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Korean Exchange Rate Policy in 1950s

5-1 Foreign Aid and Exchange Rate

Hello, everyone. | am Ryu Sang-yun. Welcome to Korean Economy and Foreign Aid.
| appreciate your interest in the history of Korean economy.

In this lecture, we will look at the trend in exchange rate policy, which was a hot
topic between Korea and the US during the US-led aid era from liberation to the early
1960s. We will start by looking at why the exchange rate was so important.

The exchange rate is the ratio of one currency to another. The key exchange rate
in Korea is the Korean won to US dollar rate, indicating how many won equal one
dollar. Exchange rates can be fixed by governments or determined by supply and
demand in the foreign exchange (FX) market. They are known as fixed and floating
exchange rates.

In the 1950s, Korea employed a fixed exchange rate system. This means the
Korean government set rates. Since 1964, exchange rates have followed market
principles under the managed floating exchange rate system.

This graph depicts the fixed exchange rate trend until the early 1960s after

liberation. Until February 1953, after liberation, we used the old won, which is now
equal to 0.001. Until June 1962, we used hwan, which is now equal to 0.1 won.

30

Al NS

RN TR
NODN PR/ X
= N S
= ‘%‘ RSN =4,

2. w9 Jo RN




B2 2o o

SEQUL NATIONAL UNIVERSITY

The fixed exchange rate was 18 won or 180 hwan per dollar in December 1953,
but it was changed to 500 hwan in August 1955. This rate was maintained for nearly
five years before being raised to 650 hwan in February 1960. The exchange rate
fluctuated further, reaching 1,000 hwan or 3,000 hwan based on government-set
values.

However, the Korean government did not have control over its exchange rates at
the time. The is due to the US used aid as leverage to influence Korea's exchange
rate policy. The fixed exchange rate of 180 hwan per dollar in December 1953 was
established after lengthy negotiations, as a result of the CEB agreement.

During the negotiations the early 1950s, the Korean government sought to
overvalue its currency, while the US government pursued a realistic exchange rate. It
indicates that the US attempted to devalue the Korean currency. Why did the two
countries take such opposing stances? Let's look at the US government's stance.

The US government chose stability over growth for the Korean economy. In
particular, they focused on price stability. In the 1950s, annual inflation rates often
surpassed 20%, and sometimes even went beyond 50%. The US was concerned that
high inflation rates would cause social unrest.

The purpose of realizing the exchange rate was to stabilize prices by devaluing the
Korean currency. Let's examine the mechanism. If the Korean won falls against the
dollar, the price of aid goods sold to the private sector in won will rise. For example, a
$100,000 fertilizer aid worth 5 million won at a 50 won per dollar exchange rate would
be worth 10 million won if the rate rose to 100 won per dollar.

Thus, when the won is devalued, the Korean government can generate more funds
by selling aid goods. In the given example, the government could collect 10 million won
instead of 5 million won in Korean currency for the same fertilizer aid.
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Rapid inflation is usually caused by excessive money printing by the central bank,
which rapidly increases the money supply. It means that the value of money decreases
as it becomes more abundant. At the time, the Korean government needed to borrow
large sums of money from the BOK to fund military expense, leading to the bank to
print more money to lend it to the government.

In this situation, If the Korean government sells aid goods at a higher price to
cover its fiscal deficits, it could reduce new currency printing while absorbing private
currency holdings. Consequently, when the growth rate of the money supply decreases,
so does inflationary pressure. Based on this mechanism, the US urged the Korean
government to realize exchange rates to ensure that the aid would contribute to price
stabilization.

In this sense, why did the Korean government pursue an overvalued currency and
confront the US? The reason was clear when the Economic Coordination Agreement
was signed in 1952, This was because If the Korean currency, or hwan, became
overvalued, the amount of dollars for hwan advances owed by the UN forces to Korea
would increase.

More specifically, during the Korean War, UN forces required Korean hwan for their
operations, and the Korean government printed money to lend to them. This was called
hwan advance. During the negotiations for the 1952 Economic Coordination Agreement,
the Korean government requested that the UN Command repay the advances in US
dollars, and this was accepted.

If ten million won is borrowed, the repayment amount is $100,000 at a 100 won
per dollar exchange rate, but it is $200,000 at a 50 won per dollar rate. The Korean
government benefited from higher currency valuations. However, as the government
fully received the advances, it had less incentive to keep its currency overvalued.
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Researchers suggest that the government maintained a high value to support the
private sector's industrial development through cheaper materials and machinery.
Receiving aid at an official exchange rate was a significant privilege, and it was heavily
criticized. 1t is still unclear why the Korean government pursued a strong economic
stabilization policy for its overvalued currency after 1957, given its exchange rate policy
aimed at promoting industrial growth. Industrial development and austerity policies are
incompatible.

| believe that this policy stance stems from President Rhee Syng-man'’s unique view
of exchange rates. Economic officials at the time held the same viewpoint, as
evidenced by their memoirs. However, researchers have struggled to fully understand
this and often avoided it.

President Rhee believed that exchange rates reflected a country's national prestige
and wealth, similar to the gold standard era's exchange rate policy. The gold standard
was used from the late 19th to early 20th century, tying each country's currency to a
specific weight of gold.

During that time, a country's currency was considered more prestigious if it was
worth more gold than other currencies. Reducing the weight of gold in the country's
currency was viewed as lowering its status. The UK temporarily abandoned the gold
standard system during World War |, but later they returned to it. To restore its
previous currency value, they imposed harsh austerity measures.

President Rhee was influenced by gold standard economic ideas while studying at
Princeton University in the early 20th century. He forced economic officials with more
pragmatic views to adopt his viewpoint on the exchange rate. Song In-sang, who
served as Minister of Reconstruction and Finance beginning in 1957, recalled that
President Rhee entrusted him with most matters but required approval for exchange
rate policies.
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Due to the significantly different stances in exchange rate policies between the US
and top Korean decision-maker, President Lee, currency negotiations in the early 1950s
were highly contentious. Currency issues also slowed the delivery of aid materials.

The exchange rate dispute was settled in the late 1950s with an official exchange
rate of 500 won per dollar, but the matter of exchange rate remains critical in other
ways. For example, to maintain the exchange rate level, the Korean government
implemented a strict stabilization policy in collaboration with US aid officials. We will
focus on this issue during the latter half of Week 5 lectures.

We examined the role of the exchange rate in aid during the 1950s. In the
upcoming lectures, we will discuss Korea-US negotiation process in depth.
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5-2 Korea-US Currency Negotiations in early 1950s

Hello, everyone. Previously, we reviewed how exchange rate affected aid during the
1950s. Today, we will explore the history behind the establishment of an official
exchange rate of 500 won per dollar in August 1955.

In the early 1950s, Korea and the US engaged in several exchange rate
negotiations. Because revisions to the exchange rate would devalue the Korean
currency, Korea consistently resisted the US's repeated demands for revisions. To avoid
excessive conflicts, the US agreed to a less drastic devaluation than was originally
planned, while leaving room for future exchange rate revisions as Korean prices
increase.

However, the military conversion rate was an issue during and after the Korean
War. The UN forces used the military conversion rate to repay the Hwan advances in
US dollars, and the rate was then used when the US military acquired Korean currency
with US dollars. Once Korea and the US agreed on the military conversion rate, it
became the official exchange rate.

The Korean government insisted on an overvalued exchange rate to increase dollar
inflows, while the US sought a rate that reflected both countries' price levels. In May
1952, US envoy Meyer and Korean Prime Minister Baek Du-jin agreed on a conversion
rate of 60 hwan per dollar, or 6,000 won per $100, for the UN's repayment to hwan
advances. The US government included a provision for adjusting the conversion rate in
the agreement based on economic circumstances through future negotiations.
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Afterward, the Korean government was passive in adjusting the rate. The lengthy
negotiations began again. In February 1953, a method for adjusting the conversion rate
every three months based on the Busan wholesale price index was agreed upon.
However, it was not implemented due to opposition from the Korean government.

The desired exchange rate for the US was only partially realized with the CEB
agreement in December 1953. After adjusting for inflation, the official exchange rate
was set at 180 won per dollar, devaluing the Korean currency by one-third. However,
this level did not satisfy the US as inflation in Korea could rise further. Therefore, the
US left room for flexibility.

Appendix B allowed aid materials to be sold through general competitive bidding,
which would bypass the official exchange rate if necessary. In practice, most FOA
materials were distributed through bidding, often at an exchange rate that exceeded
180 won per dollar.

A secret agreement was reached to postpone applying the revised military
conversion rate agreed upon in 1953 until May 1954. Although it was potentially
applicable as of June 1954, the Korean government's passive stance made it uncertain.

Finally, the US appeared to agree to devalue the Korean won to 180 won per
dollar rather than revise the conversion rate. Due to public dissatisfaction with frequent
exchange rate revisions, the US kept this matter confidential for the Korean
government.

During the CEB agreement in December 1953, there was an unusual incident. The
official agreement written in English stated that the Korean government shall establish
an official exchange rate of 180 hwan per dollar, but the Korean translated agreement
added the word permanent to the exchange rate.
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This was immediately conveyed to the US aid authorities, which caused a
commotion, including a protest from Economic Coordinator Wood to Prime Minister
Baek Du-jin. Looking back at the history of the CEB agreement, it was President Rhee
who strongly pushed for its permanent implementation. It was unclear whether the
Korean officials made a mistake or manipulated the translation on purpose. In any
case, it was a perplexing incident.

Tensions between Korea and the US resurfaced as the June 1954 deadline for the
postponed revision of the military conversion rate approached. The Korean government
opposed revising the conversion rate and argued that expanding aid should be
prioritized, citing insufficient US aid as the cause of inflation.

This issue was finally resolved during the Korea-US summit held in Washington in
July of that year. In November 1954, Korea agreed to sell dollars to the private sector
vis bidding to cover the US troops' cost using the Korean currency, in exchange for
additional US aid.

The military dollar auction began in that month, with the winning exchange rate
per dollar consistently higher than 180 hwan. The official exchange rate established in
December 1953 became obsolete within a year despite the Korean governments' desire
for it to be permanent. The rate did not apply to aid materials or the purchase of
Korean currency by US troops, making it nominal. President Rhee expressed his strong
dissatisfaction due to this situation.

However, he was somewhat satisfied when the official exchange rate rose to 500
hwan per dollar in August 1955, and the rate was used for both military conversion
and aid materials. This rate was maintained until 1960. | will look at that process in

more detail.
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FOA Director Harold E. Stassen visited Korea in March 1955 and quelled opposition
to US dollar auctions. He promised to send a senior official from the FOA by June 30
to discuss the currency issue further.

However, on March 10, the director of the Korean Office of Public Information, Karl
Hong-kee, announced that US dollar auctions would end in June and that a permanent
rate would be established, as if this agreement had been reached. This story illustrates
the Korean government's desire to maintain the rate level.

This is the document that prepared by the US officials for the June exchange rate
negotiations. It forecasted that Korea would demand a permanent rate setting.

In June 1955, the first plenary session was held in Washington, with an opening
remarks by Walter S. Robertson, Assistant Secretary of State for Far Eastern Affairs.
The meeting then separated into economic and military committees. The FOA Far East
Director Moyer for the US and Baek Du-jin for Korea participated in the economic
committee. Despite holding 12 rounds of talks until July, they failed to reach an
agreement. However, the US started offering compromise solutions to the Korean
government.

In the 9th meeting's conclusion, the US suggested fixing the exchange rate for a
specific period and renewing it when necessary. In the 10th meeting, the US proposed
a condition of an inflation rate within 25% instead of specifying a fixed period for
exchange rate. However, the Korean side objected an automatic renewal clause.

Korea presented a final proposal opposing the US at the much later 12th meeting.
The proposal's content was more of a protest than an advanced compromise. It stated
that Korea would determine the exchange rate independently for all other transactions
while maintaining the auction system for aid materials, and that the US would not
even object to the use of aid funds. This proposal was unlikely to be accepted by the
Us.
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Following the meeting, the US proposed a new compromise, which was discussed
the following day. The US proposed 525 hwan per dollar until the fiscal year ended in
June 1956. If the inflation rate changed by more than 25% from September 1955
levels, the exchange rate would be adjusted, and the process would be repeated every
three months.

The US also suggested keeping the automatic renewal clause hidden from the
Korean public. But still, the Korean side remained hesitant, and the committee ended
without reaching an agreement.

Afterward, a plenary meeting was held in Washington, where the previously
discussed proposals were officially presented. Baek Du-jin requested time to review the
US proposals and later conveyed the 'final Korean position' to Moyer. Korea's position
was to remove the automatic renewal clause of the exchange rate and to lower the
525 to 1 ratio.

Korea agreed to maintain the auction system for aid materials but insisted that the
CEB be only an advisory body and that Korea manage the specific use of aid funds
autonomously.

At the following plenary meeting, an agreement still could not be reached.
Robertson then gave a new proposal to Yang You-chan. He promised to persuade
other agencies if Yang You-chan received President Rhee's approval to maintain either
the 500 to 1 ratio until September 1956 or the 525 to 1 ratio until the end of 1956.

On August 10th, Yang You-chan informed Robertson that President Lee had chosen
the first option. The agreement was finally signed on August 12th, and its contents
were made public on August 15th, excluding the confidential annex. The annex
specified that the exchange rate would be fixed at 500 to 1 until September 1956, but
would be automatically adjusted if the inflation rate exceeded 25% between September
1955 and September 1956.
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The result of this process was the 500 hwan per dollar exchange rate, which
lasted until the late 1950s. This rate was the single exchange rate that was used for
all foreign exchange transactions. President Rhee intended to keep the rate at this
level permanently.

So far, we have covered the early 1950s currency talks between Korea and the US.
In the next lecture, we will discuss President Rhee's efforts to maintain the exchange
rate agreed upon in August 1955, as well as the influence on overall economic policy
and economic stability.

40




R M 2o 3 @

SEQUL NATIONAL UNIVERSITY

5-3 Economic Stabilization Policy for Official Exchange Rate
Maintenance in late 1950s

Hello, everyone. Last time, we reviewed the early 1950s currency negotiations
between Korea and the US. In this lecture, we will look at how the exchange rate
agreement in August 1955 shaped the overall economic policy direction in the late
1950s, with a focus on economic stabilization policies.

When we closely look at the 1950s after the Korean War, we can divide them into
two periods: reconstruction until 1956 and stabilization-seeking after 1957 as initially
classified by early researchers.

Several macro-economic indicators showed varying trends after 1956 or 1957. This
chart displays the Seoul wholesale price index, which remained stagnant between 1957
and 1959 after a rise from 1956. Growth rates in the manufacturing production index
also varied significantly between 1954-1956 and 1957-1960. From 1954 to 1956, the
annual growth rate was 21%, but from 1957 to 1960, it fell by half to 9% per year.

The shift towards economic stability from 1957 can be attributed to demand-side
factors. This is due to a simultaneous decrease in both inflation and the manufacturing
production growth. This was not a result of a reduction in expected or actual US aid
flows, which is a supply-side factor.

The likely cause of the changes in the Korean economy was a shift from an
expansionary to a contractionary policy, a demand-side factor. Beginning in 1957, the
Korean government implemented a strong stabilization program in collaboration with
the US. The program aimed to balance finance and prevent further inflation by
reducing fiscal deficits that were being supported by currency creation.
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The indicator showing the Korean government's reliance on BOK's currency issuance
to cover fiscal deficits has been stagnant since around 1956. This chart illustrates the
currency amount and the sources of its increase or decrease during that time.

In this chart, net advance refers to the difference between the BOK's advances to
the government and the government's deposits, while government bonds indicate the
bonds held by BOK. These two indicators reflect the amounts requested by the
government from the BOK to cover fiscal deficits. They increased rapidly until 1955 but
stagnated from around 1956.

Why did the government begin to shift to economic stability in 1956, and then to
a strong stability program in 1957? This was a logical decision since inflation had been
high until 1955. However, maintaining near-zero inflation while experiencing low growth
rates for the past three years was unusual. Even during the high-growth period of the
mid-1960s and beyond, an annual inflation rate of around 10% was common if it
meant promoting economic growth.

The policy shift began with the exchange rate agreement in January 1957. In
exchange for maintaining the exchange rate of 500 hwan per dollar until December

1957, Korean Reconstruction Minister Kim Hyun-chul and US Assistant Secretary of
State Robertson agreed to pursue a program for fiscal and monetary stability through
CEB negotiations. The outcome met both Korea's exchange rate goal and the US goal
of economic stability.
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Let's go back to the beginning of the negotiations. On August 29, 1956, Korean
Foreign Minister Cho Jeong-hwan sent an official proposal to the US Ambassador to
Korea, Walter Donnelly. According to the August 1955 exchange rate agreement, the
500 hwan per dollar rate was to be maintained until September 1956. However, if the
annual inflation rate exceeded 25%, the rate would be adjusted accordingly. In addition,
whenever the annual inflation rate exceeded 25%, the exchange rate had to be
adjusted every three months based on the price index at the time of renewal or the
September 1955 level.

However, the Korea's proposal was against the three-month update, citing the
drastic short-term price fluctuations in the Korean economy. It also stated that
maintaining the 500 hwan per dollar rate for 15 months until 1957 would lead to
balanced finance, with credit and monetary policies adjusted for price stability.

Due to concerns about inflation in the Korean economy, the US government urged
the Korean government to maintain a balanced finance and avoid increasing the money
supply. The proposal was intended to meet the demands of the US, in order to ensure
the maintenance of Korea's desired exchange rate.

The US Embassy in Korea and the OEC welcomed the proposal and reported it to
the US government. Following the Korean War, the exchange rate was regarded as a
critical factor in resolving economic problems. However, US aid agencies in Korea
changed their views on using the exchange rate to achieve economic stability.

It took a long time from the Korea's proposal in late August until the final
agreement reached in January of the following year. The Seoul wholesale price index in
September 1956 supported the maintenance of the exchange rate at that time. As a
result, both sides could a three-month break before the next discussion The exchange
rate issue was formally discussed during Kim Hyun-chul's delegation visit to the US in
late December 1956.
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According to Korean newspapers, the discussions with the US economic officials
began on January 3rd. Vice Minister of Finance Cheon Byung-gu recalled the
negotiations. This is what he recalled.

“My only duty was to keep the 500 to 1 exchange rate, the top priority for the upper
echelon. This issue has caused quite a stir domestically, as well as difficulties in
persuading US government officials. After much effort in contacting Department of
State and Treasury officials, an agreement has been reached to maintain a 500 to 1
exchange rate until the end of 1957. The signing took place in Washington on January
23, and | am pleased with the outcome.”

The only documented delegation activity in US records is the meeting on January
17, 1957. In reality, the meeting was more of a conversation between the two sides,
with US officials accepting some modifications proposed by Korea.

Robertson highly praised Korea's efforts for fiscal stability in 1956 and announced
an agreement to maintain the exchange rate of 500 hwan per dollar until 1957. The
Korean delegation expressed appreciation and gratitude to the US.

Although Cheon Byung-gu stated in his memoirs that convincing the US was
difficult, it appeared that the US was already willing to accept the exchange rate
maintenance. If the US side was hesitant to maintain the rate level, it was most likely
a ploy to extract additional commitments from Korea for economic stability.

Furthermore, the US included in the agreement a clause that would give the CEB
the lead in implementing economic stabilization policies. Based on this, Korea's fiscal
and financial stability plan was drafted and implemented in consultation with the US

beginning in 1957.
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We examined the history behind implementing economic stabilization policies to
maintain an official exchange rate in the late 1950s. Because the Korean government
prioritized maintaining the exchange rate level, economic stabilization policies were
developed to achieve this goal.

Although the official exchange rate was supported by strong economic stability
policies in the late 1950s, its influence gradually waned. Next time, we will look at how
the official exchange rate has waned in importance over time.
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5-4 Decline of Official Exchange Rate's Importance after 1957

Hello, everyone. Last time, we talked about why economic stabilization policies were
implemented in the late 1950s. Today, we will look at how the official exchange rate
lost its significance over time.

The official exchange rate of 500 won per dollar, which was set on August 15,
1955, was maintained until February 22, 1960. In reality, the application of the rate to
area was changed after 1957. The official exchange rate transitioned from a single to
a multiple exchange rate system. Aid funds were distributed using the multiple
exchange rate system afterward.

In the late 1950s, nearly 70% to 80% of Korea's imports relied on US aid. Until
early 1957, the official exchange rate was based on a single rate system, but the
implementation of competitive bidding for civilian goods distribution led to the adoption
of different exchange rates for each item.

This result stemmed from opposition to the fixed exchange rate policy. Starting
around 1956, Rhee Syng-man administration implemented an austerity policy to
maintain the official exchange rate of 500 won per dollar. The austerity policy clashed
with the goal of postwar reconstruction, resulting in growing public discontentment by
1957.

Furthermore, an issue of market order arose in the allocation of aid funds. In
1956, the black market exchange rate was nearly 1,000 hwan per dollar, almost double
the official rate. In comparison, the office exchange rate was significantly lower. By the

end of 1956, competition for aid funds allocations had become so fierce that
speculation had begun.
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Because foreign exchange bidding was prohibited, participants who received aid
funds were chosen based on high savings. If that failed, a drawing method was used.
To secure popular items in the drawing, participants deposited the full amount at a
rate of 500 hwan per dollar, increasing demand for bank checks. Moreover, winners
often attempted to secretly resell the winning items. The press repeatedly criticized
this practice as being effectively the same as a government subsidy.

It was difficult to maintain the official exchange rate of 500 hwan per dollar under
a single exchange rate system. The only options were to devalue the currency to keep
this system or to return to the multiple exchange rate system while keeping the
official rate level. The Korean government finally chose the latter option.

To compensate for the budget deficit, the Korean government began issuing
national foundation bonds in January 1950. The bonds were distributed to households
first, as well as to financial institutions. Due to widespread public opposition, the
government later implemented a mandatory placement method in which a percentage
of the bonds was added to tariffs and taxes.

From December 1956, the BOK issued government bonds worth 20 hwan per dollar
to participants who received aid, as directed by the MOF. To allocate more bonds
through the mandatory placement method, the MOF directed the BOK to raise the
amount to 100 hwan per dollar, a fivefold increase from February 1957. The Ministry
of Reconstruction was against the measure and instructed the BOK not to comply with
it. The conflict between the two ministries was widely covered in the press.

This problem was eventually reported to the CEB. At the time, Korean and the US
officials were debating the revision of the aid allocation process at the CEB. It began
because of a proposal from the Ministry of Commerce and Industry in December 1956.
They proposed implementing an export link system to benefit exporters in aid
allocation based on the Five Year Export Plan.
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Following the proposal, the US broadened the discussion to cover the overall aid
funds allocation process. When the MOF raised the issue of increasing mandatory bond
placement to the CEB, the Economic Coordinator Warne suggested discussing it with
Korean officials at the working level.

After two rounds of discussions, Korea and the US agreed to differentiate the
mandatory placement rate of 100 hwan and 30 hwan per dollar based on the level of
competition. For example, if participants' requests exceed the amount of aid allocated
through competition, they are required to purchase bonds at 100 hwan per dollar,
otherwise at 30 hwan per dollar.

However, instead of implementing the link system, to combat rampant speculation,
70% of aid funds were set aside for actual users such as companies using the
relevant product as a raw material and individuals or businesses engaged in legal trade
and distribution.

In addition, the mandatory placement rate was increased from 20 hwan to 50 or
60 hwan per dollar. However, these two measures were insufficient to prevent
speculation. The BOK complained that they only added administrative complexity
compared to the previous general bidding system.

In March 1957, the CEB Overall Requirements Committee decided to hold additional
discussions between Korean and US officials to address speculation. According to the
press, the US officials argued that auctions were the only way to eliminate speculation,
while Korean officials claimed that such a measure contradicted the current official
exchange rate system.
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In the late April, the mood in the Korean government shifted slightly. The Ministry
of Reconstruction began considering competitive bidding. The MOF remained opposed
to competitive bidding for government bonds, proposing an increase in the mandatory
placement rate from 100 hwan to 200 hwan per dollar, citing concerns about violating
the exchange rate policy. As a result, discussions were pushed back.

It was unclear whether the MOF's opposition was solely to maintain the exchange
rate level. At the time, the MOF had already considered introducing a special excise tax
on FX with the assistance of Dr. James K Hall, sent by the US. Although the new tax
system could not be immediately implemented due to legislative process, they may
have been concerned that the bidding system would hinder it in the future.

Finally, the CEB approved the government bond competitive bidding system, which
was then implemented in May 1957. It allocated aid funds to participants accepting the
highest mandatory rate.

Because calculating the actual exchange rate was complicated under the new
bidding system, it had little impact on the official exchange rate compared to the
previous one prior to August 1955. With the implementation of the bond competitive
bidding, the strict policy of using a single exchange rate was somewhat relaxed. It
could be seen as a transitional period.

Opposition parties in the National Assembly proposed a tax on the so-called hidden
subsidy resulting from the disparity between the market and official exchange rates as
early as late 1956. In terms of fiscal stability, taxes were preferable to government
bonds, as they that do not require a repayment from the government within a few
years. In addition, the volatility of prices made it difficult to predict the amount of the
bond repayments.
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The MOF began considering the introduction of new taxes in 1957. In March, Dr.
Hall was assigned to the MOF as a member of the Tax Advisory Group. He researched
and proposed tax reform measures to promote fiscal stability. One of them was the
special excise tax on FX.

Dr. Hall argued that mandating 100 to 1 and 30 to 1 exchange rates on
government bonds would not solve fiscal deficit problem. Instead of addressing
horizontal inequalities, it simply shifts the burden to those who purchased discounted
bonds.

With the MOF's assistance, he drafted the FX special excise tax bill. The OEC
supported the bill but noted that the foreign exchange tax competitive bidding would
require a more difficult legislative process than the current government bond
competitive bidding.

Following Dr. Hall's return to the US, the MOF began drafting the bill in Korean.
The FX Special Tax Act bill was drafted in early July, according to press reports. The
MOF's proposed statement on the FX special act and a draft of FX special tax bill
dated August 1957 are kept in assembly records. The bill was approved by cabinet
meetings and then sent to the National Assembly in December, during the budget plan
review period. As a result, it failed to pass during the session.

Later in June 1958, the FX special bill was resubmitted to the National Assembly.
The bill was proposed alongside a supplementary budget for raising public servant
salaries. In August, it was finally passed in the plenary session as the Temporary FX
Special Tax. The temporary FX Special Tax imposed a tax on the sale of foreign aid
funds and government-held foreign currency obtained through general competitive
bidding. As a result, the single exchange rate of 500 hwan per dollar was no longer
effective.
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We reviewed how the official exchange rate established in August 1955 lost its
function as a single exchange rate. Next time, we will cover the exchange rate reforms
that followed the Rhee Syng-man administration.
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m Exchange Rate Reform after Fall of Rhee Syng-man Government

Hello, everyone. Previously, we examined how the official exchange rate set in
August 1955 lost its role of a single exchange rate. This time, we will look at
attempts at exchange rate reform after the Rhee Syng-man regime fell.

Throughout the 1950s, the US insisted on devaluing Korean currency for the
realization of the exchange rate, considering inflation and foreign exchange supply and
demand. However, the Rhee administration maintained the overvalued exchange rate,
causing conflict. As a compromise, a multiple exchange rate system was implemented
with both the overvalued official and the market exchange rate. However, due to the
large rate gab, both sides were still dissatisfied.

The fall of the Rhee Syng-man administration in April 1960 altered the situation.
From April to August 1960, the interim government and the succeeding democratic
administration had a mutual understanding with the US on the need for exchange rate
realization. During the March 1960 election, the Democratic Party promised to achieve
the realization of exchange rates to eliminate hidden subsidies, which served as the
impetus for the April 19th Revolution.

Under these circumstances, the Korean and the US government reached an
agreement on exchange rate reform in 1961. However, the two sides had different
opinions on the specific method for the reform.

The interim government proposed to the ruling Democratic Party the use of
multiple exchange rates as a transitional measure toward a single exchange rate
system. Except for open account trade between Korea and Japan, all FX transactions
were conducted using one of three exchange rates: official, auction, or certificate
exchange rate.
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Similar to the market exchange rate, the certificate rate was determined by the
supply and demand of FX when the right to sell FX was traded in the market. The
official exchange rate was generally fixed, but it was adjusted periodically based on
changes in the certificate exchange rate.

The auction exchange rate was used to allocate aid funds. To avoid effectively
providing a hidden subsidy, auctions were held for groups of aid items rather than
individual ones. In this manner, special benefits for specific items could be prevented.

The interim government's proposal was similar to Taiwan's exchange rate reform in
1958. It was unclear how the interim government became aware of Taiwan's system.
However, following the collapse of Rhee's government, the USOM studied exchange rate
reform independently and proposed a multiple exchange rate system with FX
certificates, citing Taiwan as a model. Given the close relationship between Korean
economic officials and the USOM, the concept of FX certificates was most likely
influenced by the USOM.

The interim government viewed the multiple exchange rate system as a temporary
measure. They proposed integrating the auction and official rates with the certificate
rate once it stabilized. The US Department of State vigorously opposed this proposal.

The US strongly advocated for a single exchange rate system. As a result, the US
embassy in Korea urged the Korean government to develop a new reform plan that
would adopt such a system. That was in accordance with the stance of the US
Congress.
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Following the formation of the Chang Myon Cabinet, the BOK's Governor visited the
US in September 1960, followed by the Vice Minister of Reconstruction in early
October. This led to the start of the Korea-US exchange rate talks. While the US was
primary concerned with exchange rate negotiations, Korea was more interested in
obtaining additional aid and used reform measures as a bargaining tool.

When the negotiations reached a deadlock, the Minister of Finance, Kim Young-sun,
traveled to the US in mid-October. At that time, there was a disagreement in the
Korean National Assembly about the budget plan, including the exchange rate to be
used.

In this context, Finance Minister Kim requested that the US increase aid funds and
approve the exchange rate of 1,000 hwan per dollar to be used in the Korean budget.
The minister also proposed that the negotiations be resumed after the budget was
approved. The US conditionally agreed to the Korean proposals. The US agreed to
provide an additional $20 million in aid only if Korea faithfully implements various
reforms, including exchange rate reform, by March 1.

At the end of 1960, the budget was finally passed. As of January 1, 1961, the
official exchange rate increased to 1,000 hawn per dollar. Thus, the exchange rate
negotiation secretly resumed in Seoul in late January.

During the talks, the Korean government agreed to almost all of the US reform
demands outlined in a letter from US Under Secretary of State Douglas Dillon in
October 1960. As a result, the exchange rate was composed of base and certificate
rates. The certificate rate was subject to a floating exchange rate system, which
allowed the KOB to adjust it based on market demand and supply.

54

$on o e DRSS

ERATS BRI

r B\ 2 ‘)L"é(}—\\\"\




B2 2o o

SEQUL NATIONAL UNIVERSITY

The Realistic Single Exchange Rate Plan for exchange rate reform was introduced
and on February 1 and implemented the following day. The first exchange rate was set
at 1,300 hwan with a base rate of 1,250 hwan and a certificate rate of 50 hwan, as
the Korean government desired.

In the new FX system, the selling concentration system replaced the previous
deposit concentration system. Under the deposit concentration system, exporters could
deposit foreign currency and sell it at the market exchange rate, while under the
selling concentration system, they had to sell it to the BOK at a fixed rate.

FX certificates were also issued in proportion to the amount sold, but they could
not be resold to others. The certificate holders were given a small benefit of rebuying
dollars at the issuance rate in case of exchange rate fluctuations.

Individuals and companies could purchase foreign currency at the fixed exchange
rate without certificates for importing purposes. This was the FX supply system.
However, the newly implemented system faced opposition from exporters. It was
because the exchange rate for exporting to Japan was higher than 1,300 hwan per
dollar.

Furthermore, the FX supply system based on a single exchange rate encountered
challenges. The system was vulnerable to BOP imbalance. As a result, attempts were
made to enact a temporary special tariff law to limit non-essential imports by imposing
tariffs and setting tax rates via a Prime Ministerial Decree. However, due to
constitutional concerns, the bill was not passed until the Chang Myon cabinet was
deposed in a coup. Therefore, the FX supply system could not be implemented by the
Chang's cabinet.
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Following the May 16 coup, the temporary tariff law and the FX supply system
were implemented but short-lived. Raw material imports were encouraged for economic
development, and foreign currency purchases were liberalized. Despite temporary special
tariffs, imports surged, leading to consecutive declines in FX reserves in 1962 and
1963.

In January 1963, the export-import link system was established to increase exports
and reduce imports. In December, a temporary surtax of 50 hwan per distributed dollar
of aid was imposed. Thus, the 1,300 hwan exchange rate was gradually applied to
fewer subjects, resembling official exchange rates. The exchange rate system was not
sustainable until the introduction of single floating exchange rate systems in 1964 and
1965.

We reviewed the process of exchange rate reform following the fall of Rhee's
government. Next time, we will summarize the history exchange rate policies in the
1950s.
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Hello, everyone. Last time, we covered exchange rate reforms following the Rhee's
government. In this lecture, we will summarize the history of exchange rate policies in
the 1950s.

In the 1950s, Korea had a fixed exchange rate, not a floating one. The exchange
rate was set by the government rather than by the market. In fact, it was determined
by an agreement between Korea and the US This was due to the US's belief that the
effectiveness of aid varied depending on the exchange rate.

During the 1950s, the exchange rate was a point of contention. Korea pursued an
overvalued Korean currency, while the US pushed for the realization of exchange rate
through currency devaluation. After lengthy negotiations, the exchange rate was set by
agreement between the two sides.

Exchange rates were changed several times in the early 1950s. In May 1952, the
exchange rate was 60 hwan per dollar. By December 1953, it had risen to 180 hwan,
and by August 1955, to 500 hwan. The changes were brought about by the high
inflation rate. Prices in August 1955 had increased elevenfold since April 1951.

As a result, the US included a clause that allowed the exchange rate to be
adjusted based on inflation. However, when it came time to revise the exchange rate,
the Korean government strongly resisted. To get around this, the US government
established a competitive bidding system for not only aid funds, but also the Korean
currency used by the US military.
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This caused havoc in the exchange rate system in the early 1950s. Later, the
August 1955 exchange rate agreement put an end to the uncertainty. As a result, it
was decided that the 500 won per dollar exchange rate would be used for all
transactions. The US proposed that the exchange rate be adjusted for inflation.
However, Korea showed a strong determination to keep the current level by enforcing
strict price stability policies.

From 1957, Korea and the US negotiated an annual fiscal and financial stability
plan every year. This plan was proposed by the Korean government. In this regard,
although the US was unable to achieve the exchange rate realization, they believed
that the Korean government could implement strong economic stabilization policies.

Hence, the inflation rate fell from 81% in 1955 and 35% in 1956, to 19% in 1957,
-7% in 1958, 7% in 1959, and 16% in 1960. In particular, the decrease in 1958 was
very impressive. However, all good things come at a cost. This austerity policy led to
an economic downturn, and some questioned the necessity of sacrificing the economy
to maintain the exchange rate level during Korea's full-scale economic reconstruction.

Another problem was the big gap between the official and market exchange rates.
The official rate of 500 won per dollar was applied to all transactions, including aid
fund allocation. The problem was that the market exchange rate was much higher and
aid funds were allocated via a drawing method, which was more of a lucky win. As a
result, competition became fierce, similar to speculation.

To prevent the situation, competitive bidding was implemented for government
bonds from May 1957. More aid funds were allocated to the bidder who agreed to
purchase more bonds. In August 1958, a temporary special FX tax was imposed, and
competitive bidding started for FX taxes instead of government bonds. In consequence,
the 500 hwan per dollar official rate lost its significance.
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Following the fall of the Rhee Syng-man government, the Chang Myon cabinet took
office, promising to achieve the exchange rate realization. It was due to an overvalued
exchange rate could create privileges. Finally, Korea and the US reached an agreement
on the direction for the exchange rate.

however, they did disagree on each other's reform proposals. Korea proposed a
multiple exchange rate system similar to Taiwan's, but the US insisted on a single
exchange rate due to concerns about potential opposition from its Congress. In the
end, in exchange for additional US aid, Korea agreed to the US demands for a single
exchange rate system that met the current situation in February 19671. Nonetheless,
the reform did not last long because it lacked sufficient consensus. Korea's exchange
rate system became stable after floating exchange rate systems were gradually
implemented in 1964 and 1965.

Exchange rate policies underwent dynamic evolution in the early 1960s. In the early
1950s, exchange rate conflicts between Korea and the US occasionally hindered the
delivery of aid and led to economic setbacks in Korea.

During the late 1950s, cooperation between Korea and the US improved, resulting
in relatively smooth aid delivery. However, the difference between the official and
market exchange rates, as well as changes in the allocation methods for aid funds
affected Korean companies that received aid. We will explore this issue in more detail
in the following lectures.

We summarized the history of 1950s exchange rate policies. We will conclude the
Week 5 session. In the next lecture, we will look at how US aid was distributed to
Korean companies through the Korean government in the 1950s, with a focus on
FOA/ICA non-project aid. Thank you.
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