ORD)

Official -0.57 —0.80 -0.33 -0.47

. exchange

Tariffs and -0.97 —1.36 -0.57 -0.79
goods (M1) . .

tariff equiv-

alents (SUBM)

Note: Elasticities based on regression equations (8-24), (8-25), and (8-26) in
Chapter 8, and computed at the means of the variables.

a. In constant 196S prices.

b. Purchasing-power-parity basis.

Although South Korean cconomic policies favored high effective ex-
change rates, especially for exports, these policies caused some loss in govern-
ment revenues and savings. As our analysis in Chapter 9 indicated, less sub-
sidization of exports and higher taxes on imports could have gencrated some-
what more growth. Nevertheless, the Korean performance was unusually good
compared with the records of other less developed countrics.

ECONOMIC EFFICIENCY

There is no conclusive way t~ determine whether the Korean economy has
operated efficiently. Because the various empirical methods used in the litera-
ture all have their faults, caution is necessary in discussing measures of effi-
ciency. It is clear, however, that in Korea inefficiency has not been sufficient to
stiflc very rapid growth over the decade beginning in 1963. Furthermore, most
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of the conventional measures analyzed in Chapter 10 suggest a low level of
inefficiency.

Prior to the 1964 exchange rate unification and liberalizing reforms, the
system of cxchange rates and trade policy probably did foster inefficiency.
Quantitative restrictions wcre very important and the exchange rates were
various and widely divergent.

Since 1964, however, the government has followed different policies. Al-
though liberalizing trends have waxed and waned, the fluctuations have been
minor, never approaching the chaos of the late 1950s.

In Chapter 10, we analyzed the restrictiveness of the trade policy and
exchange rate regime in 1968. We saw that in Korea the average level of
nominal protection is low. For manufacturing, the level of nominal protec-
tion estimated from information on comparative international and domestic
prices was about 10.7 percent in 1968 and is probably much lower today be-
causc average tariff 12vels have steadily declined. Quantitative restrictions are
not an important cause of large differences between international and domestic
prices. The 77 commodity groups receiving significant protection through
quantitative restrictions in 1968 accounted for only 11 percent of total domes-
tic sales.

Unlike many other countries, Korea does not maintain large differences
in nominal protection between industry and agriculture. Average nominal
protection was !6.6 percent for agriculture and 10.7 percent for manufac-
turing. General variability of protection among sectors is quite low. When the
Korcan cconomy is measured in constant international prices rather than
constant domestic prices, the total and sectoral rates of growth do not differ
significantly. Emphasis on export promotion has led to rapid growth in the
most labor-intensive sectors.

The obscrvations made in Chapter 10 suggest an efficient pattern of
growth. Such inefficiencies that do arise stem from the protection of agricul-
ture and import-competing manufactures. The effective subsidy in 1968 to
agriculture was 21.3 percent (Corden definition) and to manufacturing —4.7
percent. Effective protection is also much higher for import-competing indus-
trics than for export industrics and for domestic sales than for export sales in
industries that scll in both export and domestic markets.

Policies that affect the incentive to import foreign capital can influence
cfficiency just as much as policies that affect exports and import substitutes.
In Korea, the incentive to import short-term forcign capital during the 1960s
was excessive. Domestic inflation, high real and nominal doemestic intercst
rates, and a failure to devalue smoothly and adequately all contributed to an
exaggerated demand for foreign loan capital.

Policics governing credit, interest rates, pricing, the subsidization and
management of government enterprises, and texation also bear on efficiency.!®
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Ouly partial allowance was made for these policies in our estimates of effec
tive subsidy. It is clear, however, when they are taken into account, that bot!
the total and the variability of effective subsidies increase.

ROLE OF THE LIBERALIZATION EPISODES

The major liberalization efforts in Korea took place in 1964 and 196S. Earlies
attempts in 1961 and 1962 that had failed of full implementation prompted
& retumn to the multiple exchange rate system in 1963.

There is no clear correlation between the liberalization of 1964-65 and
the start of rapid growth. In fact, mining and manufacturing output, which
had grown 14.1 percent in 1962 (constant 1970 prices), a~d 15.7 percent in
1963, registered a gain of only 6.9 percent in the first year of liberalization.
Only a poor harvest made 1962 a bad year and only an exccllent harvest
made 1964 a good one (Table 2-4). The satisfactory performance of 1962
and 1963 was largely the result of expansionary fiscal policies whereas indus-
trial performance suffered in 1964, despite liberalization, because fiscal and
monetary stabilization were rigidly enforced.

Nor was the devaluation of 1964 associated with a sudden upsurge of
exports. Having touched boitom in 1958, exports grew without interruption
from 1959 on.

The main argument in defense of liberalization is that it laid the basis
for a decade of sustained growth, whereas fiscal and monetary policics were
responsible for bricf deviations from a propensity for substantial real growth,
It might also be argued that liberalization itsclf was less important as a direct
influence on the economy than it was as the harbinger of a new approach to
exchange rates and trade policy that favored rapid growth.

Since liberalization, the effective exchange rates on exports and imports
have remained high (somewhat higher for exports than for imports-—see Table
5-10) while foreign exchange has never become a severe constraint on growth.
The devaluation of 1964 was followcd by many others over the next eight or
ninc years, both floating devaluations and discontinuous changes in the value
of the won. Exchange rates had great effect on export perfu:inance, particu-
larly after the reforms of 1964, and as Chapter 6 demonstrates, the growth of
exports has been the dominant factor in the growth of the economy as a whole.
We conclude, therefore, that the unification of the exchange rates and the
stability of the effective exchange rate were powerful stimuli to subsequent
growth,

By contrast, the intczest rate reform of September 1965 was probably of
more intrinsic importance in its effect on the rate of growth. Ths interest rate
reform greatly encouraged houschold savings which having been negative in
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1964 became sbout onc-quarter of total domestic savings in 1969. Business
savings, which had becn nearly stagnant from 1962 to 1964, more than
doubled between 1964 and 1970, Even more important than this boost for
savings was the cffect of the interest rate reform on incentives to hold assets
in different forms. Commercial bank time deposits became the more favored
way (o hold savings; the increase in commercial bank deposits far exceeded
the increase in total savings.!” Most loanable funds were controlled by the
commercial banks. Though some of their lending was donc at subsidized
interest rates, thus encouraging inefficient use of resources, th¢ commercial
banks could lend in much greater volume than the unorganized money markets
and operate with much lower overhead. The cost to large borrowers was also
much lower if they borrowed from the commercial banks instead of from a
myriad of small operators in the uncrganized money market.

The reforms of August 1972 took a different tack. After 1965, no scrious
effort had been made to reduce the rate of inflation. Rather, high nominal
interest rates and frequent devaluations were supposed to compensate for rapid
inflation. With the reforms of 1972, low nominal interest rates, stability of the
exchange rate, and less rapid price inflation were to be the basic clements of
policy. According to McKinnon (1973), there are important flaws in this new
policy. A major factor in increasing the money supply in Korea is the discount
of export bills at very low rates of discount and low rates of interest on the
bills themselves to cxporters. The low rate of interest on the bills increases
exporters’ demand for this form of credit and the even lower discount rate
encourages commercial banks to discount the bills at the Bank of Korea, thus
increasing commercial bank reserves. In fact, in the first six months of 1973,
the discount of export bills exceeded the increase in commercial bank reservces,
the other sources of reserve creation having undergone a net declinc. Because
of the discount of cxport bills, which has become the main source of rescrve
creation, the Bank of Korea has lost effective control of the money supply.
Under such conditions, it is unlikely that inflation can be held within reason-
able bounds. Added to the inflationary difficulties is the rapid increase in
prices of petroleum products and grains, both of which Korea imports in large
amounts. The success of the nevs policies in the long run, however, will depend
on finding ways to bring the money supply back under control.

CONCLUSIONS

The Korean experience over the decade since 1963, remarkable as it seems to
have been, does not necessarily provide a model for other less developed
countries. There have been a number of special factors operating which are
not likely to be replicated in other countries. It was the confluence of those
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factors, no one of them scparately, that led to successful growth. First, abun-
dant forcign assistance, particularly during reconstruction after the Korean
War, helped build the infrastructural base for subsequent growth, although the
periods of high levels of foreign aid arc not coterminous with the periods of
most rapid growth. Only a few other countries, having special relationships
with the United States because of U.S. foreign policy objectives, received as
much per capita forcign aid.

Second, Korea was able to maintain high and growing levels of govern-
ment savings. Rates of taxation and public enterprise profits rosc sharply while
the growth of current cxpenditures remained moderate. Probably such a per-
formance is only possible in countrics where political lcaders are powerful and
secure. In many less developed countries political power is fragmented, the
political process is highly competitive, and ethnic and rcgional differences are
acute. Policy-makers in such circumstances arc unlikely to be able to control
revenucs and cxpenditures to the necessary degree. To maintain themselves
in power, they must use government cxpenditures as a means of gaining the
support of particular interest groups. Public cnterprises are rarcly profitable
because staffing them becomes a form of dispensing political patronage and
top management posts are filled according to political criteria. Costs are high
and productivity low. Prices tend to be kept unrcalistically low for fear of
injuring powerful interest groups by allowing prices to risc. Higher rates of
taxation yicld returns only if they are accompanied by greater cxpenditures
contrived for the benefit of particular interest groups.

Third, frequent devaluations, cither of the discontinuous type or of the
gliding peg varicty, arc scldom feasible where resistance is intense. Discon-
tinuous devaluations typically raise prices sharply for many imported goods,
particularly for nonluxurics which had not been subject to stringent import
contre s. Consumer groups and industrial end-users who would suffer in con-
sequence may resist cfforts to devaluc. Even gliding devaluations, which raisc
prices of imported goods morc gradually, are not always popuiar. When the
Allende regime came to power in Chile, it abolished the gliding exchange rate
and fixed the forcign-exchange valuc of the domestic curicicy, partly because
the gliding peg was politically unpopular. Even Korea abandoncd the gliding
peg in 1972 becausc considerable resistance to devziuations had gathered
among a wide varicty of industrialists. Many Korcan firms had accumulated
large foreign debts and were financially precarious. Continuous Guvaluations
increased the amount of their Jollar-specified liabilitics in terms of won. Other
firms producing mainly for the domestic market saw the costs of imported
inputs rising and joincd the resistance. Exporters, always favored by subsidies
of various sorts as well as by frequent devaluations, have not organized an
eflective counterforce, possibly because they feel they can always count on
cnough subsidization to make up for losses caused by a failure to devalue.
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Fourth, government policics toward labor in Kerea prevented real wages
from rising except in response to labor shortages in the late 1960s. This af-
fected growth in two ways. Profit ratcs and returns to capital were high, stimu-
lating high levels of investment. Wage disparitics did not arise among sectors;
labor was efficiently allocated amcng sectors; and there were no large and
growing pools of wasted labor in the form of uncmployed workers. On the
contrary, uncmployment rates declined throughout much of the 1960s.

The lack of pressure from organized labor in South Korea is partly his-
torical accident. During industrialization under the Japanese, labor organiza-
tions were suppressed and suppression has continued to the present day. In
many other lcss developed countries, organized labos is powerful and political
regimes arc dependent on it for support. The demands of labor cannot be
ignored in such circumstances and it would be foolish of the government to
insist that wages be sct by market forces.

Fifth, South Korca underwent a thoroughgoing land reform first under
the U.S. military government and later under an indigenous Korean govern-
ment. Japancse landowners were expropriated and the subsequent redistribu-
tion of land was cvenhanded. This mcant that n~ large numbers of landless
laborers streamed into the cities in response to slight differences in urban and
rural wage rates. No doubt workers migrated from country to city, but they
did not overburden the system, sincc there were more jobs available in the
citics than there were migrants to fill them, as the decline in urban unemploy-
ment rates reveals. The even distribution of land also meant that the organiza-
tion of agricultural production could easily be made labor intensive. The
result was an efficient usc of resources where land and capital were scarce and
labor supcrabundant.

A land reform like South Korea's is not easily duplicated in other coun-
trics. Large landholdings, which were in the hands of one group of foreigners,
the Japanesc, were expropriated initially by another group of foreigners, the
Americans. But when an indigenous government aitempts to expropriate land
from major landholders who are politically powceiul, the reforms are not
likely to be so sweeping.

Sixth, Korcan culture places a very high value on education. Since parents
arc willing to spend large amounts of their own funds for the education of
their children, they support a vigorous system of high-quality private schools
throughout the country. Thus, even though public expenditures on education
in Korea are low by international standards, South Korea's literacy rate is one
of the highest in the world. Korea also has a very high proportion ¢ secondary
school and univzrsity graduates. Because this large investment in kuman capi-
tal did not requirc a commensurate public expenditure, more public resources
could be channeled instead into economic overheads and directly productive
investments.
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These special factors are lacking in many less developed countrics and the
combination of any number of them is rarc indeed. Taiwan is the only less
developed socicty where strong similaritics to Korea are found.

These special factors, however, are not sufficient in themselves to cxplain
the success of the South Korean economy. Economic policics made an im-
portant contribution: tax and government expenditure reforms, the interest
rate reforms, the exchange rate reforms, and the general emphasis on export
promotion and rcliance on international prices were some of the most entical,
There is some evidence that export promotion was a bit overdone—greater
reliance on tariffs particularly as a source of revenue may have gencrated
slightly more growth—but the bias toward cxports was far preferable to a
strong bias in favor of import substitution. The export bias allowed eflicient
industrics to establish themselves; without being limited in size by ihe domestic
market. The export bias led to an increasingly open cconomy and gencrated a
growing share of the foreign exchange that lessened the cconomy’s dependence
on foreign capital imports. The subsidization of cxports led to some inefficient
resource allocation but did r.ot result in the saine distortion of incentives which
is often the result of import substitution. Quotas on imports or prohibitive
tariffs can distort the structure of product priccs much more than the instru-
ments typically used to promote cxports. Exports arc subsidized by tax exemp-
tions and rebates, subsidization of credit, and subsidization of inputs. The
eflect of these instruments on costs and prices is limited. For example, income
tax excmptions can be applied only if a firm is profitable and only to the
cxtent that profits arc made. Subsidized clectricity and t-ansportation rates
typically affect only a small proportion of costs. In theory a dircct export
subsidy could bec madc to have as large a distorting cffect as any tariff or
import quota. In fact, direct subsidics have rarcly been used. There has always
been a reluctance to use direct subsidics, partly because they must be appropri-
ated as a specific government expenditure and the effect on the budgct is obvi-
ous and direct. A tax exemption, however, does not appear directly in the
budget cither as an expenditure or as ncgative revenue. An import quota has
no obvious impaci on the government budget. An import tariff except when
prohibitive makes a positive contribution to revenue.

Unfortunately, South Korea's economic gains have been accompanied by
a great deal of political repression. Labor unions have been very much dis-
couraged, and there exist many cases of cmployer abusc of unskilled workers,
reminiscent of ninetcenth century sweatshops in Western nations. The South
Korean experience does illustrate, however, the effectiveness of price-ori-
ented cconomic policies in initiating and sustaining rapid cconomic growth.
The poor performance in the area of human rights and in the labor policy is
tempered by a favorable performance in terms of income distribution and the
existence of many benevolently paternalistic employers. The relevance of the
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Korean experience to other less developed economies, however, is questionable
at best because it was probably the combination of political, historical, and
cultural circumstancs found only in South Korea that made these policies
succeed. In other circumstances they might not work.

NOTES

1. See Chenery, Duloy, and Jolly (1973), Chapter 2.

2. Economic Planning Boaerd, Major Economic Indicators, May 1972, pp. 88-89,
Farm wages are reported in terms of a dzily wage rate. To get monthly eamings, the
daily wage rate was multiplied by 23,

3. Bank of Korea, Economic Statistics Y earbook, various issues.

4. Average total farm household income is from Ministry of Agriculture and For-
estry, Report on the Resulis of Farm Economy Survey and Production Cost Survey of
Agricultural Products (1972). Average total farm household income is divided by 2,22
workers per houschold in 1964, 2.05 workers per household in 1968, and 1.98 workers
in 1971. These figures were estimated from the farm labor force estimates in Table 11-2
and the total number of farm houscholds in Bank of Korea, Economic Statistics Ycar-
book, 1973, p. 104, Manufacturing wages are from p. 254 of the same publication.

S. Brown (1973), p. 208.

6. Literacy rate for population aged 13 and over from Economic Planning Board,
“Briefing Materials to the President,” June 11, 1973.

7. Ministry of Education, Statistical Yearbook of Education, 1970, pp. 138-139.

8. Major Economic Indicators, 1961-1971, Seoul, Economic Planning Board, May
1972, p. 81.

9. See Cole and Lyman (1971).

10. Bank of Korea, Economic Statistics Yearbock, 1973, pp. 258-259 and 288-289.

11. Bunk of Korea, Economic Statistics Y carbook, 1973, pp. 290-291.

12. Economic Planning Board, Major Economic Indicators, 19611971, p .33,

13. Ibid,, p. 35.

14. Bank of Korea, Economic Statistics Y carbook, 1973, pp. 288-289.

15. For data on grain imports and the breakdown of imports into consumption
goods, capital goods, and intermediate goods, sce Table 8-10C and definitions and sources
in Table 8-8.

16. Sec Brown (1973) for an analysis of the efficiency aspects of a number of these
policies.

17. Commercial bank deposits increased from 28 billion won in 1964 to 636 bil-
lion won in 1971; time and savings deposits increased from 9 to 467 biilion won over the
same period. See Major Economic Indicators, 1961-1971, p. 3S.



Appendix A

Definition of Concepts and
Delinestion of Phases

DEFINITION GF CONCEPTS USED IN THE PROJECT

Exchange Rates.

I. Nominal exchange rate: The official parity for a transaction. For
countries maintaining a singlc exchange rate registered with the International
Monetary Fund, the nominal exchange rate is the registered rate.!

2. Effective exchange rate (EER): The number of units of local cur-
rency actually paid or received for a one-dollar international transaction. Sur-
charges, tariffs, the implicit interest foregone on guarantee deposits, and any
other charges against purchases of goods and services abroad are included, as
are rebates, the value of import replenishment rights, and other incentives to
earn foreign exchange for sales of goods and services abroad.

3. Price-level-deflated (PLD) nominal exchange rates: The nominal ex-
change rate deflated in relation to some base period by the price level index
of the country.

4. Price-level-deflated EER (PLD-EER): The EER deflated by the
price level index of the country.

5. Purchasing-power-parity adjusted exchange rates: The relevant (nom-
inal or effective) exchange rate multiplied by the ratio of the foreign price
level to the domestic price level.?
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Devalustion.

). Gross devaluation: The change in the parity registered with the IMF
(or, synonymously in most cases, de jure devaluation).

2, Net devaluation: The weighted average of changes in EERs by
classes of transactions (or, synonymously in most cascs, de facto devalua-
tion).

3. Real gross devaluation: The gross devaluation adjusted for the in-
creasc in the domestic price level over the relevant period.

4. Real net devaluation: The net devaluation similarly adjusted.

Protection Concepts.

1. Explicit tariff: The amount of tariff charged against the import of a
good as a percentage of the import price (in local currency at the nominal
exchange rate) of the good.?

2. Implicit tariff (or, synonymously, tariff cquivalent): The ratio of the
domestic price (nct of normal distribution costs) minus the c.i.f. import price
to the c.i.f. import price in local currency.*

3. Premium: The windfall profit accruing to the recipicnt of an import
license per dollar of imports. It is the difference betwesn the domestic selling
pricc (nct of normal distribution costs) and the landed cost of the item (in-
cluding tariffs and other churges). The premium is thus the difference between
the implicit and the explicit tariff (including other charges) multiplied by the
nominal exchange rate.?

4. Nominal tariff: The tariffi—either explicit or implicit as specified—
on a commodity.

5. Effective tariff: The explicit or implicit tariff on value added as dis-
tinct from the nominal tariff on a commodity. This concept is also expressed
as the cflective rate of protection (ERP) or as the cffective protective rate
(EPR).

6. Domestic resources costs (DRC): The value of domestic resources
(evaluaied at “shadow™ or opportunity cost prices) employed in :arning or
saving a dollar of forcign cxchange (in the value-added sense) when produc-
ing domestic goods.

DELINEATION OF PHASES USED IN TRACING THE
EVOLUTION OF EXCHANGE CONTROL REGIMES

To achicve comparability of analysis among different countries, each author
of a country study was asked to identify the chronolcgical development of his
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country's payments regime through the following phases. There was no pre-
sumption that a country would necessarily pass through all the phases in
chronological sequence.

Phase I: During this period, quantitative restrictions on international
transactions are imposed and then intensificd. They gencrally are initiated in
fesponse to an unsustzinable payments deficit and then, for a period, arc in-
tensified. During the period when reliance upon quantitative restrictions as a
means of controlling the balance of payments is increasing, the country is said
to be in Phase I.

Phase 11: During this phasc, quantitative restrictions are still intense, but
various price measures arc taken to offsct some of the undcsired results of the
system. Heightened tariffs, surcharges on imports, rebates for exports, special
tourist exchange rates, and other price interventions are used in this phasc.
However, primary reliance continues to be placed on quantitative restrictions.

Phase 111: This phase is characterized by an attempt to systematize the
changes which take place during Phasc 11. It gencrally starts with a formal
exchange-rate change and may be accompanied by removal of some of the
surcharges, etc., imposcd during Phase 11 and by reduced reliance upon quan-
titative restrictions. Phase 111 may be littlc more than a tidying-up operation
(in which case the likelihood is that the country will re-cnter Phase 1), or it
may signal the beginning of withdrawal from reliance upon quantitative re-
strictions,

Phase 1V : If the changes in Phase I result in adjustments within the
country, so that liberalization can continue, the country is said to enter Phasc
IV. The nccessary adjustments generally include increased forcign-cxchange
earnings and gradual relaxation of quantitative restrictions. The latter relaxa-
tion may take the form of changes in the nature of quantitative restrictions
or of increased foreign-exchange allocations, and thus reduced premiums, un-
der the same administrative system.

Phase V: This is a period during which an exchange regime is fully lib-
cralized. There is full convertibility on current account, and quantitative re-
strictions are not employed as a means of regulating the cx ante balance of
payments.

NOTES

I. In this volume the term official exchange rate is used more frequently than
nominal exchange rate.

2. The terms used in this volume have more frequently been the purchasing-power-
parity eflective exchange rate and the official xchange rate on a purchasing-power-parity
basis,
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1. In this volumg the term legal 1arifl rather than explicit tariff has been used.

4. Nominal tarif) rate rather than implicit 1ariff rate is used in this volume.

3. See the two preveding footnotes referring 10 the terms explicit tariff and implicit
tarif).



Adelman, Irma, ed. Practical Approaches to Development Planning: Korea's
Second Five-Year Plan. Baltimore: Johns Hopkins Press, 1969.

Balassa, Bela. “Tariff Protection in Industrial Countrics.” Journal of Political
Economy 73 (1965): 573--594.

. “Industrial Policics in Taiwan and Korea,” Weltwirtschaftliches
Archiv 106 (1971): 55-77.

Balassa, Bcla, and Schydlowsky, D. “Effective Tariffs, Domestic Cost of For-
cign Exchorge, and the Equilibrium Exchange Rate.” Journal of Politi-
cal Economy 75 (1968): 348-360.

Balassa, Bela, ct al. Deveciopment Strategies in Semi-Industrialized Countries.
Washington, D.C.: International Bank for Reconstruction and Develop-
ment, forthcoming

. The Structure of Protection in Developing Countries. Baltimore:
Johns Hopkins Press, published for the International Bank for Recon-
struction and Development, 1971,

Bank of Korea. Annual Economic Feview. Scoul: 1948 through 1959. (Nar-
ratives in Korcan, statistics in Korean and English.)

. Economic History of Chosen, Compiled in Commemoration of the

Decennial of the Bank of Chosen. Scoul: 1920,

. Economic Statistics Yearbook. Scoul: 1960 through 1973. (in En-
glish and Korcan.)

~ - ——. Effect of Export on GNP by Input-Outpur Method, 1963-1968.
Scoul: 1969.

249



250 BIBLIOGRAPHY

~————. The Interindustry Relations Study for the Korean Economy, 1960.
Seoul: Research Department, 1964,

- Monthly Statistical Review. Scoul: Rescarch Department, for selected

months, 1960 through 1973,

. National Income Statistics Yearbook. Scoul: 1953 through 1972,

(Only major statistics in English.)

- Review of the Korean Economy (annual). Seoul: 1960 through

1973. (In Englisk and Korcan.)

. Review of Price Index, Scoul: 1961. (Narratives in Korean, statistics

in Korcan and English.)

. A Ten-Year History of the Bank of Korea. Scoul: 1960. (In Korean.)

Bhagwati, Jagdish. “More on the Equivalence of Tariffs and Quotas.” Ameri-
can Economic Review S8 (1968): 142-146.

. ““On the Equivalence of Tariffs and Quotas,” in Trade, Growth, and
Balance of Payments: Essays in Honor of Gottfried Haberler. Robert E.
Baldwin ct al., cds., pp. 53-67. Chicago: Rand McNally. 1965.

Bhagwati, Jagdish N., and Chch, John. “The Share of Manafacturing Exports
in Total Exports of LDC’s: A Cross Section Analysis,” in Imernational
Economics and Development: Essays in Honor of Raul Prebisch. Eugenio
DiMarco, ed. New York: Academic Press, 1972.

Bhagwati, Jagdish N., and Hansen, Bent. “Should Growth Rates be Evaluated
at International Prices?” in Development Planning: Essays in Honor of
Paul Rosenstein Rodan. J. N. Bhagwati and R. S. Eckaus, eds., pp. 53-
68. Cambridge: M.LT. Press, 1973,

Bhagwati, Jagdish, and Krueger, Annc O. “Exchange Control, Liberalization,
and Economic Development.” American Economic Review 63 (1973):
419-427,

. Exchange Control, Liberalization and Economic Development: Ana-
Iytical Framework. Processed. New York: National Burcau of Economic
Rescarch, 1970.

————. Foreign Trade Regimes and Economic Development: Theory and
Experience. New York: National Burcau of Economic Rescarch, forth-
coming,

Bhagwati, Jugdish N., and Srinivasan, T. N. “The General Equilibrium Theory
of Effcctive Protection and Resource Allocation.” Journal of Interna-
tional Economics 3 (1973): 259-231,

Brown, Gilbert T. Korean Pricing Policies and Economic Development in the
1960’s. Baltimorc: Johns Hopkins University Press, 1973,

Bruno, Michael. “Domestic Resource Costs and Effective Protection: Clarifi-
cation and Synthesis.” Journal of Political Economy 80 (1972): 16-33.

- “Protection a:d Tariff Change under General Equilibrium.” Journal

of International Economics 3 (1973): 205-225.




BBLIOGRAPHY 251

Cha, Byung Kwon, ct al. Analysis of Korea's Import Substitution Industries.
Scoul: Scoul National University, 1967

Chencry, Hollis B. *“Alternative Patterns of Development.” Economic Devel-
opment Report No. 163. Cambridge: Development Rescarch Group,
Harvard University, !970b.

- “The Normally Developing Country.” Economic Development Re-

port No. 162. Cambridge: Development Rescarch Group, Harvard Uni-

versity, 1970a.

. “Patterns of Industrial Growth.” American Economic Review $9

(1960): 624-654.

- “The Process of Industrialization,” in Economic Development Re-
port No. 146. Processed. Cambridge: Harvard University Project for
Quantitative Rescarch in Economic Development, 1969,

Chencry, Hollis; Duloy, John; and Jolly, Richard. “Redistribution with
Growth: An Approach to Policy.” Processcd. Washington, D.C.: Inter-
national Bank for Reconstruction and Development, 1973,

Chencry, Holiis B.; Shishido, Shuntaro; and Watanabe, Tsunchiko. “The Pat-
tern of Japanese Growth, 1914-1954." Econometrica 30 (1962): 98-
129.

Chenery, Hollis B., and Westphal, Larry E. “Economics of Scale and Invest-
ment over Time,” in Public Economics: An Analysis of Public Production
and Consumption and their Relations to the Private Sector, Conference
on the Analysis of the Public Scctor, Biarritz, 1966, Julius Margolis, and
Henri Guitton, eds. Proceedings of a conference held by the International
Economic Association. New York: St. Martin's Press, 1969,

Cho, Yong Sam. “Disguised Unemployment™ in Underdeveloped Areas: with
Special Reference to South Korea. Berkeley: University of California
Press, 1963.

Choi, Myong Nam, and Kim, Kwang Suk. “A Study of Korca's Export Func-
tion.” A paper prepared for USAID/Korca. Scoul: November 1968.

Choi, Woonsang. The Fall of the Hermit Kingdom. Dobbs Ferry, New York:
Oceana Publications, 1967,

Choy, Bong Youn. Korea: A History (foreword by Youghil Kang). Rutland,
Vermont: C, E. Tuttle Co., 1971,

Chung, Henry. The Russians Came to Korea. Scoul, Washington: Korcan
Pacific Press, 1947,

Chung, Joseph Sang-hoon, ed. Patterns of Economic Development: Korea.
Detroit: Cellar Book Shop, for Korca Rescarch and Publications, Inc.,
1966.

Cohen, Benjamin 1. Multinational Firms and the Export of Manufactures from
Developing Countries: An Empirical and Theoretical Analysis of Singa-




252 BIBLIOGRAPHY

pove, South Korea, and Taiwan. New Haven: Yalc University Press,
forthcuming.

Cole, David C., and Lyman, Princcton N. Korean Development: The Inter-
play of Politics and Economics. Cambridge: Harvard University Press.
1971,

Cole, David C., and Westphal, Larry. “The Contribution of Exports to Em-
ployment.” Processed. Seoul: Korea Development Institute, Junc 1974.

Corden, Warner M. The Theory of Protection. Oxford: Clarendon Press,
1971,

Desai, Padma. “Alternative Mcasures of Import Substitution.” Oxford Eco-
nomic Papers 21 (1969): 312-324.

Dolph, Fred A. Japanese Stewardship of Korea: Economic and Financial,
Washington, D.C.: 1920.

Fair, Ray C. “The Estimation cf Simultaneous Equation Models with Lagged
Endogenous Variables and First Order Serially Corrclated Errors.”
Econometrica 38 (1970): 507-516.

Fane, George. “Import Substitution and Export Expansion: Their Mcasure-
incat and an Example of Their Application,” in Economic Development
Report No. 179. Cambridge: Development Rescarch Group, Harvard
University, 1971.

Federation of Korean Industries. Korean Economic Yearbook. Scoul: 1969
through 1971. (Narratives in Korcan, statistics in Korcan and English.)

Fisher, Franklin M. “The Choicc of Instrumental Variables in ihe Estimation
of Economy-Wide Econometric Models.” International Economic Re-
view 6 (1965): 245-274.

Frank, Charles R., Jr. “Debt and Terms of Aid.” Washington, D.C.: Overscas
Development Council, 1970. Reprinted in Frank, Charles R., Jr.; Bhag-
wati, Jagdish N.; and Malmgren, Harald B. Assisting Developing Coun-
tries: Problems of Debts, Burden-Sharing, Jobs and Trade. New York:
Pracger, for the Overscas Development Council, 1972: 1-66.

- “External Debt Service of Less Developed Countries: Problems and
Prospects for Korca.” In Seminar on Korea's Foreign Trade and Balance
of Payments in Economic Development. Seoul: Korea University, 1971,

Frank, Charles R., Jr., and Clinc, William R. “Mcasurement of Debt Servicing
Capacity: An Application of Discriminant Analysis.” Journal of Interna-
tional Economics \ (1971): 327-344.

Grajdanzev, Andrew J. Modern Korea. New York: Institute of Pacific Rela-
tious, distributed by John Day Company, 1954,

Guisinger, Stephen E. “Negative Value Added and the Theory of Effective
Protection.” Quarterly Journal of Economics 83 (1969): 415-423,

. “The Theory and Mcasurement of Effectivz Protection: Tae Case of

Pakistan.” Ph.D. dissertation, Harvard University, 1970.




BIBLIOGRAPHY 253

Han, Kee Chun. “Estimates of Korcan Capital and Inventory Coefficients in
1968." Processed. Scoul: Yonsci University, 1970.

. A Study on Export Promotion Measu:es in Korea. Seoul: Yonsei
University, 1967. (In Korcan and English.)

Hatada, Takashi. A History of Korea. Translated and edited by Warren W.
Smith, Jr., and Benjamin H. Hazard. Santa Barbara, Calif.: Amcrican
Bibliographical Centcr, Clio Press, 1969,

Henderson, Gregory. Korea: Politics of the Vortex. Cambridge: Harvard Uni-
versity Press, 1968,

Hong, Wontak. “Factor Supply and Factor Intensity of Trade: The Case of
Korea, 19621971, in Imterim Report No. 7304. Scoul: Korea Develop-
ment Institute, 1973,

Ircland, Alleync. The New Korea. New York: E. P. Dutton and Company,
1926.

Kim, Kwang Suk. “Industrial Incentives for Export Promotion in Kowca,” in
Seminar on Korea's Foreign Trade and Balance of Payment= m Economic
Development. Scoul: Korea University, Internationa! Management Insti-
tute, 1971, (In Korcan.)

Kim, Mahn Je. Macro Planning Model for the Third Five-Year Plan. Scoutl:
Economic Planning Board, 1970.

Kim, Nak Kwan. “Effccts of Devaluation on the Major Trading Commaditics
of the Republic of Korca.” Asian Economics No. 3 (1972): 34-48.
Kim, Scung Hec. Foreign Capital for Economic Development: A Korean Case
Study (foreword by Thomas M. Franck). New York: Pracger, 1970,
Korea (Republic). Economic Survey (annuai). Seou!: Economic Planning

Board, 1959 through 1971, (In English and Korcan.)

. The First Five-Year Economic Developmemt Plan. 1962-1966.

Scoul: Economic Planning Board, 1961. (Korcan cdition with English

summary.)

. Foreign Trade White-Paper. Scoul: Ministry of Commerce and In-

dustry, 1971. (In Korcan.)

. The Laws and Regulations Pertaining to Foreign Capital Induce-

ment. Scoul: Ministry of Forcign Affairs, 1969. (In English.)

- An Outline of Foreign Exchange System and Policy in Korea. Scoul:

Ministry of Finance, 1967. (In Korcan.)

. Republic of Korea Tariff Table. Korcaa Customs Association. Scoul:

Ministry of Finance, 1964 and 1968. (In English and Korean.)

. The Second Five-Year Economic Development Plan, 1967-1971.

Scoul: Economic Planning Board, 1966. (In English and Korcan.)

. Semi-Annual Trade Programs. Scoul: Ministry of Commerce and In-

dustry, for sclected years. (In Korean.)




254 BIBLIOGRAPHY

o, Statistical Yearhook of Foreig:: Trade. Scoul: Ministry of Finance,
1964 through 1972, (In English and Korean.)

e, Statistical Y earbook of National Tax. Scoul: Office of National Tax,
1958 through 1972, (In Korean and English.)

. The Structure and Policy of Korea's Foreign Trade. Scoul: Ministry

of Finance, 1967. (In Korcan.)

. The Structure of Public Finance and Policy in Korea. Scoul: Ministry

of Finance, 1967. (In Korcan.)

. A Ten Year History of Korea'’s Trade and Industrial Policy, 1960-
1969. Scoul: Ministry of Commerce and Industry, 1970. (In Korcan.)

Korea Deveiopment Association. Status and Outlook of Export ludvstry and
Study of Export Promotion. Scoul: 1968. (In Korean.)

Korca Devclopment Bank. Industrial Development and Problems in Korea.
Scoul: 1968. (In Korcan.)

. Korean Indusiry. Scoul: 1970. (In English and Korean.)

. A Ten-Year History of the Korea Development Bank. Seoul: 1964.
(In Korean.)

Korcan Preductivity Center, The Institute of Productivity Rescarch. The
Analysis of Cost and Rate of Net Foreign Exchange Earnings of Korean
Export Products. 3coul: 1970,

. A Study for Export Promotion Measures. Scoul: 1968. (In Korcan.)

. A Study of Export Supporting Measures Through Cost Analysis.
Scoul: 1968. (In Korean.)

Korca Trede Rescarch Center. Measures to Increase Net Foreign Exchange
Earnings from Exports. Scoul: Scoul National University, 1969. (In
Korcan.)

Korca Trade Rescarch Institute. Projection of Iinport Demand and Measures
to Reduce Import Demand. Scoul: Scoul National University, 1968. (In
Korcan.)

Korcan Traders Association. Foreign Trade Yearbook. Seoul: 1960. (Narra-
tives in Korcan, statistics in Korcan and English.)

. A Study of International Competitiveness of Korc-n Export Indus-

tries. Scoul: 1969. (In Korcan.)

. A Study on the Promotion of Strategic Export Industries and Direc-
tion of Export Promotion Policy. Scoul: 1970. (In Korcan.)

Krucger, Anne O. “Evaluating Restrictionist Trade Regimes: Theory and
Micasurement.” Journal of Political Economy 80 (1972): 48-62.
Kwak, Sang Soo. Tax Policy and Tax Administration in a Developing Econ-
omy: The Korean Experiment. Scoul: The Korcan Research Center,

1965.

Lee, Duk Soo. “Analysis of Capital Cost, Sclected Industrial Establishments.”

Scoul: Korcan Economic Development Institute, 1967.




BIBLIOGRAPHY 5s

Lec, Eric Y. “The Effects of Exchange Ratc Devaluation on the Dynamics of
Inflation in Korea.” Processed. A paper prepared for USAID/Koren.
Scoul: 1973,

Lee, Hahn-Been. Korea: Time, Change, and Administration. Honoluly: East-
West Center Press, 1968.

Lee, S. Y. A Study of Price Comparisons between Domestic Producer's Unit
Prices and International Prices. Scoul: Sogang University, 1971,

Leontief, Wassily. “Domestic Production and Foreign Trade: The American
Capital Position Re-Examined.” Economia Internazionale 7 (1954):
9-38.

Lewis, Stephen R., and Soligo, Ronald. “Growth and Structural Changes in
Pakistan’s Manufacturing Scctor, 1954-1964." Pakistan Development
Review S (1965): 94-139,

Lim, Youngil. “Foreign Capital Influcnce on Economic Change in Korea.”
Journal of Asian Studies 28 (1968-1969): 77-99,

Littie, lan M.; Scitovsky, Tibor: and Scott, Maurice. Industry and Trade in
Some Developing Countries: .. Comparative Study. London: Oxford
University Press, published for the Organ:zation for Economic Coopera-
tion and Devclopment, 1970.

McCunc, George M., with collaboration of Gray, Arthur L., Jr. Korea Toduay.
Cambridge: Harvard University Press, 1950.

McKinnon, Ronald 1., “The Financial Feasibility of Increasing Private Saving
in Korea.” Processed. Scoul: Korea Develupment Institute, 1973,

. “Monctary Theory and Controlled Flexibility in the Forcign Ex-

changes,” in Essays in International Finance No. 84. Princcton: Inter-

national Finance Scction, Princeton University, 1971,

- “Savings Propensitics and the Korcan Monctary Reform in Retro-

spect.” Processed. Paper read at Conference on Money and Finance in

Economic Growth and Devclopment, in Honor of Edward F. Shaw,

April 1974 at Stanford Univcrsity.

- “Tarifl and Commodity Tax Reform in Korea: Some Specific Sug-

gestious.” Processed. A paper prepared for USAID/Korca. Scoul: 1967.

. “Tariff, Special Customs Duty and Excisc Tax Reform. Processed.
A paper preparcd for USAID/Korca. Scoul: 1967.

Musgrave, Richard A. “Revenuc Policy for Korea's Economic Development,”
Processed. A paper prepared for USAID/Korca. Scoul: 1965,

Nathan, Robert R., and Associates. “An Economic Prograi sme for Korcan
Reconstruction.” Processed. A paper prepared for the United Nations
Reconstruction Agency. New York: 1954,

Norton, Rodger D. “The South Korean Economy in the 1960's." Washington,
D.C.: Development Rescarch Center, International Bank for Reconstruc-
tion and Development, 1971.




256 BIBLIOGBAPHY

Park, Pil Soo. “Government Expon Promotion Policy,” in Seminar on Korea's
Foreign Trade and Balance of Payments in Economic Development.
Scoul: Korea University, International Management Institute, 1971. (In
¥orcan. )

Park, Sung-jo. Die Wirtschaftsheziehungen Zwischen Japan und Korea, 1910-
1968. (Forcign Economic Relations between Japan and Korea, 1910-
1968.) Wiesbaden: O. Harrassowitz, 1969.

Patrick, Hugh T. “Basic Issucs of Financial Policy for Korca's Third Five-
Year Plan.” Transcription of an address to the Second Seminar an
Korea’s Financial System, 1971,

~———~. “Thoughts on Korcan Monctary and Financial Rescarch Policy.”
Processed. A paper prepared for USAID/Korea. Scoul: 1971.

Rumaswami, V. K., and Srinivasan, T. N. “Tariff Structurc and Resource
Allocation in the Presence of Factor Substitution,” in Trade, Balance of
Payments and Growth: Papers in Honor of C. P. Kindleberger, Jagdish
Bhagwati ct al., eds., pp. 291-299. Amsterdam: North-Holland Publish-
ing Co., 1971,

Ranis, Gustav. “Some Obscrvations on the Economic Framework for Opti-

~ mum LDC Utilization of Techuology,” in Technology and Economics in
International Development: Report of a Seminar. Washington, D.C.:
United States Agency for International Development, 1972,

Ray, Alok. “Non-Traded Inputs and Effective Protection: A General Equi-
librium Analysis.” Journal of International Economics 3 (1973): 245-
257.

Reeve, W. D. The Republic of Korea: A Political and Economic Study. Lon-
don, New York: Oxford Univ. ‘rsity Press, 1963,

Rescarch Institute for Economics and Business. A Study of Mcney Market
and Industrial Investment Financing in Korea. Scoul: Sogang University,
1970. (In Korcan.)

Shibata, Hirofumi. “A Notc on the Equivalence of Tariffs and Quotas.”
American Economic Review §8 (1968): 137-142.

Watanabe, Susumu. “Exports and Employment: The Casc of the Republic
of Kovea.” International Labor Review 106 (1972): 495-526.

Watanabe, Tsunchiko. “A Test of the Censtancy of Input-Output Coefficicnts
Among Countries.” Internationa; Economic Review 2 (1961): 340-350.

Westphal, Larry E., and Adclman, Irma. “Reflections on the Political Econ-
omy of Planning: The Casc of Korea,” in Basic Docurients and Selected
Papers of Korea's Third Five-Year Economic Development Plan, 1972-
1976,S.H.Joand S. Y. Park, ed., pp. 13-31. Scoul: Sogang University,
1972.

Westphal, Larry E., and Kim, Kwang Suk. “Industrial Policy and Develop-
ment in Korea," 1974, in Development Strategies in Semi-Industrialized



BIBLIOGRAPHY 257

Countries, Bela Balassa, cd. Washington, D.C.: International Bank for
Reconstruction and Development, forthcoming.

Willet, Thomas D.; Kai:, Samuel 1.; and Branson, William H. “Exchange Rate
Systems, Intcrest Rates, and Capital Flows,” in Essays in International

Finance No. 78. Princeton: Internutional Finance Scction, Princeton
University, 1970.



Accelerated depreciation, Sev
Depreciation
Accelerator effect, 226
Advance deposits, 26, 34
Agency for International Development
(AID). See United States Agency for
International Development
Agricultural production, 11
Allende, Salvador, 241
Asian Development Bank, 101,
i Auctions, 27, 41
* Austria, S0
! Autocorrelation, coefficient of, 162
‘Aviomatic approval (AA), 44, 47
Automatically approved items, 38, 44f1.,
58, 76

Balance of payments, 3, 18, 23, 6, 76,
108fY., 120, 126, 143, 169, 174, 186

Balassa, Bela, 100, 1881., 196, 20011,
208, 211%., 2171,

Bank deposits, 23, 54

Bank deposit rate, 54

Bank loan rate, 22

Bank of Korea, 21f1., 2711, 361, 4811,
36, 67, 150, 192, 240, 244

Bank of Korea stabilization account, 21

Bank reserves, 21

Barter. See Trade

258

Bhagwati, Jagdish, $, 217, 218

Bhagwati-Kreuger Scheme, 3; Phase 1, 3,
25M., 247; Phase 11, 3, 26, 42, 247;
Phase 11, 3, 421, 247; Phase IV, 3,
4211, 57, 247

Bidding, 26, 341

Black markets, 8, 36, 40fT,

Brown, Gilbert T., 225, 244

Bruno, Michael, 217

Brussels Tariff Nomenclature (BTN), 60

Burma, 50

Business activity tax. See Taxes

Business savings. See Savings

Cambodia, 50

Capital equipment. See Equipment

Capital goods, 34, See also Imports

Capital imports, 108, 122, 138; officia’,
122; private, 43. See also Foreign
capital imports

Capital inflow ratio, 97

Capital intensity, 4. See also Factor
intensity of trade

Capital intensive goods, 223

Capital movements, 121, 124; shor! term,
126, 143

Capital-output ratio, 107, 124, 133, 162,
218, 22511,

Causal variables, 145



Central bank, 113

Chang Myon, 13, 42, 43

Cheh, Joba, $

Chenery, Hollis B., 931, 98f1., 244

Chile, 241

Chosun Exchange Bank, 26f.

Cline, William R., 108, 124

Cochrane-Orcutt Technique, 85, 99,
13260, 1370, 142, 162

Coefficient of autocorreiation. See
Autocorrelation

Coefficient of determination, 133

Cole, David C., 244

Collective bargaining, 226

Combined Economic Board (CEB), 29

Commerrcial loans, 104, 118

Commercial policy, 125, 152, 16411, 176,
183,

Commodity taxes. Sce Taxes

Consignment, 24

Consistent estimation. See Estimation

Consumption, 6, 126, 135, 175

Contribution to growth, See Sources of
growth

Corden, Warner M., 18811, 201, 205,
217, 238

Corparate saving. See Savings

Counterpart deposits, 35

Counterpart Fund, 39, 49, 63; special
account, 28

Credits, 22; export, 39, 49, 102; long
term, 102, 120; preferential, 3811.;
short term, 120; standby, 48, 50; trade,
39. See also Letters of credit;
Supplier's credits

Currency, 23; in circulation, 8, 23;
reform, 41

Currency account, 127

Customs code, 36

Data: adjustments to, 132; sources, 132

Debt service, 57, 108f,, 139, 228, 236;
ratio, 108

Decreasing returns, 133

Degrees of freedom, 85, 14511, 132, 232

Demilitarized zone, 8

Depreciation, 162; accelerated, 22, 51

Devaluation, 3, 38, 54f1,, 67, 7411, 86,
10911, 120, 2321, 2391F.;
discontinuous, 119f1., 239f1.; expected

INDRX 259

rates of, 132; gradual, 1i96.; groes
real, 246; net resl, 246; rate of, 1654,
See also Exchange rase

Development Loan Fund (DLF), 102

Deviation operator, 93

Direct trade effects, 93

Discount rate, 123

Discounted value of consumption, 17111,
1808

Discounted value of output, 171, 177A,,
1804,

Disposable income, 126

Documents against acceptance (D/A),
62

' Documents against payment (D/P), 33,

62
Dollar-denominated deposits, 28, 38
Domestic demand expansion (DE), 8741.,
92A.
Domestic equipment. See Equipment
Domestic price index. See Index
Domestic prices. See Prices
LComestic resource cost (DRC), 217, 246
Domestic savings. Sce Savings
Duloy, John, 244
Durbin-Watson Statistic, 99, 133

Econometric model, 4, 125, 146, 16411,
184

Economic Planning Board, 104, 108,
122, 139, 192, 217, 244

Effective demand, 225

Effective exchange rate. See Exchange
rate

Effective incentive. See Efective
protection rate; Effective subsidy rate

Effective incentive and resource
allocation, 206ff.

Effective protection rate: defined, 188;
domestic sales compared with exports,
197f1.; estimates, 195f1.; variability
of, 200ff. See also Protection

Effective subsidy rate: defined, 189;
domestic sales compared with exports,
197R.; estimates, 195f1.; variability
of, 20011, See also Subsidy

Elasticity, 140, 236f.; average for the
official exchange rate, 142; capital
goods imports, 141; direct tax revenues,
134; eflective exchange rate on imports,



141; grain comumption, 1334.;
income. 133; indirect tax revenuss,
134; interest rates, 1289, 137, 140;
price, 133

Emergancy Presidential Decree for
Economic Stabilization and Growth,
21

Employment, 4. 219; manufacturing,
s, 223

Endogenous variables, 125K, 14411,
15111, 166, 18411,

Entrepreneurs, 226

Fquipment: domestic, 118, 123; foreign,
118, 122; eflective tax on local
production, 118; tramsport, 11, 19781,

Error terms, 123

Estimation: coefficienty, 132; consistent,
143; simultaneous, 132

Europesn Economic Community (EEC),
67

Exchange certificates, 43, 48, 99

Exchange rate, 3, 221, 43, 186;
adjustuble peg, 119; eflective (EER),
35, 47, 6911, 7401, 84R., 16SM., 17011,
185, 234, 245; equilibrium, 174;
exports, 1653; fixed, 44, 120, 124; free
market, 29, 36; gliding peg, 174, 241;
imports, 1401, 163, 235; multiple, 3,

38, 47, 54, 84, 164, 170, 176, 186, 239; -

nominal, 33, 245; official, 2111, 281,
341, 41T, G6fT., 841, 121, 14I1T.,
164f1., 176fF., 1824.; pegged, 3, 48, 56,
67, 11911.; policies, Iff., 86, i21, 166,
234; price deflated, 28, 72f1; price-level
deflated, 72, 245; price-level deflated
effective exchange iate (PLD-EER),
243; system, 43; unification, 74, 94,
232, 238; unifary fluctuating, 48

Exemptlions. See Revenues; Tax benefits;
Tax concessions; Tax irelief; Taxes

Exogenous variables, 125, 129, 134, 144,
15161, 166, 18S

Expanded Export Conference, 46

Export accounts, 27

Export bills, 240

Export contribution, 87, 92

Export dollar certificates, 33, 44, 69

Export dollar premium, 69, 74, 165

Export dollars, 331,

Dxport expansion (EE), 87M1,, 921,

Export-import link, 26, 38, 47, 51, 69,
191

Export industries, See Industries

Export markets, 78

Export premium, 13, 69, 74; per dollar
of exports, 73, 127, 1644., 176, 185;
per dollar uf imports, 127, 140., 1654.

Export usance, 30

Exporters: amociation, 83; preferential
loans for, 26

Exports, 9, 12, 181, 4111, S6, 66, 98,
126, 184, 190A1., 209; bonded
procesmsing, 83f1.; composition of, 10,
7700.; clasticity to effective exchange
rate, 6911., 70, 831.; growth of, Iff,
1761, 23, 54, 76A1., 8511, 92, 98, 122,
206, 232; import content of, 81f1., 99;
incentives to, 2, 1711, 41, 46, 49, 56,
63, 831, 1901, 199f1.; manufactured,
18f., 37, 46, 7761, BS, 141, 184, 21511.;
preferential system, 38; price index for,
116, 124; primary products, 77, 127;
promotion of, 26, 74, 243; rate of
growth, 1, 74; services, 149

Factor intensity of trade, 208ff. See also
Capital intensity; Labor intensive
exports :

Factor paymenis, 127

Fair, Ray C., 145

Family planning, 20

Fane, George, 100

Farm income, 18ff,, 224

Farm productivity, 20

Farm wages, 224

Fiscal policy, 14

Fisher, Franklin M., 1091, 144, 147

Fisherian real inierest analysis, 109

Fishlow, Albert, 162

Five-Year Plan: First, 18; Second, 19

Foreign aid, 2, 12. See also United States
Agency for International Development;
Foreign assistance

Foreign assistance, 2, 12

Foreign borrowing, 101, 107f1.;
commerciai, 107f1., 227; optimal level
of, 119; real private cost of, 110, 116;
real social cost of, 110. See also
Foreign loans

Foreign capital, 2; arrivals, 2, 122;



imports, 2, 17, 101, 116, 1226,, 16S;
inflows, 9741, 106, 121

Foreign Capital Inducement Deliberation
Committee, 102

Foreign Capital Inducement Law, 10281,
121

Foreign exchange, 13, 256, 34f1, 178,
183, 2301; auction, 26; constraint,
174, 186; deposit accounts, 27; deposit
system, 26, 43; government-held
(KFX), 29, 34, 4411; loany, 28, 29;
ratio, 49, 53; reserves, 23, 16811, 175,
181, 233; stabilization fund, 48; tav,
26, 36, 69, 1761, 235

Foreign Exchange Control Regulation, 51

Foreign investment: direct, 17, 104;
equity, 124

Foreign lending. See Foreign loans

Foreign loans, 17, 106f1,, 11911., 132,
138M%; arrivals, 101, 1221,;
commercial, 126, 141; liabilities, 120;
social opportunity cost of, 121; term
structure of, 120. See also Foreign
borrowing

Foreign reserves, 126. See also Foreign
exchange; Reserves

Foreign savings. See Savings

France, 101

Frank, Charles R., Ir., 108, 124

Free market rate, 3111, 4411,

Gauss-Seidel Technique, 170

General accounts, 27

Ginseng, 193

Gliding parity, 121

Government accounts, 27

Government expenditures, 22; current,
230; nonrecurrent, 230

Grain. See Inventories; Elasticity

Gross Domestic Product (GDP), 87, 98,
218

Gross National Product (GNP), 1, 14,
18, 23, 54, 78, 85, 97, 100, ivoi,, 126,
141, 173, 2271.; deflator, 116f.,
127, 151; rate of growth, 1, 1141., 181,
51, 171, 23511,

Growth rates at constant world prices,
215

Guarantees, government repayment, 104

Guisinger, Stephen E., 218

INDEX 261

Han, Kes Chun, 218

Hansen, Bent, 218

Hong Kong, 26

Hong, Wontak, 218

Household savings. See Savings

Import substitution (1S), 2, 86f., 924,
100, 186, 20641., 243; estimates of,
92R.; measurement of, 87,

Import-competing industries. See
Industries

Imports, 9, 12, 19, 271, 36A1., 41A., $6,
98, 126, 178, 190, 209, 236;
aid-financed, 3M1.; capital goods, ¥4,
62, 141; competing, 86; composition
of, 10; controls on, 185, 19, 44, 76,
IR6HT., 192, 241; entitlements to, 3SA.,
47, 69, 74, 83, 165; exchange rate,
6911, 74; foreign capital, 2; growth of,
181, 58, 70, 74, 235A1.; licensing of, 37,
48; manufactured, 10, 21, 2185; ‘
noncompeling, 87; prepayment deposit
on, 49, 62, 191; quotas on, 26, 37,

44, 61, 18611, 191, 243

Income distribution, 4, 219, 223, 243

Income eflect, 163

Income eladticity. See Elasticity

Income tax. See Taxes

Index: domestic price, 123; export price,
124; import price, 124; production,
811.; Seoul retail price, 8; Seoul
wholesale price, 9, 12; unit value, 124

India, 50

Industrial production, 8

Industries: export (X), 90, 186, 191,
196fl., 200; import-competing (IC),
90, 191, 196, 20011.; export and
import-competing (XIC), 90, 191,
2001.; non-import-competing (NIC),
90, 191, 196, 200

Inflation, 3/, 12, 22, 76, 119, 138:
rates of, 18, 1091, 124, 132, 136h.,
162, 228, 240

Instrumental variatles, 144

Interest cost: private real, 11, 116, 12);
social real, 116

Interest rate, 3, 211, 132, 138, 192, 228;
domestic commercial loans, 127;
domestic savings deposits, 127;
clasticity, 125, 137; elasticity for



262

foreign losms, 140; expecied real,
1364.; nominal, 137, 240; preferential,
39, 46; real, 121, 1364.; real domestic,
121; reform, 19; return, 43; subsidies,
. 57,190

International prices. See Prices

International Bank for Recomstruction
and Development (IBRD), 10111,

International Moastary Fund (IMF), 48;
siandby, 122, 228; standby credit, 30

Inveniories, 16811.; grain, 24, 126, 1358.;
investment in, 126; leve! of, 24, 126

Investment, 2, 126, 133, 138, 186; equity,
124; fixed, 126; gross fixed, 123;
inventory, 126¢; total, 2, 139, 169, 178.
See also Foreign investment

Italy, 50

Japan, 41, 21, 26, 1S, 50, 39, 62, 67, 71,
78, 101, 116
Jolly, Richard, 244

Kim, Kwang Suk, 195, 216

Kim, Mabn Je, 71

Kim, Nak Kwan, 99

Korea Development Bank (KDB), 11811,

Korea-Japan Diplomatic Normalization
Agreement, 102, 106

Korea-Japan Open Account, 27

Korea Mission, 31

Korea Productivity Center, 82

Korea Trade Promotion Corporation
(KOTRA), 50

Korea Trade Research Center of Seoul
National University, 82

Korean Traders Association, 31ff., 50, 66

Korean War, 1, 3, 8ff,, 25, 35, 41, 85, 98;
armistice, 3, 11

Krueger, Anne O, S, 217

Labor: force, 220; market, 223;
organized, 242; participation rates,
220; productivity, 223; skilled, 223,
See aiso Unions; Working class

Labor intensity. See Factor intensity

Labor-intensive exports, 223

Lagged variables, 128, 144; endogenous,
125

Land reform, 224, 242

Law Prohibiting Sales of Special Foreign

Products, 46

Least Squares: ordinary, 107, 1326,
1404.; iwo-vtage, 1458,

Leontief, Wassily, 209

Letters of credit (L/C), 26A., 351, SOA.,
62

Lewis, Stephen R., 99

Literacy, 4; rate, 226, 242

Little, lan M., 218

Lyman, Princeton N., 244

Macao, 20

Manufacturing, 6f1.; wages in, 224

Manufactured exports. See Exports

Marginal efficiency of investment, 110

Marginal rate of substitution, 111

McKinnon, Ronald ., 59, 124, 240

Medium Industry Bank (MIB), 50

Mexico, 50

Military government, 1311, 42; US,, 6A.

Military payment certificatee, 3, 251,
31, 36

Military procurement, 230

Ministry of Commerce and Industry
(MCI), 37, 46, 57, 58

Ministry of Finance, 37, 57, 63, 82

Monetary Board, 27, 36

Monetary policy, 14

Money supply, 8, 21

Monopoly rights, 57

Multiple exchange rate system, 3. See
also Exchange rates

National income, 8

Negative-list system, 3, 56

Nominal protection rate: defined, 187;
estimates, 87, 192, See also
Protection

Non-import-competing industries. See
Industries

Normal development patterns, defined, 93

Numeraire, 1131,

Oh, Sae Min, 99

Oil refining, 37

Opportunity cost of domestic capital, 123
Ov..rall resources budget, 1911,

Park, Chung Hee, 226
Per capita income, 12



Petroleum, 76

PL 480, 12

Population, 6, 128

Positive list, 56

Preferential export dollars, 33

Premium, 246

Presenit value, 123

Price comparison survey, 1921,

Price discrimination, 83

Price elasticity. See Elasticity

Price index. See Index

Prices: dowestic, 4, 83; international, 4;
wholesale, 12, 69; workd market, 4

Price stabilization, 3, 22. See also
Stabilization bonds

Primary school, 226

Pracurement. See Military procurement

Preduction functions, 162

Productivity, 108. See also Labor

Profits, 226; windfall, 4, 44

Prohibited itenis, 38

Property and Claims Fund from Japan,
106

Frotection: effective, 4, 70, 123, 137,
1871, 1961, 206, 216; measuring of,
217; nominal, 4, 99, 1871, 19211,
200, 21711, 238

Public enterprises. 241

Purchasing power parity, 67M1., 85, 119ff.,
164; adjusted exchange rate, 245;
effective exchange rate, 72T, 84, 171,
174, 232, 236; exchange rate, 69,
120, 174, 232; index, 70, 129, 152,
232M1; rate, 68ff., 174

Pusan, 24, 27

Quantitutive restrictions, est‘mates of
protective impact, 192ff,, 233
Quotas, 61, 243. Sce also Imports

Railway freight rates, 67

Ramaswami, V. K., 217

Rate of return, 225

Rates of discount, 240. See also
Discount rate

Rates of interest, See Interest rate

Ray, Alok, 217

Reforestation, 20

Reform, 3, 15, 22, 42, 132, 240

Repatriation, 8

INDEX 263

Reserves, 11} “'ee abso Forelgn exchange

Resource allocution, 1, 117, 1868,
200.

Restricted items, 18

Revenues: current, 230; direct tax, 126,
151, 1R1; government, 34, 2M0;
indirect tax, 126, 151:tax, 18, 229,
See also Taxes

Rhee, Syngman, 41, 132

Savings, 135; business, 137, 22811, 240;
corporate, 126, 1366, 16); depoaits,
54; domestic, 2, 19, $1, 111, 22911,
foreign, 2, 102, 107/, 227;
government, 19, 12611, 138, 18],
229; houschold, 126, 136(T., 228, 239;
private, 19, 132, 1374, 151

Scitovsky, Tibor, 218

Scott, Maurice, 21711,

Seoul price index. See Index

Shibata, Hirofumi, 217

Simulation, 125, 139, 16611, 178, 18311

Smithsonian Agreement, 23, 67

Social indifference curve, 111

Social opportunity cost of foreign loans,
121

Social overhead capital, 18

Soligo. Ronald, 99

Sources of growth: defined, 87M1.;
estimates of, 90fT.

Special accounts, 27

Srinivasan, T. N, 217

Stabilization bonds, 21

Standard International Trade
Classification (SITC), S&ff.

Standby credit. See International
Monetary Fund

Statistical discrepancy, 149

Structural change, 86f.

Structural norms, 96; defined, 96;
estimated, 96; comparison with
Koreun economic structure, 96

Subsidy: effective, 4, $89f., 19761, 206,
216; export, 3, 38fT., 69, 74(1., B4fT,,
99, 120, 13711., 167, 174, 17711,

194, 19911, 206fT., 239, 243; interest,
190f. See also Tax subsidies

Suppliers’ credits, 101

Switzerland, 51

System: negative-list, 76; positive-list, 76



264

Taiwan, 67, 24)

Targets, 2, 19; commodity export, 20

Tarifls, 3, 26, 74, 132, 140, 167, 178,
1051, 191, 2)6; eflective, 167, 186,
246; exemplion from, 26, 371, 57, 62,
71, 190M1.; explicit, 246; implicit, 196,
246; impout, 138, 163, 174, 24);
legul, 70, 187, 19211, 201; nominal,
187, 196, 246; rates nf, 36, 60M1.,
69, 167, 18K, 217; redundancy of,
19511.; reform of, 36, 56, 63; regular,
194; revenues from, 174; special,
43, 49, 194; statutory rates of, 61

Tux benefits, 104

‘Tax subsdies, 19011

Taxation. Sce Taxes

Tanxes, 4, 13; administration of, 3;
business uctivity, 46; commodity, 46,
105; concessions on, 66, 104; direct,
43, 126, 13M1, 19011, 199: exemptions
of, 17, 69, 108, 134, 192; implicit
rate for, 123; income, 46; indirect,
126, 133, 19011.; Yiabilities for, 190;
potential, 134; property, 105; reform
of, 15, 229; relief from, 127

Technical as~:stance, 29

Technology, 6

Temporary Foreign Exchange Tax Law,
M

Temporary Specinl Customs Law, 44

Temporary Special Excess Profits Tax
Law, 47

Temporary Special Tariff Law, 49

Time deposits, 22, 34, 54, 228, 240

Time preference, 111

Total domestic resources, 100

Trade, 1; barter, 3, Zoa.; deficit, 176,
109; function of, 2; program, 3711.;
restrictions, 48; surpluses, 109

‘Trade Transactions Law, 39

Transfers, 127; current account, 127;
government, 1491,

Triangular systenf, 143

INDEX

Trust shipping, 26; satistics, 133
Tungsen, SA, 29

Unemployment, 219

Unions, 226. See also Labor

Unit-value indexes. See Index

United Kingdom, 101

United Nations Civil Assistance
Command in Korea (UNCACK),
12

United Nations Command (UNC),
2511, 35, 41, 46A.

United Nations Economic Commission
for Asia and the Far East, 62

United States (U.S.), 21, 35,71, 78,
1011, 116, 241; military government,
6, supporting assistance, 47

United States Agency for International
Development (USAID), 311, 38,
10111, 124, 150, 217

Unorganized money markets, 21

Usance, 62. See also Exports

Utility function, 171

Utility prices, 22

Value added, nonagricultural, 126
Viet Nam, 2, 20, 50, 58, 77

Wages: manufacturing, 224; rates of,
223; real, 223; real rates of, 226
Wastage allowance, 50, 57, 66, 76, 83,

190fF., 1971,
West Germany, 50, 58, 101, 102
Westphal, Lurry E., 195, 216
Wholesale p. ce index. See Index
Wholesale prices. See Prices
Willet, Thomas D., 124
Working class, 225
World market prices. See Prices
World War II, 1, 9, 25

Yen, 21





