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Perspectives on the
history of economic growth

1-1 World history through the lens of GDP per capita

Hello students, | am Kim Nak Nyeon, teaching the History of Korean Economic
Growth. It is a pleasure to meet you all. For the first lecture in this series, we will
explore different perspectives on the history of economic growth.

This lecture will cover the history of Korea's economic growth, starting from the
opening of Joseon's ports to the present. The forced opening of its ports constituted
a major shock that set the traditional Joseon society on the path to modernity. Joseon
was later annexed by Imperial Japan and subjugated as a colony; near the end of this
period, it experienced a system of wartime economic controls. After liberation from
Japanese colonization, the two Koreas diverged, and two new states were created:
North and South Korea. The North adopted a socialist system, while the South adopted
a capitalist system.

Significant differences existed in systems, institutions and economic performance
during each period. In this respect, since the opening of its ports, Korea has been
unique in that it has been host to several institutional experiments throughout its
history. As a result, | think contemporary Korea's history is unprecedented in that it
can illustrate the relationship between systems and institutions and economic
performance.
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Korea, a late developer (or latecomer), also exhibited different characteristics in its
economic development than early developers. Late developers can acquire technology
and knowledge, accelerating economic growth and producing a “catchup” effect. As a
result, Korea narrowed the gap with early developers, especially during rapid growth,
and currently, its per capita GDP is close to levels seen in advanced economies.
However, not all late developers can narrow the gap with early developers.

Many developing countries have yet to close the gap with early developers; in fact,
in some countries, the gap has only widened. Determining how countries such as
Korea experienced rapid economic growth, how they caught up, and their differences
with countries that were unable to catch up is topic worthy of exploration. In this
lecture series, we will seek answers to these questions.

In Week 1, starting from this critical mindset, | would like to briefly introduce the
existing discourse on institutions, economic growth, and economic backwardness and
catchup. | hope that this lecture will illustrate the different perspectives used to
approach the history of economic growth in Korea.

Before we begin, | will first outline the history of global economic growth, including
the history of economic catch-up in East Asia using long-term per capita gross
domestic product (GDP) data from major countries. Finally, | will briefly introduce the
overall structure of the lecture.

Korea's national account statistics were first compiled after World War I, and
efforts have been made to extend this retrospectively to earlier periods. These data
are compiled in the Maddison statistical database. Data on long-term trends, such as
national GDP, population and GDP per capita, can be obtained from this database.
Since GDP per capita is a representative indicator of living standards, this indicator can
provide insight into the differences in living standards between countries and how
living standards have changed.
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Figure 1-1 illustrates the GDP per capita for East Asian countries since 1700, along
with the GDP per capita of the Netherlands, the UK, and the US. GDP per capita for
each year is noted in terms of 2011 US dollars.

These statistics were compiled to make comparisons across time and space. For
example, 100 years ago, in 1922, the GDP per capita of the US was USD 10,000 in
2011 dollars. However, it was only in 1987 that Korea reached this same level.

Although comparing living standards across countries at different points in time is
an interesting exercise, there are complex technical issues that follow. This issue will
come up later. But here | will explain the results, illustrated by some examples.

The Netherlands was the most productive country before Great Britain emerged as
the preeminent global power through the Industrial Revolution. The US succeeded
Britain as the world's dominant nation by the end of the 19th century; it remains a
global leader today. GDP per capita in East Asian countries was initially very low in
the early modern period. But after the Second World War, many East Asian countries
saw their GDPs soar, and several caught up to the developed countries.

However, it is important to note that if the long-term GDP per capita trend is
expressed on a normalized scale, the farther back we look, the more understated the
changes seem. For example, if GDP per capita is 100, a five-percent increase is an
increase of five. But when GDP per capita is 1000, a five percent increase is an
increase of 50. In other words, although the rate of growth (five percent) is the same
when expressed on a normalized scale, the earlier increase appears smaller than the
latter, since, in absolute terms it was an increase just one-tenth of that of the latter.

Figure 1-2 transposes GDP values onto a logarithmic scale. In this case, the scale
increases in tenfold increments, from 500 to 5000, to 50,000 USD, and the slope of
the graph shows the rate of increase.
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In Figure 1-2 then, a steeper slope in the graph means a higher rate of increase,
while a more gentle slope indicates a lower rate of increase. The absolute values can
be compared to the growth rate. A negative slope refers to recession or negative
economic growth. Figure 1-2 differs in several aspects compared to Figure 1-1, but it
is, as a whole, more appropriate to refer to Figure 1-2 when comparing long-term
trends in GDP per capita.

The Netherlands was the world's most productive economy throughout the 18th
century, but was ultimately passed by Great Britain in the early 19th century. For
both countries we have well-established data, including yearly per capita GDP data, but
for other countries, this is not the case, and GDP per capita for many years cannot
even be estimated.

For example, in the case of Korea, it is difficult to estimate per capita income for
years preceding 1911 due to a lack of statistical data. However, we can see the
figures for 1820 and 1870 circumscribed in red. These figures represent logical
estimations based on the Maddison database. That is, they are guesstimates. Some
years for Japan and China are also encircled in purple and green, but these are only
rough estimates due to a lack of data before the 19th century.

Considering these points, when comparing East Asian countries, we can see that
GDP per capita levels in Korea and China in the 19th century were similar but higher
in Japan than in Korea or China. In the early 18th century, China was ahead of Japan
in terms of GDP, but Japan had passed China by the second half of the century.
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How different were the living standards in China and Western Europe before the
Industrial Revolution in Great Britain? Pomeranz in 2002 contended that there was no
significant difference between the two regions in terms of living standards, because
both regions were overpopulated and faced resource constraints. However, the
discovery of the New World and an abundance of natural resources such as coal
brought about the Industrial Revolution in Great Britain. After this, the difference in
living standards began to widen.

Figure 1-2 shows that in the late 18th century, before the Industrial Revolution,
Britain's per capita GDP was already three times higher than China's. This gap grew
eight times over by 1900; by the 1960s, GDP per capita in Britain was 12 times that
in China. The gap with the US was even wider.

The first East Asian county to begin to catch up with the West was Japan.
Although not shown in the graph, Taiwan was the next to catch up, followed by Korea.
But China's economic growth was truly unprecedented. Moreover, the shock of World
Warll had a significant impact on Japan, which, defeated in war, saw its GDP plummet.

In addition to the war, Korea was impacted by the shock of liberation and division.
And while France and the Netherlands were both major battlefields in the Second
World War and saw a significant decline in GDP per capita, both achieved a rapid
recovery after the war. The US, which was not a major battlefield, and played a unique
role in the war, actually saw an increase in GDP per capita and a subsequent decline
after its conclusion.

What is noteworthy in Figure 1-2 is that East Asian countries not only recovered
quickly after World War Il, but also caught up to Western European countries at an
extremely rapid pace. For example, Japan had already caught up with Britain by the
early 1970s, but growth slowed in the 1990s. Likewise, Korea's development trailed
Japan’s, but GDP per capita eventually closed the gap with Western European countries
such as France, the UK, and Japan.
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Although China started to develop later, it rapidly closed the gap with Western
Europe. In comparison, the GDP per capita of North Korea was higher than in South
Korea before the war, but after the war growth rates began to deteriorate and
ultimately regress. As a result, North Korea's GDP per capita levels are below their
pre-liberation levels.

As East Asia rapidly caught up with Western Europe, how South and North Korea
diverged and ultimately took entirely different paths is an anomaly in world history.
This phenomenon has drawn much attention. Exploring how this was possible has
become a fascinating line of research inquiry.

We can see in Figure 1-2 that in 2018, Korea's per capita GDP sat around USD
38,000, nearly identical to the figures in the UK, France, and Japan. Normally, the GDP
per capita for each country is converted into dollars by dividing the GDP per capita in
the country’'s currency by the exchange rate versus USD.

When comparing the living standards of different countries, it is necessary to take
into account differences in price levels. This is because that, even if USD-denominated
per capita GDP is high, higher prices limit the number of products or services that can
be purchased.

Purchasing Power Parity (PPP) reflects differences in countries’ price levels of each
country, which are then converted to dollars by dividing the GDP by PPP instead of the
exchange rate. Prices of non-tradable services are higher in developed countries than
in developing countries. Because of this, GDP per capita in developed countries is lower
when converted to PPP than when divided by the exchange rate, and higher in
developing countries. When using the exchange rate method, Korea's GDP per capita
falls short of the UK, France, and Japan, but is closer to these countries when
converted to PPP, because PPP reflects the differences in the prices of each country.
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However, we can see how prices have changed. Each country's national statistics
office surveys the prices of goods and services to compile a Consumer Price Index
(CPI), by which price changes can be tracked. But it becomes more difficult to
formulate PPP given the different price levels in each country because it is difficult to
compare goods and services of the same quality across countries.

An international organization known as the International Comparison Program (ICP)
has investigated this issue on several occasions since 1970 and has calculated PPP for
ten countries. However, such information is unavailable for earlier periods in the
Maddison database. Also, the ICP initially produced estimates for only ten countries.

Considering various data limitations, the Maddison database uses PPP from the
1990s to formulate a per capita GDP indicator that reflects differences in the price
levels of each country. Whereas previously, extensions were made through the growth
rate for each country’'s real GDP per capita. After the 1990s, 2011 PPP was used to
adjust for differences in price levels.

This method assumes price levels in each have remained consistent over time, based
on price levels in 1990, which were used as a benchmark. It is important to note that
price level estimates may not accurately reflect actual levels the farther away they are
from the benchmark.

Now we will explore data on Korea in the Maddison database. National Accounts
data son GDP and other statistics have been compiled by the Bank of Korea since
1953. Any data prior to this year are based on estimates. The first modern statistical
surveys in Korea were conducted during the colonial period. A census was conducted
on the population, and production and trade statistics were compiled for agricultural
and industrial products. In addition, using various survey results on the product input
information, it is possible to estimate GDP through data on production and outlays
using the UN's System of National Accounts.
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The first study to make such an estimate was conducted by the Hitotsubashi
University Economic Research Institute in Japan. It issued a report on the economic
statistics of former Japanese colonies in 1998, and for a long time the data therein
were used as a reference for data in the Maddison database. The Nakseongdae
Institute of Economic Research later pursued a line of inquiry that sought to produce
estimates of pre-liberation national accounts.

The result of this research project was a book by Kim Nak Nyeon, yours truly,
released in 2006. Titled Korean Economic Growth, 1910 to 1945, the work was initially
published in Korean and later translated into Japanese and published by Tokyo
University Press through the Hitotsubashi University Economic Research Institute as the
National Economic Estimates of Colonial Joseon, 1910 to 1945. ollowing the
publication of this report, the data were further subdivided into North and South
Korean data and post-liberation data. Finally, the attempt to link the data with
post-liberation resulted in the publication of the 2012 book Korea's Long-term
Statistics: National Accounts by Kim Nak Nyeon. .

periods was expanded to include not only the economic sector but also the social
sector. These efforts resulted in the publication of two 2018 volumes: Korea's
Long-term Statistics | and I, by Kim Nak Nyeon, Park Ki-joo, Park Yi-taek and Cha
Myung-soo. A version of these works was translated into English as Historical Statistics
of Korea, The attempt to establish long-term data that covers both the pre- and
post-liberation and published in 2022. This progress was reflected in the Korean data
used by the Maddison database. Korea's long-term data presented in this lecture will
be based on these works.

Previously we looked at trends in GDP per capita for a few selected countries.
Figure 1-3 shows the global and regional average trends using the Maddison database.
Regional or world averages often rely on guesstimates. However, | do not think this is
a major problem, and can help us understand overall trends.

39




Qe

SEQUL NATIONAL UNIVERSITY

To begin with, average per capita GDP of the world economy is represented by a
black solid line and circles, increasing around 13.8 times over, from USD 1,102 in 1820
to USD 15,212 in 2018, based on 2011 dollar values. Over the past 200 years, we
can see that GDP per capita grew 25.3 times in Eastern Europe, 21.4 times in the
Western Offshoots (referring to North America and Oceania), 18.9 times in the Middle
East, and 17.2 times in Western Europe. Here, Western Offshoots refers to countries
formed by migration of Western Europeans, such as North America, the United States,
Canada, Australia, and New Zealand.

African GDP per capita grew by 4.4 times, and Southeast Asian GDP per capita by
8.4 times. However, these regions are below average in terms of development. GDP per
capita in Latin America and East Asia increased by 14.8 and 15 times, respectively,
which is considerably higher than the global average.

Breaking these data down by period allows us to observe divergent growth patterns.
GDP per capita for the Western Offshoots is the highest throughout the observed
period, followed by Western Europe. But a gap between the two regions began to
open up leading up to the First World War, and it widened even further during the
Second World War. It has since begun to narrow. This owes to the fact that no major
battles were fought in the Western Offshoots, and so they remained relatively
unaffected by the wars.

In addition, the gap between Western and Eastern Europe has fluctuated over time.
In the 19th century, Eastern Europe rapidly closed the gap with the West that had
first opened up in the wake of the Industrial Revolution. But we can see that the First
World War and the collapse of the socialist bloc in the 1990s dramatically widened the
gap. Many Eastern European countries are joining the EU, and closing the gap with
Western Europe. Meanwhile, we can also see that GDP per capita in Latin America has
not drastically diverged from the global average over the past 200 years.
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In contrast, growth in other regions remained stagnant until the 19th and 20th
centuries, a time during which Western Europe opened a considerable lead over the
rest of the world. But since the 1960s, East Asia's growth rate has accelerated,
closing the gap with and eventually overtaking the global average; we can see that
global growth has failed to reach the performance of Japan or Korea (see Figure 1-2).
Moreover, other regions' per capita GDP levels have also failed to meet the
performance of those two countries.

Indeed, if we broaden our scope to analyze all of East Asia, we can see that,
despite Korea and Japan having caught up to the West, overall growth has been much
more modest. This is because regional data is more susceptible to changes in China,
which has an overwhelmingly large share of the population of East Asia. Moreover,
North Korea and Mongolia are also included in East Asia's average. South Asia and
Southeast Asia, two other densely populated regions, also started to develop slowly,
well behind the East Asian countries, and growth in these regions has only now begun
to outpace the world average.

The Middle East narrowed the gap in per capita GDP with the world average before
Asia. Moreover, the Middle East has been able to outperform Asia in recent years, but
this is because several oil-producing countries are located in this region. Finally,

although there is a lack of data on the African region, there was a time when GDP per
capita was higher than in Asia after World War Il. Still, from 1980 to 2000, growth in
this region was stagnant, and Africa was the world’'s worst-performing region.
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1-2 The catch up of East Asian countries

In the previous section, we briefly surveyed world economic history using per capita
GDP data extracted from the Maddison database. Now we will focus on East Asia and
take a closer look at changes in per capita GDP catchup since the 20th century.

Figure 1-4 shows East Asian countries'GDP per capita levels on a scale of zero to
100, with US GDP per capita set as 100, using the Maddison database. The UK is also
included for reference. We can see much volatility in the first half of the 20th century,
but all three East Asian countries graphed can be seen to stabilize at levels between
80 and 70 percent following WWII. We compare the per capita GDP of these countries
with the US because the latter was the global leader in economic productivity postwar.

Before World War |, Japan's GDP per capita was just a quarter of that of the US.
But this gap had narrowed to 30 percent in the 1920s and 40 percent in the 1930s.
But the gap began to widen again after Japan's defeat in the Second World War,
falling to 19 percent.

Taiwan shows a similar trend to Japan. Before the first World War, Taiwan
narrowed the gap from 13 percent of the US GDP per capita to 21 percent by 1930.
But GDP per capita fell to just 10 percent of US levels after WWII. Korea's case was
no different. From the early 1910s to 1930, Korea narrowed the gap from 12 percent
to 17 percent. But following war, liberation, and division, Korean GDP per capita was
just six percent of that of the United States.

The reason why the three East Asian countries show a similar trend is that they
were all connected through a regional integration scheme as parts of the Japanese
Empire. Before the war, Japan and its imperial possessions Korea and Taiwan were
catching up to developed countries and growing faster than the US.
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After World War I, Japan caught up at an astonishing speed, with per capita GDP
rising from 19 percent of US levels immediately after the defeat in the war to 65
percent by 1970. Since then, the rate of catchup has fallen, and the gap with the US
has even reopened after peaking at 85 percent of the US GDP in 1991. The years that
followed are known as the Lost Decades. Japan's gap with the US currently hovers
around the 70 percent level.

Taiwan started to catch up later than Japan, but it has continued to grow up to the
present, with per capita GDP levels reaching 81 percent of US levels. After 2009, per
capita GDP levels in Taiwan surpassed those of Japan. Korea started to develop later
than Taiwan, and until 1967 its per capita GDP levels were only 10 percent of US
levels. But after 1967, Korea rapidly caught up to developed countries, and per capita
GDP levels sit around 69 percent of US levels. In 2018, Korea and Japan were at a
similar level vis-a-vis the US, but recently updated data indicates that Korea will
surpass Japan in terms of PPP. North Korea's per capita GDP is only three percent of
the US per capita GDP. It has not yet reclaimed pre-liberation levels.

This analysis raises several more questions. For example, why did the economic
growth of East Asian countries (excluding North Korea) show a similar pattern in the
20th century, despite some time lag? Before liberation and the war, catching up to
the US progressed slowly, but rapid catchup was achieved after the war during a
period of breakneck growth. What factors can account for this difference between the
two periods? And why did the gap between East Asian countries and the US widen
dramatically during wartime?

East Asian countries experienced significant postwar political turmoil and underwent
major institutional reforms. But why did Korea and Taiwan start to catch up later than
Japan? Moreover, Japan, which developed before Korea, has lost ground with the US
since 1992. Will Taiwan and Korea soon follow in Japan's footsteps? And why did
North and South Korea exhibit similar growth patterns before liberation, but take

completely different paths after? We will explore these and other questions.
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1-3 Institutions and economic growth

The questions | have raised so far on East Asian per capita GDP catchup in the
20th century concern only a handful of the issues | hope to address through this
series of lectures. | think a theoretical discussion on how to approach these problems
is necessary. | would like to address the issues of institutions and economic growth
and later, other themes such as economic backwardness and catchup.

Shortly after the ports of Korea were forced open, it was subjugated under colonial
rule. Following liberation, Korea experienced a major systemic change: it was divided
into two states, North and South, and during this process, institutions and economic
performance changed. Normally, it is not easy to ascertain institutional differences
accounted for differences in economic performance, or whether environmental or
historical conditions played a more important role in two different countries with
different institutions, environments, and historical conditions.

But the case of Korea allows for isolation of the effect of institutional changes, with
environmental and historical variables equally controlled. | had this in mind when |
mentioned earlier that Korea's modern and contemporary history is like a lab
experiment for testing institutions.

| would like to briefly introduce previous studies on the relationship between
institutions and economic growth. Also, | will look at how modern institutions that
originated from the West spread to other parts of the world. Based on this, we will
think about how institutions affect economic growth.
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0 begin with, | will introduce a 1973 study by North and Thomas. The work asks
why economic growth, defined as a continuous increase in per capita income, was first
observed in the Western world, and why this was not also observed in other regions.
They argue that growth occurred in the West first due to its more efficient economic
institutions.

We might think that there are many ways to achieve economic growth. They include
developing technologies, raising the quality of capital or labor inputs in the production
process, or pursuing economies of scale through forming large organizations such as
companies.

However, technological development, wealth accumulation, education and economies
of scale are not causes of economic growth but rather the things that define it.
Therefore, we should ask why these factors became manifest in some societies but not
in others. North and Thomas argue that it is due to the presence of efficient
economic institutions (or lack thereof).

They consider establishing property rights an essential element of an efficient
economic institution in which individual costs and benefits are closely tied to social
costs and benefits. When the two concepts are unlinked, a third party can take part
in the benefits while passing on the costs to either of the concerned parties without
their consent.  This occurs when property rights are not properly established or
protected.

The concept of the externality is an important one in economics. It refers to a
circumstance in which a third party (that is, an entity other than the parties directly
engaged in a transaction) is not compensated for any losses it suffers or paid for and
gains achieved as a direct result of the transaction between the other parties.

Therefore, a world without externalities would be one in which property rights are fully
guaranteed.
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In such a world, economic growth could occur on its own. This is because people
with materialistic desires are provided with strong incentives to be compensated for
their contributions. As a result, the effort of individuals leads to an increase in social
as well as individual benefits. However, this ideal world does not exist, nor has it ever
existed. The reason for this is because there are many obstacles to protecting or
enforcing property rights.

| will describe two examples used by the authors. First, let us say that an
individual invents a new technology that would benefit society.

If the invention is freely copied and used by other people, who free ride on the
work of the inventor, the individual who originally invented the technology would not
be able to recover the costs of developing the invention, let alone earn a profit from
the invention. And without these incentives, any successful invention would likely
never be made again. The system of patents does not come into existence naturally. It
is an artifice designed to protect intellectual property rights. Without these systems,
technological innovation cannot be expected to take place in earnest. AAnd so, Thomas
and North argue that, without institutions to protect property rights, technological
innovations cannot be expected to occur.

Another example used by the authors is when the king of Spain granted privileges
to Mesta, a shepherd’'s guild in the early modern era. Mesta was granted the right to
herd sheep, but these sheep damaged the crops of farms they passed through. This
represents a clear violation of the property rights of farmers; their rights were not
protected.

Here, let us assign a quantitative value of 100 to the loss incurred by the farmers
and a profit of Mesta 40, who pay 20 to the king in exchange for the privilege of
being allowed to herd sheep. The farmersiosses were total, valued at 100, and
greater than the sum of profits earned by both Mesta and the King. This is a socially
inefficient system.
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If the privileges granted to Mesta were to be abolished, and instead, the property
rights of the farmers were protected, society would benefit. But changing such a
system would be an enormous challenge. Mesta would suffer losses, and the king
would have to collect taxes from farmers instead. But agricultural profits are not
certain, and the risks are large.

Yet if the institutional changes did occur, the farmers who benefited from the
change could pool 40 to compensate Mesta and the king's previous income, but this
would not be feasible. This is because it would be difficult to know much each
farmers had lost from the sheep grazing, and it would be difficult to arrive at a
consensus on how to share the burden of 40 amongst them, as they would have
incentives to free ride on each other.

These two cases illustrate why it is difficult to establish efficient institutions, why
inefficient institutions persist, and why these two problems can make economic growth
impossible.  When establishing property rights, it is important to prevent free riding.
But this is difficult for individuals or groups to do. And so normally the state takes on
this role.

In medieval Europe, feudal lords ruled in a decentralized manner over small regions,
but in the early days of the modern era, nation states emerged that united these
feudal lords, and these states took on the role of creating public goods. Public goods
such as national defense and the maintenance of public order have economies of scale,
which means that the cost per unit of each decreases as scale increases.
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However, there was never a guarantee that the nation-state would establish
property rights in a way that contributed to economic growth. And in fact, the
opposite was most often the case. Because of the competition between nation states
and frequent wars, the heads of these states (often kings) always lacked sufficient
financial resources. As a result, privileges such as those granted to Mesta were abused.
Special privileges were granted to specific people or groups for virtually all commercial
and manufacturing goods.

Kings relied heavily on borrowed funds from large merchants, but often failed to
repay them. North and Thomas see Spain and France as examples of economic
decline or stagnation due to the state's failure to adequately protect property rights
during the emergence of the first nation-states from 1500 to 1700.

In contrast, the Netherlands and the UK are cited as successful examples of
economic growth. The Netherlands emerged as the maritime trade and commerce
center during this period because of innovations that lowered transaction costs. In a
time when markets were less developed, ascertaining the true value of goods being
traded, negotiating the terms of trade, and resolving trade disputes were all costly and
entailed uncertainties. These costs included search and information costs, bargaining
costs, and policing and enforcement costs, which are collectively referred to as
transaction costs.

Economic principles teach us that market equilibrium is formed when supply meets

demand, but elementary modeling exercises assume zero transaction costs. However,
this is not the case in reality, and if transaction costs are higher than the profits
obtained through any transaction, the transaction will not take place.
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If uncertainties can be mitigated and costs of transactions reduced, trade can
expand, and the division of labor can widen, leading to economic growth. Such a
process of development occurred in the Netherlands during this time. With an
increase of trade volume, specialized exchanges and standardized business practices
were established, and a system was created where commercial disputes could be
appealed in court to ensure contracts were enforced.

The development of commerce brought about innovations in shipping and
specialization in agriculture and manufacturing, which increased production. The
development of capital markets supported this process. As a result, the Netherlands
enjoyed an affluent standard of living, only being eventually overtaken by Britain at the
turn of the 19th century, as shown in Figure 1-2.

Although Great Britain started to develop relatively late, it actively adopted and
imitated the institutions and technology of the Netherlands. Furthermore, Britain added
a new institutional mechanism to protect intellectual rights by adopting a patent
system.  This greatly contributed to accelerating technological innovation in the
Industrial Revolution.

It is worth calling attention to how, through the Glorious Revolution in 1688, Great
Britain recognized the principle of constitutionalism, which stipulates that the Crown is
subject to the law. Research by North and Weingast emphasizes the significance of
this development.

Compared to Spain or France, in Britain, the Crown’'s authority was subject to more
checks from the legislative body, Parliament. But these did not prevent the Crown from
abusing its authority to levy taxes. The Crown and Parliament frequently clashed over
tax increases. Still, the Glorious Revolution established the notion that the monarch is

not above the law, and thus began an era of Parliamentary priority over the Crown.
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Parliament eventually assumed fiscal authority, and without its approval, the
government could not levy taxes; it also assumed the right to audit government
expenditures. In the judicial system, the Crown’s privilege was abolished, the supremacy
of common law was established, and the status of judges was guaranteed, making the
judiciary independent from the Crown. This meant that the people had more political
freedom and rights, which ensured greater protection of property rights and economic
freedom.

The Glorious Revolution was followed by the Financial Revolution. In the past, Royal
violations of property rights were often triggered by financial crises, making it
necessary to resolve the root cause of the problem. Supporters of Parliament agreed
to allow the government to improve its finances through tax increases in exchange for
more say in the government. As a result, government debt increased, while interest
rates for British government bonds, called gilts, significantly fell. The interest rate on
gilts was 14 percent in 1693 but had fallen to just three percent by the 1730s.

Developments in financial markets showed that this new system was not only
predictable but also credible. This stabilization of the market for gilts had a positive
impact on the development of capital markets, leading to a decrease in interest rates
of private securities.

Falling interest rates encourage capital accumulation by expanding the scope of
profitable investments. Although the institutional changes from the Glorious Revolution
had various effects on economic growth, the authors focused on its effects on capital
markets to illustrate the revolution's significance more concretely

Up to this point, we have focused on our discussions on the cases of Great Britain
and the Netherlands. From those two cases, it seems that efficient institutions
centered on protecting property rights have indeed positively impacted economic
growth. However, the extent to which this can be generalized needs further scrutiny.
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In general, in order to determine whether institutions are a major contributing factor
to economic development, we can make estimations using a model for economic
growth that utilizes variables representing the quality of institutions. Institutional
quality is measured here through surveys on how well countries protect against
violations of property rights. This variable will have a higher value in countries that do
this better. Here | will introduce the research of Acemoglu, Johnson and Robinson.

But before | do that, here is a brief primer on statistical estimation. Suppose Y
refers to each country's per capita income or growth rate. In that case, X indicates the
quality of institutions, and Z is a combination of all other variables that affect the per
capita income. Then, we can build a model expressed by the formula Y=a+bX+cZ+e.
Here, e indicates the error term. | will refer to this as Formula 1-1.

From this model, we can estimate the effect of institutional quality on per capita
income. In other words, for countries for which we have data, after taking into
account the differences from variable Z — which explains the difference in per capita
income coming from factors unrelated to institutional quality — we can estimate the
difference in the model economic growth attributable to variable X, which represents
institutional quality.

If the coefficient value b of X is positive (+) and statistically significant (for example,
the probability of it being incorrect is less than five percent), it can be interpreted that
a country with higher institutional quality will have a higher per capita income.

Conversely, if c is statistically insignificant, it would be difficult to claim that institutions
contribute to economic growth.
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In this exercise, institutional quality is the explanatory variable (also called the
independent variable). X represents it. Let us say running Formula 1-1 finds X to
impact the explained variable (also called the dependent variable) Y, representing per
capita income. But there is also an inverse relationship between the two variables,
where an increase in Y leads to an increase in X. Because many other factors impact
institutional variables, it is difficult to rule out the possibility of an inverse causal
relationship.  So, in this case, the model suffers from the problem of endogeneity,
which refers to the explanatory variable, which in this example is institutional quality,
being correlated with the error term, which again refers to all other variables and
represents by e in Formula 1-1. An endogeneity problem makes it difficult to interpret
the results of an estimation easily.

But suppose we can find the value of another variable, D, which has a close
relationship with variable X but lacks any correlation with variable Y. In that case, we
can estimate the value of X using variable D. The value of this variable is referred to
as X (called x-hat). Using this variable instead of X to estimate the value of Y can
avoid the inverse causation problem. This variable D is referred to as an instrumental
variable, and this estimation method is referred to as the two-stage least squares
method or instrumental variables estimation.

Using this estimation method, Acemoglu, Johnson and Robinson’s research concluded
that differences in institutional quality led to differences in economic performance. In
addition, the authors hypothesized that the mortality rates suffered by European
settlers influenced colonization settlement strategies and governance.

Therefore, in colonies where mortality rates were low, more Europeans migrated to
these regions, resulting in an establishment of better political and economic
institutions. Conversely, in colonies with high mortality rates, it was more likely that the
colonial powers put institutions in place that exploited these colonies.
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They argued that the institutions and systems established by European colonial
powers persisted in some colonies even after they won their independence and that
these institutions continue to influence the affairs of these countries today. The
authors sought to prove this hypothesis using the instrumental variables estimation
methodology | described earlier. First, they showed that differences in mortality rates
faced by European settlers (the instrumental variable, D) during the colonial period
could be used to estimate differences in current institutional quality. They then showed
that the result of this estimation could explain differences in economic performance
between former colonies on a statistically-significant level.

The sample size used for this estimation was 64 countries. Therefore, it could be
implied from the results of this analysis that having institutions that protect property
rights promotes economic growth. This is generally true in many countries, not just
Great Britain or the Netherlands.

Another issue is how the effective system centered on property rights protection
was first established in Great Britain and eventually spread to other regions. Earlier, |
pointed out that Britain adopted or imitated the institutions and technologies of the
Netherlands, but | think this development path was important for neighboring countries
as well. However, under the old system of absolute monarchy, it was difficult for
these nations to adopt a modern system voluntarily conflicted with the absolutist rule,
and doing so often involved political transformation.

The French Revolution in 1789 is an example of this. The French Revolution, like
the Glorious Revolution and the American Declaration of Independence in 1776, was
influenced by the ideologies of the Enlightenment. In particular, the American
Declaration of Independence greatly inspired French revolutionaries, as it demonstrated
that revolution was possible from the bottom up. It also showed that a new political
system based on Enlightenment ideologies such as national sovereignty, natural rights
and the separation of powers using constitutional checks and balances was possible.
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The French Revolution was different from the previous two revolutions in that it
emphasized the values of liberté (freedom), égalité (equality), and fraternité
(camaraderie). However, the republic established following the revolution underwent
upheaval and suffered from political instability, producing the Reign of Terror, the
dictatorship of Napoleon Bonaparte, and ultimately restoration of the monarchy.

The French Revolution was notable because of its revisions to and dissemination of
institutions, especially the Napoleonic and French civil codes' legacies. Before the
revolution in France, the legal system comprised a mix of Roman law, feudal law and
other customary and common laws depending on the region. Marriage and family law
were under the jurisdiction of the Roman Catholic Church. The Revolution unified
these laws and practiced the principle of equality by applying the same laws to all
French.

In addition, hereditary nobility and privileges were abolished, granting freedom of
religion and secularizing the country by separating church from state. Finally, basic
principles were adopted, including the right to liberty, the right to enter into contracts,
the principle of liability with fault, and the protection of private property. These
epitomize the laws governing modern civil society and, as North and Thomas argued,
are at the core of efficient institutions.

The success of the French Revolution was a great threat to the monarchs under
the old system in other European countries. This is because they were concerned that
the revolution would expand to their lands. The Napoleonic Wars, which were wars
between France and the countries trying to prevent this from occurring, were fought
from 1803 to 1815. In this process, Napoleon occupied or conquered many parts of
continental Europe. During this time, the old system collapsed while nationalism grew

ascendant. The Napoleonic Code spread to these regions.
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In the case of Germany, the Napoleonic Code was adopted alongside old customs
and common laws in areas that were occupied by France. After unification, Germany
enacted a civil code of its own at the end of the 19th century, which was
systematized based on Roman Law and the spirit of individualism and liberalism
prevalent in Europe at the time. In Switzerland, at the beginning of the 20th century,
an independent Civil Code was enacted. It drew from the Napoleonic Code as well as
German civil law.

These civil laws were statutory laws, drafted under the premise that they would
constitute part of a rational legal system. And in this way they differ from the
common law used in Great Britain at the time, which was based on unwritten customs
and judicial precedent. This established a distinctly continental approach to civil law
which differed from the Anglo-American common law tradition.

How did modern institutions spread outside of Europe?  Although Acemogluy,
Johnson and Robinson did not address this question, it can be said that European
colonial rule was an important trigger for the spread of institutions to other regions.

The British common law tradition spread to North America, Australia, New Zealand
and India, which are all former British colonies. On the other hand, Latin America and
Africa, which were colonized by continental powers, inherited civil law systems.
Although there are cases where European institutions were directly transferred to
colonies nearly as-is, | believe it is more common that continental institutions were
modified through conflict and fusion with existing institutions. In either case, it can be
said that external forces forced European institutions upon the colonies.

But there are a few cases where societies voluntarily adopted European legal
systems. Japan is one such example. The Japanese Civil Code was enacted in 1896
during the Meiji Restoration. It was modeled after the civil laws of Germany and
France. We will examine the case of Korea in more detail later, but the Japanese civil
code was applied to Korea in 1911, as the latter was at the time a colony of the
former.
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Although there were cases where the spread of modern institutions was achieved
through imitation, there were many more cases where modern institutions only came
to be after a revolution, war, or a period of colonial rule.
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1-4 Economic backwardness and catch up

So far, we have seen that East Asian countries, including Korea, quickly closed the
gap with the US, the global productivity leader. In these countries, catchup was
achieved surprisingly rapidly during stupendous growth after World War |II. But this
growth progressed much more slowly before the war. So let us think about how this
catchup was possible and what economic characteristics of these countries made it so.

To explore this issue, we should first consider the significance of the theory of
economic backwardness proposed by Guschenkron. He noted that France, Germany
and Russia, which were relatively backward countries in Europe in the 19th century
compared to Great Britain, all eventually went on to post rapid economic growth and
also exhibited characteristics that Great Britain did not have in terms of industrial
production and organizational structure.

Guschenkron uses the term “backwardness” but refers to relative backwardness
compared to Great Britain, rather than absolute backwardness. Given the ambiguity of
this term, | wil from here on wuse the terms “late developer"and “early
developerinstead to differentiate Great Britain and the countries that developed after
it.

The author points out that a characteristic of late developers is that they can
borrow technologies already developed by the early developers. This can be said to be
a benefit of developing late, and because of this, once industrialization commences in a
late developer, it is likely to proceed rapidly.
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But late developers also faced obstacles to industrialization. Contrary to the general
perception that Ilabor is more abundant than capital in developing countries,
Guschenkron points out that late developers lacked suitable factory labor, as workers
needed to sever ties with their lands and undergo training to be suitable for factory
work. But this kind of labor was surprisingly scarce. At the same time, late developers
lacked capital and managerial resources as well.

In addition, complementarities among industries also functioned as constraints that
prevented industrialization. For example, it isn't easy to develop a railroad industry
without a coal industry to supply fuel, and conversely, a coal industry needs railroads
to transport coal efficiently. The development of one industry can create a positive
externality in another, which can spark additional development of the former.

It is effective to promote the simultaneous development of industries with
complementarities, and doing so can lead to rapid growth in late developers. However,
it is very difficult for late developers to do this due to their challenges: a lack of labor,
capital, and managerial expertise.

Regarding the lack of labor, it can be pointed out that late developers were more
active in introducing technologically advanced production facilities. These production
facilities are usually capital-intensive, meaning that they can save on scarce labor.

On the other hand, since early developers have already made large investments in
production facilities, they tend to be hesitant to replace them with newer ones. For
example, Germany introduced blast furnace technology in the steel industry before
Great Britain. Even more backward than Germany compared to Great Britain, Russia

embarked on Germany's developmental path.
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Notably, in capital financing, late developers established a financial system that did
not exist in early developers. For example, British banks of the time were mostly
commercial banks that supplied short-term financing to firms through discounts on
promissory notes that companies issued. In contrast, banks in continental Europe
(including Germany) became investment banks that offered short- and long-term
financing to companies for railway construction or industrialization.

In Great Britain, incorporated firms were not properly utilized during the Industrial
Revolution, but corporations played a leading role in the industrialization of late
developers. In particular, in Germany, banks not only became larger through mergers,
but also went so far as to organize cartels that could command and control industrial
enterprises that were owned by these industrial banks.

This made it possible to supply large amounts of capital to capital-intensive
industries. But, on the other hand, Russia was even more backward than Germany
before its industrialization; serfdom was only finally abolished in Russia in 1861. As a
result, Russia faced far more obstacles to promoting industrialization and mobilizing
funds, and its financial system was not up to this task. And so the state took on a
more direct role.

Guschenkron argues that another characteristic of the industrialization of late
developers was the role of industrialization ideology. He suggested that for late
developers to scale the barriers that had long prevented them from industrializing,
mere rational discourse on the benefits of industrialization was insufficient. Rather,
these countries had to pursue industrialization with quasi-religious fervor; a belief that
a better future was possible with the power of human imagination. Guschenkron thus
proposes that it was industrialization ideology that wunited national capacity for

economic development.
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In France, the ideologues were Saint-Simonians; in Germany, the democrats, and in
more backwards Russia, the Marxists. These groups played the role of ideologues for
industrialism.  Guschenkron points out that among European countries in the 19th
century, late developers started industrialization at different points in time, and the
degree of backwardness of late developers had a major influence on the development
path of these countries.

The author's next argument can be summarized as follows. The more backward a
country is when it first begins to industrialize, the faster its mining and manufacturing
industries grow, which causes the industrialization process to proceed in fits and starts.
In addition, the greater the level of backwardness of an newly-industrializing country,
the larger the scale of the firms and production facilities that eventually come to be.
Moreover, these enterprises tend to focus more on producer goods (that s,
intermediates, or unfinished goods) rather than consumer goods. This reduces
consumption and increases pressure on the savings rate.

Furthermore, as we have seen earlier in the cases of Germany and Russia,
Guschenkron posits that the greater the level of a late developer's backwardness, the
greater the role played by newly-created institutions desinged to supply the necessary
capital for industrialization, and these institutions were often not present in the early
developers. He also mentions that agriculture plays a smaller role in providing capital
for industrial growth in more backward countries.

Guschenkron's hypothesis differs from previous studies, which argued that economic
development occurs in a linear way, because late developers follow a different
development path from early developers due to the very existence of these early
developers. As Marx said,"The country that is more developed industrially only shows,
to the less developed, the image of its own future.” Rostow later contended that each
country’'s economy goes through five stages of development: traditional society, the
preconditions for takeoff, the takeoff, the drive to maturity and the age of high mass
consumption.
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According to Rostow, then, every country’'s economy should belong to one of the
five stages | just mentioned, and late developers would follow the development stages
that early developers have already passed through in a linear way But Gerschenkron
diverged from the other economists here, maintaining that the economic development
of late developers takes a different form from that of early developers, due not only
to the backwardness of the former, but due to the influence of ideology and
preexisting institutions, which we have already discussed. These factors are key to
understand how late developers approach the question of industrialization.

Gerschenkron's hypothesis was predicated on observations of 19th-century Europe.
But how far can it be generalized to other periods and regions? For example, one of
the author's hypotheses is that the more backward a country is and the bigger its
technology gap with developed countries, the more rapidly it can grow and catch up by
using technology already developed by early developers.

Abramowitz addresses this argument. Here, the ability to take advantage of the
technological gap with developed countries is important. This ability is called social
capacity. This includes technological competence, which can represented by education
levels, but social capacity also refers to the competencies of political, commercial,
industrial and financial institutions.

Among these, the experience of organizing and operating large-scale businesses or
financial institutions and markets to procure and distribute capital on a large scale

capital is important. However, defining social capacity is an important question that is
difficult to substantiate and subject to controversy.
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Puterman offers a more comprehensive definition of social capacity. He argues that
social capacity is a skill that can be acquired not only through the development of
human capital (that is, through individuals’ education or training), but also through
collective know-how. This know-how can depend on intangibles such as work ethic,
attitudes toward education, social norms, and social trust.

Furthermore, Puterman emphasizes that social capacity factors are formed over a
long period, often originating in primal societies. These factors are passed down from
generation to generation, accumulating in families or communities. While this ability
cannot be formed quickly, it cannot be easily lost. He posits that late developers
lacking social capacity may struggle to catch up with the early developers.

Abramowitz conducted research on 16 countries, using data on per capita GDP since
1870. He sought to test whether countries with lower incomes went on to post higher
growth rates. In addition to Britain, the US and major European countries as well as
Australia and Japan were included. All of these countries were seen as having
sufficient social capacity. The study found that the income gap between the economic
leader, the US, and the rest of the world was widening before World War I, but had
since narrowed rapidly.

The work also found that the distribution of income within countries (excepting the
US) has also gradually evened out, except during times of war, when income gaps
widened. And even when estimating the correlation coefficient between initial income
levels and the growth rate, in times of peace the correlation coefficient was mostly

negative. Among the countries being studied, countries with lower incomes initially
posted faster growth rates. However, the correlation coefficient reached -0.9 between
1950 and 1973 but dropped after 1973, showing differences over time.
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According to Abramowitz, during World War Il, there were many technologies that
had already been developed and commercialized in the US, but not yet in other
countries. After the war, countries took advantage of these technologies to rapidly
catch up. In addition, higher education levels not only improved social capacity but
also expanded international trade, which facilitated the spread of knowledge and
technology.

After 1973, as the technological gap between nations gradually narrowed, the speed
at which later developers caught up also slowed. In the 19th century, catching up was
relatively slow, which can be attributed to the dominant position of agriculture in
national economies and limited social capacity compared to the post-World War I
period. In addition, the aftermath of the two World Wars and the Great Depression
temporarily hindered the spread of knowledge.

The data used here is based on the GDP per capita of each country using the
Maddison database, so it is limited to capturing the rapid growth of the mining and
manufacturing industries, a main focus of Guschenkron. However, this means that
Guschenkron’s hypothesis on economic backwardness is not only limited to Europe in
the 19th century, but can be extended to other periods and regions.

As we have seen, in the process of Korea's economic development, in addition to
the technology-enabled rapid catch up, various factors that can be attributed to initial
economic backwardness, such as financial institutions and industrialization ideology, are
apparent. When expanding and applying Guschenkron's hypothesis, we can gain a
better understanding of the historical process of Korea's economic growth.
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1-5 The structure of the lecture

Finally, | would like to briefly explain the overall structure of the course.

Two approaches can be used when explaining the history of economic growth. One
is chronological, in which events are discussed in the order they occurred, and the
other is topical, in which various subjects are reviewed separately for a period under
consideration.

Both approaches have their advantages and disadvantages. Reviewing economic
growth chronologically is the most widely used method, and doing so allows us to
identify specific problems, the systems and policies implemented, and the economic
progress achieved during the period under study. However, this approach limits how
well we can understand the larger currents of the entire period.

In contrast, reviewing economic history by topic helps us understand the
undercurrents of each subject at a glance using long-term statistics. Doing so allows
us to compare countries to help us better understand the characteristics of Korea's
economic growth. However, this limits our ability to comprehensively grasp the nature
of the societies we are studying in each period.

This course acknowledges both approaches to be complementary and attempts to
practice both. For the first part of this course, we will explore the history of
economic growth by topic. These topics included perspectives on the history of
economic growth, which we have discussed today. The other topics we will discuss
include macroeconomics and the causes of development, monetary finance, the
formation of human and physical capital, and standards of living and equality. The
approach covering the entire period has been made possible due to the compilation of
long-term statistics covering the past 100 years.
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This allows for a comparison of changes in each period by subject, and furthermore,
what characteristics Korea exhibited in comparison to other countries. In other words,
it allows for vertical and horizontal comparisons. The results of these comparisons will
be discussed in the first part of the course, in order to help us grasp the overall flow
of the Korean economy.

In Part 2, the period under consideration is divided into seven different sections.
First, the period before liberation is divided into the opening of Joseon's ports and the
colonial period. Second, the colonial period is divided into a period when institutional
changes were concentrated and a period in which colonial economic development was
initiated on a full scale. Third, the post-liberation period is divided into the period up
to the 1950s and high growth from the 1960s to the 1970s. Finally, the period after
the 1980s is divided into the two periods before and after the 1997 Asian Financial
Crisis (AFC).

These classifications for each period considered the domestic and foreign
circumstances Korea faced, differences in major challenges, and the nature of the
institutions and policies. Through this analysis, we will understand society's nature
during each period and how it changed. In addition, combining Parts 1 and 2 allows us
to view the history of Korean economic growth from various perspectives.

This concludes the first lecture of the History of Korean Economic Growth. Today we
examined different perspectives for analyzing the history of economic growth. In the
second lecture, we will discuss macroeconomics and sources of growth. Thank you.
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