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Liberation, division, war,
and the aid economy

9-1 Liberation and the collapse of the regional integration system

Greetings, students. This is Kim Nak Nyeon, with the next installment of The History
of Korean Economic Growth. It is a pleasure to see you all again. This is the ninth
lecture in the series. We will discuss the systemic changes that took place in the
turbulent period leading to liberation, division, and the Korean War. | believe the
choices made during this time had profound impacts on the country's future economic
growth.

Liberation brought about the demise of the colonial period's regional integration
scheme, and with it, changes to the broader economic system. However, the colonial
legacies inherited by the two divided Koreas were different, and we will explore these
differences. We will also examine how formerly Japanese property devolving to the new
Korean state following liberation was disposed of, explore how agricultural reform
ameliorated class conflict surrounding farmland, and consider the facts and significance
of these issues.

In addition, the Korean War and the Cold War system that emerged in its wake
exerted major effects on the Korean economy for a long period of time. And in
particular, during the Syngman Rhee administration, American economic aid and the
regulations governing the foreign exchange market designed to distribute it well
illustrate the nature of the Korean economy in the 1950s. And so we will also explore
issues related to this topic in this lecture.
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We will also briefly look at how the pre-liberation currency, exchange, duty, and
legal systems that constituted the regional integration system of the Japanese Empire
changed. The colonial-era Bank of Chosen survived liberation, and notes issued by the
bank remained in circulation. In 1950, a law was passed creating the Bank of Korea.
The law stipulated that Bank of Korea notes were the only legal tender in the country,
valid for all transactions, public and private. But it did not establish a separate and
distinct cash reserve system for issuing banknotes.

This is to say that Bank of Korea notes were inconvertible paper money, entirely
disconnected from the currency system that existed prior to liberation. Interim
provisions were instituted that allowed for the continued circulation and use of the old
Chosen notes, but after the Korean War broke out and Seoul was occupied, an
alternative to the Chosen notes became urgently necessary, and so the Bank of Korea
began to rapidly print and circulate Bank of Korea notes.

The use of inconvertible paper bills made issuing banknotes easier, but this also
made it easy for the Bank to overissue the bills. Looking at the long-term trend in
currency growth we first explored in Week 3, we can see a sharp increase immediately
after liberation and during the war. As we have already seen in Figures 3, 4, and 5,
this period of Korean history was one of hyperinflation.

The price index is graphed on the Y-axis on a logarithmic scale. This means that
each column represents a tenfold increase in the index. This hyperinflationary trend
owes to the excessive printing of money during a time of great political turmoil before
and following liberation and when the supply of goods was greatly constricted due to
the outbreak of the war. Here we can see the significant differences in the rate of

inflation in both North and South Korea before and after the war.
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This inflation affected the value of both North and South Korea's currencies against
the United States dollar, and the value of both changed rapidly, as we can see in
Figures 3, 4, 5, and 6. Prior to liberation, the currencies of Japan, Taiwan and Korea
were exchanged at equivalent rates in international markets and thus had the same
value against the dollar, and the currencies of Korea and Taiwan were set to exchange
at 1/1,000 and 1/40,000 against the Japanese yen, respectively. This is because this
graph was created based on current exchange rates, but the currencies of Korea and
Taiwan were redenominated by 1/1,000 and 1/40,000, respectively.

The main takeaway here is that exchange rates fluctuated wildly following the
collapse of the equivalent exchange system in place in the Japanese Empire. The rates
for each former colony have moved independently ever since. The imperial monetary
system could maintain a fixed exchange rate because each colonial currency could be
exchanged for the Japanese yen, which functioned as a reserve currency. When this
system collapsed, each country could pursue its monetary policy.

Consider the gold standard system as an analogy. Under the gold standard,
exchange rates were fixed, and thus countries party to the scheme were unable to
implement independent monetary policy. But after the collapse of the gold standard,
such restrictions no longer apply. The situation in Korea following liberation is broadly
analogous. Conversely, we might also consider a modern regional integration scheme:
the European Union. EU member states that use a common currency -- the Euro --
are similarly unable to implement their own monetary policy. This resembles the
monetary system of the Japanese Empire prior to its collapse.

In addition, post-liberation trade and customs systems began to move away from
the more open imperial system. As mentioned earlier, trade controls were first
implemented during the war; these restrictions on foreign trade stayed in place even

after liberation.
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The Foreign Trade Act of 1957 overhauled South Korea's trade-related systems and
institutions. The law promoted exports, expressly proposed an“adjustment of imports,”
and called for the establishment of trade plans directed toward these purposes.
Exports were allowed in order to reduce the trade deficit, but imports were controlled
to the greatest possible extent, with the intent being to protect and nurture domestic
industry and ensure that export industries were provided with the infrastructure and
materials they needed. Under the US military government, tariffs were kept under 10
percent. But the Customs Act passed in 1949 following the beginning of self-rule and
the incorporation of the Korean government drastically increased duties across the
board, both to generate revenue and to protect domestic industries. This is significant,
as it marked the restoration of Korean sovereignty over its own customs that was first
lost when the great powers imposed an unequal treaty on Korea in 1876. The
schedule of duties differed by item. Critical raw materials that Korea could not produce
domestically were exempted from import tariffs altogether. Duties between 40 and 100
percent were applied to luxury goods; duties between 10 to 50 percent were imposed
on everything else.

Figure 9-1 shows the average tariff rates for Korea, Taiwan, Japan and the US from
1885 to the present. Although the schedule of duties differs for each item, an
average tariff rate can be obtained by dividing the total value of customs duties
applied by the total value of goods imported. The result can serve as a rough indicator
of the degree of protection of the domestic market. Before liberation, Korea, Japan
and Taiwan all had average tariffs of around five percent due to the influence of the
unequal treaty agreement. Compared to the US, this was a coercive open system.

Looking at Figure 9-1 again, one thing that stands out is that tariff rates in Korea
and Taiwan skyrocketed immediately after liberation.  This phenomenon can be
observed in most developing countries recently freed of colonial rule. However, in the

1960s, Korea and Taiwan began reducing tariffs, moving closer to an open system
rapidly.
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Korea had broken free of colonial rule, and had established its own currency,
exchange rates, and customs systems. This process was also one in which the
monetary and customs sovereignty Korea lost during its forced opening and
subsequent colonization was restored to it.

Through this, Korea was able to pursue nationalist goals that were forbidden under
the old regional integration system and implement an independent industrial policy.
Yet the transition to this new economic system was a process characterized by
spiraling inflation and fluctuating exchange rates, and one in which the market
economy and open system of yore were in retreat.
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9-2 The institutional legacy of colonial rule

Now, let us explore the institutional legacy of colonial rule in South and North
Korea.

Some aspects of the colonial-era legal system carried on following the liberation of
Korea and the establishment of an independent state, while others were entirely new
and represented a major disruption to the old order. The establishment of a new
constitution represents a major point of severance from the pre-liberation system. As
discussed in the Week 7 lecture, while the official position of the Japanese colonial
government was that the effects of the Japanese constitution extended to the
colonies, in reality, it did not apply to Koreans.

But with the enactment of the first Korean constitution, Koreans at last were
guaranteed basic constitutional rights, and constitutionalism and the separation of
powers were instituted. To illustrate, prior to liberation, Japanese laws were enforced
in Korea in the form of decrees issued by Japanese Governors-gGeneral. After
liberation, however, Korea could make its own laws in the National Assembly, an
independent representative body vested with legislative authority.

We know that a new constitution was adopted, but what happened to the other
pre-liberation laws on the books after Korea gained its independence? There are some
key differences between South and North Korea. We will examine the South first.

The end of the Second World War also meant that the wartime controls and
restrictions we discussed in the Week 8 lecture were lifted. The lifting of these
restrictions also annulled the numerous statutes, regulations, orders, and notices issued
by the colonial government that invoked the Japanese National Mobilization Law. With
the end of the war, the laws that the wartime restrictions had overruled were
restored.
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The US Military Government ruled South Korea from the time it was liberated until
the establishment of self-rule, a period spanning three vyears. US military
administrators annulled colonial-era laws designed to oppress or elevate certain political,
religious, or ideological groups and ethnically discriminatory laws. Laws and regulations
related to ideological/political crime and punishment, public order and security, the
press, political prisoners, and the establishment of Shinto as the state religion were
among those expunged by the US military government. But virtually all civil and
commercial laws related to the economy continued on as s, preventing a
post-liberation legal vacuum from forming.

Article 100 of the Korean constitution states that all extant statutes are to remain
in effect as long as they are constitutional; it was this provision that allowed
pre-liberation laws and regulations to remain in legal force even after the
establishment of a government in the South. Through this, Korea was able to pursue
nationalist goals that were forbidden under the old regional integration system and
implement an independent industrial policy. The government did however create a
Code Compilation Committee. This body was tasked with gathering data and studying
basic civil, commercial, and criminal legal codes and related litigation and administrative
punishments, in addition to deliberating and drafting bills.

Let us first explore what happened to the Joseon Civil Ordinance, a major law of
the colonial period. The Code Compilation Committee's draft of the new Civil Code of
the Republic of Korea was passed by the National Assembly in 1958, and entered into
force in 1960. The Assembly passed the Commercial Act in 1962, which took effect
the following year. The new Civil Code replaced the Joseon Civil Ordinance and the
Commercial Act replaced its equivalent Japanese law.
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That is, both the Joseon Civil Ordinance and the old commercial law remained in full
legal force up until the passing of their successor laws, in 1960 and 1963, respectively.
While the civil and commercial laws were ostensibly new, both were largely unchanged
from their Japanese forebears, with only a handful of provisions revised.

For example, the Civil Code is, like the Civil Ordinance before it, divided into five
parts: general provisions, real rights, claims, relatives, and inheritance. The composition
of the parts’ sub-chapters too was hardly changed from its predecessor. It was
however necessary for the new law to reflect new social and economic realities and
also developments in jurisprudence. Representative of these efforts were two new
Articles added to the General Provisions. Article 1 states that common law and the law
of reason, being elements of natural law, are to be recognized, despite not being
formally codified. Article 2 prohibits abuses of power and abrogation of agreements
made in good faith.

These new additions reflected trends in contemporary law, which was more
relativistic with regards to social and public sentiment than the old legal system, which
had strongly emphasized the unabridged freedom to enter into contracts and the right
to ownership. This provision had its origins in the Swiss Civil Code of 1912, which is
considered to be the model of 20th-century civil law. Japanese scholars appropriated
elements of the Swiss code for use in the Manchukuo civil code; the amended
Japanese Civil Code of 1947 also reflects Swiss law.

A 1999 report by the South Korean Ministry of Legislation identified 21 specific
differences between the post-liberation civil law and the old one. The report shows
how some legal theories and precedents, accepted in the courts but not formally
codified in the old law, were now expressly stated or otherwise given a more formal

structure in the Civil Code.
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Through this we can see that some laws and regulations concerning the economy
from the colonial period took root and survived the liberation of Korea nearly
unscathed. We can also see that the war was an exceptional period in which normal
civil and commercial laws were suspended.

But how should we understand the fact that so many laws and regulations
pertaining to the economy not only survived liberation but carried over into the present
virtually unchanged? We should look at it this way: all the principles and core features
of modern society, including the protection of property rights, the freedom to enter
into contracts and do business, and the institutionalization of corporations can be
found in the Japanese Civil Law, upon which the Joseon Civil Ordinance was based.

Seen this way, while some aspects of the Joseon Civil Ordinance of the colonial
period were characterized by the assimilationist colonialism practiced by imperial Japan,
at the same time, elements of the law introduced the institutions and systems of a
modern state. The opportunity to determine which aspects of the Ordinance were
more valuable came after the colonial period came to an end. Provisions of the law
judged to be mere instruments enabling colonial rule could have been easily abolished
after liberation.

But that's not what Korea did. Instead, the new civil and commercial laws enacted
after liberation were nearly identical copies of the Civil Ordinance they were drafted to
replace. This suggests economic statutes are rooted in the universal principles that
undergird modern society, and thus difficult to single out as mechanisms of colonial
control.

This explains the continuity of laws related to the economy before and after
liberation. This also contrasts with the way the colonial-era statutes that explicitly
suppressed political activity or discriminated against certain ethnic groups discussed
earlier were summarily abolished post-liberation.
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It it noteworthy that, during the controversy in the National Assembly over the
similarities between the old and new civil laws, Kim Byung-ro — who authored the new
civil code’'s draft bill — pointed out Japan's civil law was in no way unique. Rather, he
argued, both the Japanese civil code and the study of civil law in Japan draw directly
from French and German law. He thus did not see the similarities between the
provisions of the newly-passed Civil Code and the Japanese civil law to be problematic.

This leads me to believe that, even if the old Joseon kingdom never fell victim to
colonialization, and instead adopted western-style state institutions and systems
independently, whatever Civil Code such a state eventually enacted would have
ultimately resembled Japanese civil law anyway.

However, post-liberation Korea's new criminal law, and its Criminal Procedure Act in
particular, differed significantly from their predecessors, unlike the civil law. The new
Criminal Act and Criminal Procedure Act that replaced the old Joseon Civil Ordinance of
1912 were passed in 1953 and 1954, respectively — well before the new civil law was
enacted in 1958. The prewar Japanese rules for criminal procedure that were also
featured in the Joseon Civil Ordinance were modeled on French and German continental
law. But these laws were significantly amended following the conclusion of the war to
incorporate elements of American law.

To give this clause a legal structure, the Criminal Procedure Act was revised to add
a warrant requirement, protect citizens' right to remain silent, and expand the right to
an attorney. These changes as a whole reflected the adoption of a system that better
guaranteed due process for those accused of crimes. Trial procedure was also revised
from one in which courts exercised ex officio authority to investigate and rule on suits
to a party presentation system in which the litigants themselves were granted such

initiative.
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Put more simply, prior to the adoption of the party presentation system, the
prosecution would submit an indictment and evidence, and the defendant's lawyers
would formulate their own objections and arguments, waging a battle against the court.
But in the party presentation system, the court renders judgement on cases from the
position of a neutral, third-party observer.

This had effects on the revised Criminal Procedure Act in Korea as well. Kim
Byung-ro, who authored the draft bill, argued on the floor of the National Assembly
that the new Criminal Procedure Act “absorbed’the colonial era criminal law, which was
still in effect at the time. He also said that post-war “Japan, at the hands of the
Americans, made democracy the foundational ideology underpinning Japanese criminal
procedure,"and that these lessons were “deliberated upon and considered in the
drafting of the Criminal Procedure Act.”

He is of course here referring specifically to the revisions to Japanese criminal
procedure. Adding to this, Kim described some of the other considerations made in
the formulation of the Criminal Procedure Act. He said that “In writing this Act, we did
not adopt continental or transatlantic legal systems wholesale; rather this law considers
and includes legal elements that are best suited to Korea."

In other words, while the law was premised on the colonial-era Joseon Criminal
Ordinance, it was modernized to reflect contemporary trends in jurisprudence, which
emphasized the right to due process for the accused. The law's draftees also added
elements of Anglo-American trial procedure.

North Korea, however, went in a different direction. The Korean Workers' Party
20-Point Platform promulgated in 1946 pledged to abolish all laws and courts,

portraying all laws of the colonial period as corrupt vestiges.
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But the government in North Korea did take steps to prevent a legal vacuum from
materializing in the immediate wake of liberation. In a proclamation approximately
translated as “On the laws and regulations of North Korea,"the government announced
that “aside from laws, regulations and stipulations that fail to satisfy the needs of
building a new nation, or those that contradict the principles of civilian government or
the laws of reason, all laws and regulations currently in effect will remain so until the
announcement of new laws and regulations.”

According to the basic principles regarding the composition and duties of the
judiciary, courts, and prosecution of the Provisional People's Committee of North Korea,
judges are to ‘render decisions informed by democratic consciousness when making
provisional reference to Japanese law in civil or criminal matters to best serve the
interests of the Korean people.”

We can see then that North Korean law at this point recognized neither custom nor
precedent as legally valid concepts, as they represented the existing social order;
rather, it emphasized the supremacy of “democratic legal consciousness” and “the
interest of the people.” This was intended to fill a legal vacuum during a transitional
period, but it is thought that the North Koreans subjugated law to politics, making it
difficult for the government guarantee legal stability or predictability. Moreover, the
government banned any and all mid-ranking former officers of colonial-era courts from
being employed as judges in the new government, effectively disrupting labor continuity
in the judicial system.

Aside from a handful of laws left in place on a provisional basis, in North Korea the
pre-liberation legal system was abolished in its entirety. This abrupt severing from the
status quo antebellum contrasts markedly with the case of the South, which inherited

many pre-war laws and regulations.
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And yet the system of wartime controls, however short-lived, left a considerable
legacy in post-liberation Korea. Many regions experienced this legacy differently. In the
case of postwar Japan, for example, the rapid-growth economic system that was put
into place following Japan's recovery from defeat in the war has its origins in the
systems of the war economy. That is, Japan did not explicitly follow the
Anglo-American playbook.

The following testifies to this. First, the government established the Greater Japan
Industrial Patriotic Service Association, which sought to embrace workers and prevent
traditional, class-based labor-management tensions from taking hold. Second, it
circumscribed the rights of shareholders and expanded the role of bank-based indirect
finance. Third, it is also understood that the wartime economic system, characterized
by close relationships between the government and companies, continued to exist
post-war in a different form.

Keep in mind that the postwar economic system put in place in Japan was also
referred to as the “1940 system.” This shows how various elements of the Japanese
wartime economic controls carried over to the postwar period in Japan, despite an
overall return to a market economy system after the war.

Unlike Japan and South Korea, however, North Korea did not return to a market
economy system after liberation. A natural consequence of this was the North Korean
economy's continued reliance on wartime controls even after liberation. Examples of
the types of economic regulations instituted after liberation in North Korea follow.
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In 1946, the Land Reform Law immediately seized all lands and properties without
due compensation and began implementing a redistribution scheme. Businesses, mines,
power plants, railways, transportation networks, postal services, banks, and any other
commercial or cultural properties owned by the Japanese or those designated as
“traitors to the Korean People” were seized and nationalized. The government did,
however, protect the property rights of Korean citizens in possession of factories and
manufacturing facilities.  But these small and medium-sized businesses were also
brought under government control through a factory permitting ordinance, promulgated
in 1946, and a similar system for other commercial operations was instituted in 1947.

The government also mandated that prices for all items be clearly marked to
“prevent uncontrolled price growth"and to encourage the “sale of goods at fair prices.”
Premised on these measures, the government promulgated the People’s Economic Plan.
Under this plan, the government would, in order to “manage the national economy in a
planned way,” go on to issue production quotes and investment targets for various
industries and key products.

To summarize, the orientation of the government's wartime economic policies —
economic planning and control, direct mobilization of human and material resources,
and nationalization of assets — did not meaningfully change after liberation; indeed,
nationalization efforts were reinforced. The pre- and post-war systems of North Korea
are also alike in another fundamental aspect: they are both totalitarian. Unlike in the
South, where the adoption of liberalism as a grounding ideology occurred immediately
following liberation and produced much turmoil, the North's political system underwent
reforms without much fuss. This is, of course, because the wartime and postwar
systems were so alike as to make the need for fundamental changes to policy or
ideology unnecessary.
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Looking at it from the North Korean perspective we can see that the Sino-Japanese
war served as an opportunity to begin converting parts of the market economy into a
command-and-control style planned economy. After liberation and the widespread
nationalization of economic assets that followed it, in the 1950s the government
sought to liquidate any surviving remnants of the market system and personal property
that still remained in the domain of the private economy, ultimately producing a
socialist economic system. Thus we can see how the wartime system of economic
controls was the first step on the path that eventually led to North Korea's socialist
system.

Of course, capitalist economies also introduce controls and economic planning
principles, albeit on a temporary basis, during times of war, based on necessity. And
so, we can see that North Korea is different in a very fundamental way, in that its
ultimate objective was to produce a socialist system. YYet, even if we acknowledge
the differences in both systems’ political systems and ideological orientation, we must
also recognize that neither wartime capitalist systems nor the socialist system that
materialized in North Korea respects market or private autonomy. It is also worth
noting that maximizing control over the economic system is a core tenet of both.

South Korea's wartime controls were the weakest among the three nations
discussed in this chapter, and it also had the least amount of experience administering
them. This is because, unlike the North, South Korea immediately re-adopted a market
system after liberation. And unlike Japan, we cannot convincingly say that the country
even had personnel capable of administering wartime controls after liberation, as those
who were formerly in charge of planning and implementing such controls were all
Japanese. However, it is thought that government intervention in the market influenced
the kinds of industrial policies adopted post-liberation designed to make the economy

more self-sufficient. More on this point later.
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9-3 The disposal of property devolving to the state and land reform

From here, let us explore the disposal of property vested to the state left by the
Japanese following liberation and the significance of land reform.

Upon their arrival in Korea, the US military immediately established a military
government (called the United States Army Government in Korea, or USAGIK) to replace
the Japanese colonial administration and began promulgating government ordinances.
The second of these ordinances, announced on September 25, 1945, stated that all
public properties would be vested unto the military government. But this did not
include a provision for private property owned by the Japanese.

However, three months later, the military government backtracked on its former
position. With USAGIK Ordinance No. 33, all privately-held Japanese assets were vested
to the US military government. Under the effects of this decree, not only were the
holdings of the Japanese colonial government and military, which included railroads,
roads, and telegraph and telephone lines, now the property of the USAGIK, all private
property formerly held by the Japanese, up to and including homes, lands, farms, and
commercial entities, was seized by the military government and brought under its
control.

The assets and properties left by the Japanese after liberation are called “devolved
assets.” The term‘vested assets” is also used. Japan responded by saying that the
seizure of private property was in violation of international law, even when done by the
victor of a war. The issue came up again later during talks to normalize formal

diplomatic relations between Korea and Japan.
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For a full accounting of the properties left by the Japanese, we can turn to a
report (titled Overseas Japanese Assets as of August 1945) prepared by the Japanese
government in 1945 on the order of Douglas MacArthur, at the time the Supreme
Commander for the Allied Powers (SCAP).

Figure 9-2 shows that the total value of all Japanese overseas assets was estimated
to be USD 21.9 billion. Of this, assets worth USD 5.2 billion were located on the
Korean peninsula, or 24 percent of the total. As for the two Koreas, properties,
equipment and infrastructure valued at 10 percent of the total of all Japanese foreign
assets were located in the South; assets in the North were valued at slightly more,
representing 14 percent of the total.

Manchuria accounted for the lion's share of Japanese investment, with Japanese
assets there representing 39 percent of the value of all foreign assets of Japan.
Assets in Manchuria and the rest of China represented 61 percent of the total.
Taiwan accounted for nine percent of Japanese investments; the value of assets in all
other overseas regions combined came to just six percent. The puppet state of
Manchukuo, which roughly coincides with modern-day Manchuria, founded in 1932, was
effectively a colony of Japan. The total value of investments made in Manchukuo and
other colonial possessions represented 72 percent of all Japanese foreign investment.
In the Week 7 lecture, | mentioned that Japan invested considerably more in its
colonies than the other imperial powers. Figure 9-2 illustrates the extent to which this
occurred.
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Figure 9-3 visualizes the structure of Japanese assets left in South and North
Korea. The assets are divided into corporate, government, and personal property. The
properties and assets of 5,300 enterprises were left behind by the Japanese. The
assets of the 1,500 largest companies were divided into three subgroups: the assets
of 500 large firms, the assets of 500 midsize firms, and the assets of 500 small firms.
This left the assets of 3,800 small businesses and other business assets, which were
put into a separate group. The inner ring of the donut graph represents the
categorical breakdown of assets in South Korea. The outer ring represents the North.

We can see that government property (green) represents a similar proportion of
assets for both the North and South. But there was far more personal property left
behind in South Korea than in North Korea. This owes to the fact that propertied
individuals were concentrated in the South and particularly in Seoul. By contrast, 72
percent of all Japanese assets left in North Korea were the assets of large companies.
In South Korea, this figure was 45 percent.

The assets of medium-sized firms, smaller firms, and small businesses accounted for
a fairly insignificant proportion of the total assets left by the Japanese in South Korea.
They comprised a negligible share of assets left in the North. This shows how capital
formation in the colonial period was dominated by large corporations that were driving
industrialization.

igure 9-4 illustrates the breakdown in assets by the industrial sector. Again, we can
see that investment was concentrated in the mining and electricity sectors, and North
Korea (orange) received more investment than South Korea (green). The South was the
recipient of comparatively more investment in the primary sector as well as in the
banking and commercial sectors, and also to more investment in unclassified small

businesses.




SEQUL NATIONAL UNIVERSITY

SaEp®
1_:‘“’*’ A'i é EH ﬁt 1_11

It should be mentioned that all these properties were owned by enterprises, and
thus non-incorporated farms or commercial assets formerly owned by the
self-employed would not be included in the figures. As we explored in the Week 8
lecture, industrialization in the colonies involved these kinds of regional differences.

Of the assets devolved to the US military government, urban homes, small
businesses valued at less than KRW 1,000,000 and agricultural land were disposed to
the private sector. The remaining assets were transferred to the control of the South
Korean government upon its establishment. Of the 290,000 vested assets transferred
to the control of the government, 98 percent were real estate properties. There were
2,203 companies devolved to the government. Added to the 513 companies disposed
of by the USAGIK, this represents a total of 2,716 firms.

However, many of these firms existed only on paper. In reality, many were lost or
greatly weakened. This is because firms require a steady supply of raw materials,
parts, and energy. But this period was one of massive social and political upheaval
following liberation and division, as well as the severing of economic relations with
Japan, and so businesses faced major operational challenges. The utilization rates at
many firms plummeted, and losses were unavoidable.

The government of Syngman Rhee rushed to sell off vested assets to the private
sector. For devolved companies, the government appointed individuals to manage
them. But given the challenging circumstances of the time, it would have been difficult
to expect these managers to try their best to grow the company or even ensure its
continued survival. The government eventually disposed of some vested companies to

the managers they appointed to run them. But this was not always the case.
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Prior to the disposal of corporate assets to private owners, there were in fact many
cases in which government-appointed managers sacrificed the well-being of the firms
to satisfy their own personal interests. At the time, taxes alone could not produce
enough revenue to cover the budget deficit; this may be another reason why the
government hurried to dispose of devolved assets. The Act on Disposal of Property
Devolving upon the State was passed in December 1949. It granted the government
the power to dispose of any assets aside from specifically-designated public properties.

When selling off vested properties and/or assets, the conditions of the sale,
including the price, are critical considerations. In disposing of devolved companies, the
government determined the assessed value of properties based on appraisals
conducted by at least two financial institutions. The final disposal price exceeded the
assessed value. In instances when no bid met the set price, the government adjusted
the conditions of the sale, for example by extending the deadline by which the disposal
fee was to be submitted.

Bidders were assigned priority in the following order. First in line were current
leaseholders and appointed managers of the company being auctioned off. Next were
corporate shareholders, corporate staff, or union members in good standing. Third in
line were all employees that had been with the company for at least two years. Last
were the former landlords who were forced to sell their properties. We will explore
later, rather than forcing landowners to sell their lands, the government issued
so-called “land compensation securities,"which could be used to purchased vested

properties.
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On principle, winning bidders were to submit the payment in full to purchase vested
assets. In reality, this was somewhat rare; only 16 percent of all vested properties
were bought outright. Most payments were made in installments over periods of up to
15 years. Most buyers of large businesses in particular were allowed to buy such
assets through long-term installment plans. Given the rampant inflation at the time,
this had the effect of greatly reducing the burden of purchasing these assets.

Looking at the data, we can see that the system used to sell off devolved assets
resulted in 2,029 companies and 260,000 pieces of real estate being sold off to the
private sector within ten years of the government's establishment. The disposal of
devolved assets had only just begun in earnest when the Korean War broke out. But
these sales did not stop during the war, and afterward, the number of disposals
significantly increased.

There is controversy surrounding the special favors traded and cozy relationship
between business and government with regards to the asset disposal scheme. | think
that buyers of large businesses, in particular, were granted the extraordinary privilege
of amortizing their purchases over a long period. However, | also think that the real
significance of the scheme by which vested companies were sold off lies in the fact
that it made it possible for the owners to assume the responsibility of normalizing
business operations. As mentioned earlier, this is because the owners of the properties

face a very different set of incentives than the government-appointed managers, the
latter of which often fail to run the businesses entrusted to them properly.
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Tracing the origins of 89 major companies active in the 1980s reveals the following.
Thirty-six private firms (40 percent) were originally Japanese corporate assets devolved
upon the new South Korean state. There were also four vested firms that were
eventually nationalized (five percent). Eight of the 89 were originally founded by
Koreans during the colonial period (nine percent). And there were 41 firms of unknown
or indeterminable origin (46 percent). We can see that nearly half of the big Korean
businesses started as Japanese-owned companies.

The number of newly established enterprises grew rapidly, and so the proportion of
all companies represented by firms that were once Japanese-owned plummeted. But in
many cases, the firms that would go one to become chaebol — large, family-controlled
industrial conglomerates — were originally companies devolved to the Korean state and
then auctioned off. According to one study, 16 large chaebols grew from originally
devolved companies. They include Hanhwa, Haitai, Oriental Brewery, DI Dongil, and Hite
Brewery. There are also cases of firms that were large companies at the time they
were sold off but struggled and were ultimately liquidated. But there are also cases in
which firms that were small and medium-sized companies (SMEs) when they were
disposed of ultimately grew and became chaebol; the latter include SK and the
Aekyung Group.

In addition, while a lack of data prevents me from saying this with absolute
certainty, it seems likely that it was vastly more common that enterprises and
businesses were launched from very small businesses or stores purchased through the
disposal program. In sum, in my opinion it is undeniable that vested properties played

an enormous role in capital accumulation and corporate growth in South Korea.
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When the institutions of colonization collapsed through the liberation of Korea, calls
to drastically reform the old social system erupted. Among these reforms, land reform
was one of the most prominent. Land reform took place against a highly charged
backdrop of class conflict owing to extreme concentrations of property among a
handful of landowners. Here, let's explore the significance of land reform to the
growth of the Korean economy.

In 1940, before liberation, 71 percent of the population lived in rural areas, and the
country was predominantly agricultural. Of the rural population, just 18 percent were
independent smallholders that tilled their own land. Tenant farmers that worked the
lands of others, but without any land of their own, constituted 53 percent of rural
denizens.  Farmers that cultivated both their own plots and worked as tenants
represented 23 percent of the rural population; the remainder worked for others or
practiced slash-and-burn agriculture. Tenant farmers cultivated 68 percent of all rice
paddies and 52 percent of all dry farms (that is, non-rice cropland). This shows that
the vast majority of agricultural workers had very little or no property of their own.

Rent paid by tenant farmers amounted to 50 percent of the harvest. By the 1930s,
the number of disputes erupting between landowners and tenants over these rents had
greatly increased. The total area of tillable land was limited. But because the population
of the countryside continued to grow, the position of the tenant farmers inevitably
weakened vis a vis the landlords.

After liberation, it became more difficult for the farmers to accept these inequities

in land ownership. Political calls to abolish the existing tenancy system and return
lands to the people that worked them grew louder. For their part, landlords tried to
push back, but found it difficult to stem the tide. And when land reform was carried
out in the North in 1946, it became inevitable in the South, as well.
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During this period of escalating tensions in the North-South system, in the South,
land reform assumed additional significance as a measure for averting a socialist
revolution. The US military government redistributed vested lands formerly owned by
Japanese landlords to the tenants that worked them. This influenced the method by
which later land reform efforts targeting Korean landlords would be carried out.

The Farmland Reform Act of 1950 made it illegal for an individual that did not
cultivate farmland to own productive lands, and limited the maximum landholdings of
any single farmer to three jeongbo, a traditional Korean unit used to measure area.
One jeongbo is roughly equivalent to one hectare, or about 9,917 square meters. The
government compelled landlords whose holdings exceeded these limits to sell their
lands, which it redistributed to the tenant farmers that worked them. Landlords were
compensated for selling their lands, and the tenants among which the lands were
divided were also expected to pay a fee amounting to 1.5 times the value of a year's
production. This fee could be amortized over five years.

The farmers paid in kind. But the landowners forced to sell their land were issued
so-called “land compensation securities“that could later be exchanged for cash. The
value of these notes was set at a government-determined price. But the outbreak of
the Korean War delayed repayment beyond the original maturity date. Given the
spiraling inflation at the time, it is estimated that the value of the compensation
returned to landlords was drastically less than the value of the crops the farmers paid
to the government.

Thus the land reform implemented in the South contrasts with the program that
took place in the North, in which lands were seized by the government and distributed
at no cost to the farmers. One key difference, however, was that in the North, the
lands the farmers inherited could not be sold, passed down to future generations, or

otherwise disposed of. The North's farmers thus did not have real ownership over the
redistributed lands.
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Let's now consider how land reform affected Korea's economic growth. In South
Korea, the tenant farmers that constituted the majority of the population became
smallholders that owned and tilled their own lands. One thing worth pointing out is
that land reform helped promote social integration by ameliorating the class conflicts
that had been brewing around the issue of land ownership. This came at the cost of
the temporary suspension of property rights, and the forced sacrifice of the
landholding class.

Institutional reforms and wide-ranging policies to address deepening inequality were
pursued in developed countries as well, which had experienced two world wars and the
Great Depression. And so land reform in a newly-independent postwar economy can be
understood as belonging to the same global context.

It is believed that land reform, which brought about an end to the landholding class
in Korea and dramatically reduced inequality, was of great political significance. There
are many historical cases in which the existence of an entrenched and powerful
landholding class, combined with extreme inequality, negatively affected both economic
growth and democracy.

For example, land ownership was more heavily concentrated in Latin America than in
North America, and the landholder class also had greater political influence. In addition,
it has been pointed out that both the population's enfranchisement and investment in
Latin American public education lagged far behind North America.

These regional differences often stem from disparities in nature's beneficence. But
they also show that once an entrenched landholding class emerges, it tends to create
systems and institutions that favor it, perpetuating inequality. Even now, in developing
countries where land reform has failed or has not yet been attempted, the landholding
class retains enormous influence, and any institutional reform efforts counter to its
interests face a significant uphill battle.
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Here, | will describe how the introduction and spread of public education can plant
the seeds of conflict between rural farmers and the landholding class. The interests of
landowners and industrial capitalists diverged on the issue of public education. It has
been pointed out that the likely reason for this is that, following the Second Industrial
Revolution, skill and capital — or rather, physical capital and human capital — were
found to be complementary in the production process.

As a result, human capital development through public education made industrial
capital more profitable. But for landlords, as the agricultural production process lacked
complementarities between human capital development and physical capital, it wasn't
easy to expect a concomitant improvement in vyields. For landlords, public education
represented little more but an additional tax burden. The historical record shows this.
In the United States in the first half the 20th century, the provision of public
secondary schooling among the states varied significantly. But we can see that in
states with higher levels of inequality in terms of land ownership, spending on public
education was merely perfunctory.

In Korea, as illustrated in Figure 4-6, we can see enrollment rates in middle school
prior to liberation were trivial, and up until the mid-1930s, enrollment at primary
schools grew at an exceedingly slow pace. The unenthusiastic attitude of the
landholding classes toward education is a background factor in this phenomenon.

During the colonial period, most funding for primary education came from local and
provincial governments. The greater part of the tax burden for education thus fell on
landlords. The landowning class responded to this by raising tuition fees, rather than
taxes, the latter of which they would have to pay. The inclinations and incentives that
limited the spread of public education during the colonial period were only finally
resolved upon liberation and land reform. As discussed in Week 4, following liberation,

primary education became compulsory in 1950. In the 1960s and 1970s, enrollment in
primary schools surged.




SEQUL NATIONAL UNIVERSITY

I8 A 2 off 3

To summarize, we can see that land reform had a positive impact on human capital
development in two ways. The first is that many farmers saw their purchasing power
increase, increasing the demand for education. The second is that the entire
landholding class, the negative effects of which worked to suppress human capital
development, was effectively abolished.

However, as to whether or not land reform actually increased agricultural
productivity, opinions are divided. One line of thought emphasizes that the absence of
the rental burden created incentives for farmers to make investments or increase
production.

Another argument goes that landlords were not mere parasites; rather, they made
significant contributions to agricultural production, by providing knowledge of varietals,
planting techniques and technologies, and through the provision of credit.  For
example, one study conducted a regression analysis using county-level data on rice
production, the share of tenant farmland, and other variables, prior to and after land
reform. The authors found that land reform itself did not increase rice yields.

In reality, land reform in South Korea was carried out in such a way that political,
rather than economic, considerations were paramount, and so did not lead to truly
comprehensive agricultural reform. It took a period of rapid growth in which
employment in non-farm sectors absorbed much of the rural population and eased
overpopulation in the countryside before agricultural productivity could dramatically
improve.
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9-4 The Korean War, aid, and foreign exchange regulations

Here, we will look at the major economic issues of the 1950s, which include the
Korean War, US aid, and the foreign exchange regulations of the Rhee administration.

The Korean War began when North Korean troops invaded the South with the
support of China and the Soviet Union. They were met by United Nations forces led by
the US; China joined the fray directly in response. The three-year war ended in a
ceasefire. Among its many consequences were massive losses of life and property, but
also the institutionalization of a Cold War system in East Asia that significantly
impacted the path Korea would take.

In terms of casualities, about 140,000 South Korean soldiers were killed in action.
Including wounded and missing in action gives us a total casualty figure of about
620,000. The UN forces were comprised of soldiers drawn from 16 countries.
Thirty-eight thousand were killed in action, and 150,000 were missing in action. Of
these casualities, 34,000 were US soldiers.

Civilian casualties in the South due to the fighting and massacres numbered at least
370,000. The total number of wounded and maimed came to at least 990,000.
Figures differ by source, but about 500,000 North Korean soldiers are estimated to
have been killed in action. In addition, around 150,000 Chinese troops were Kkilled, and
970,000 or more were wounded.

The Korean War was Ja terrible crisis that could have wiped South Korea off the
map just two years after its appearance. The armistice did not dispel these concerns,
so a mechanism that could function as an iron-bound guarantee of the South's
security was deemed indispensable. Rhee saw a bilateral defense treaty between
South Korea and the US as the best option, and he worked to ensure that the US

would remain the South's security guarantor.
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However, the United States placed Japan at the center of the Northeast Asian
security apparatus. It was at best tepid about a potential military alliance with South
Korea, which it saw as possessing relatively less strategic value than its bigger
neighbor to the East. Seeing the survival of the South without a military alliance with
the US as unlikely, Rhee resorted to brinksmanship as a means to an end. He
declared he would unite the Korean peninsula through military action, and in abrogation
of the ceasefire agreement, granted anti-communist POWs their freedom.

The conflict between the South and the US intensified. Seeing Rhee as a threat to
the ceasefire agreement, the US even considered having him forcibly removed.
Eventually, a pact was signed: the Mutual Defense Treaty between the United States
and the Republic of Korea. The treaty took the form of a set of concessions, and
established the legal foundation for the presence of US forces in Korea.

From the perspective of the United States, the treaty had two simultaneous effects.
The first was the suppression of communist influence in South Korea. The second was
the mollification of Rhee, who backed off from his position on the unification of the
Korean Peninsula by force. It was also agreed that Korean forces would be placed
under the operational command of the United Nations. This was a condition for the
provision of military assistance to the Korean military, with the purpose of
strengthening its operational capacity.

This security system, grounded in the Korea-U.S. Mutual Defense Treaty, played a
pivotal role in supporting economic growth by mitigating the many security risks
surrounding the North-South relationship. In addition, | believe it had many other

impossible-to-ignore economic effects in a variety of areas.
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First is the issue of defense spending. It is my opinion that, absent the RoK-US
treaty, defense expenditures would be vastly higher than their current levels. As we
saw in the Week 3 lecture, South Korea's (represented by the blue bar graph) military
spending amounted to nine percent of GDP in the years immediately following the
Korean War; current spending is at just 2.5 percent of GDP, a major drop. Japan too,
represented by the purple line, spent vast sums on defense prior to the war, but in
the postwar years its spending on defense plummeted to just one percent of GDP,
thanks to its pacifist constitution and its treaty with the United States.

Defense spending in Taiwan as a proportion of GDP is higher than in Korea. Korea
and Taiwan spend comparatively more on defense than Japan because both are directly
involved in military confrontations, while Japan is not. Defense spending in the US
skyrocketed postwar, as the country assumed the role of policing the globe. | believe
this has helped the East Asian countries discussed in this section to spend much less
on defense than they would otherwise.

We should also discuss here another effect of the US military guarantee: the
institutionalization of the so-called Bamboo Curtain, behind which China and other
communist states existed. Suppose China had emerged from the Bamboo Curtain and
rejoined the global market earlier, and Korea had found itself competing with China
under otherwise similar conditions. In that case, | believe the nature and path of
Korean economic growth would have assumed an entirely different character.

In addition, the US provided an enormous amount of economic aid, both to stabilize
the country and to revive its economy. The Korean economy of the 1950s relied
heavily on this aid. Let us here explore the issue of aid in more detail. We will
examine how much aid was provided, and how (and to whom) it was distributed. |
think doing so provides us with a clue that may help us better understand the Korean

economy of the 1950s.
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We can see estimates of the amount of aid provided in Figure 4-22 from the Week
4 lecture materials. There is an item called overseas net import and export transfers,
mostly of aid. The plus refers to net aid inflows, and the minus refers to net outflows.
In the latter half of the 1950s, aid accounted for seven percent of the Korean
economy. This figure plunged in the 1960s, however.

Figure 9-1 shows flows and outflows of foreign exchange in 1957. Out of the total
inflows of foreign exchange valued at USD 471 million, we can see that aid (the row
highlighted in pink) accounted for USD 389 million of this figure, or 83 percent.
Foreign exchange income from commodity exports (the row highlighted in green)
represented just four percent of total exchange inflows. We can see in that same row
that 83 percent of foreign exchange was spent on imports.

And in the row highlighted in blue, we can see additional foreign exchange income
from the UN, estimated to represent nine percent of all foreign exchange inflows. This
is borrowed money the US repaid the Korean government. During the Korean War, the
US military was loaned local currency by the Korean government to spend on the war
effort; it repaid these loans in USD. An overwhelming proportion of foreign exchange
inflows at the time came in aid, and most of this aid went to purchasing imported
goods. The year 1957 is used as an example here, but the other years of the 1950s
were no different.

The 1950s were also unique in that the government actively intervened in the
foreign exchange market and implemented a multiple exchange rate system. At the
time, foreign exchange transactions between governments were conducted at an official

rate, while private transactions used a market rate.
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What commands attention here is the rate used when the government allocates
exchange to the private sector. For example, when financial aid was allocated to
private sector actors for the purpose of bringing in relief supplies, the recipient of that
aid would pay in Korean won. The rate of exchange applied here was called the
counterpart fund approximate exchange rate. The accumulated Korean won paid to
the government accumulated over time, and the government used these monies to
fund its budgets. As a result, the counterpart fund accounted for a significant
proportion of the overall government budget.

A small proportion of the relief supplies were distributed free of charge. But in
most cases, the government demanded payment in Korean won. And while there were
instances in which the official exchange rate was used as the counterpart fund
exchange rate, in the levying of taxes or in public auctions the rate of exchange paid
by the recipient of the allocation was higher than official exchange rate.

Figure 9-5 shows official and market rates the period of time considered here. The
official exchange rate (the dark blue line) remained consistent, but then increased in
repeated increments. The market rate (indicated by a dashed red line) was always
higher than the official rate, and during the 1950s, it was between two and four times
the official rate.

The official exchange rate was significantly raised in 1953 and 1955 in an attempt
to narrow the gap with the market rate. But the gap reopened soon after each
attempt. Entering the 1960s, the government normalized the official exchange rate in
1960, 1961, and 1964, and during these periods the official and market rates were
nearly equal. Behind all this was a conflict between the Rhee government, which
wanted to keep the official rate artificially low, and the US, which sought to restore

the ability of the exchange rate to function as a price signal.
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The overall effect of government intervention in the foreign exchange market is
visually summarized in Figure 9-6. We see that the demand curve (D) for foreign
exchange — in this case, US dollars — has a negative slope, as is typical. This is
because demand for foreign exchange falls when the price (the exchange rate) rises,
and increases when the rate is low.

In contrast, the supply curve (S) in this graph is a vertical line. This is because
quantity of foreign exchange supplied in the 1950s was almost entirely determined by
the amount of US aid. The exchange rate in Korea was nearly irrelevant. Without
government meddling in the form of an official rate, the supply and demand curves
would have established equilibrium at point e1 and this would have been the natural
exchange rate. But throughout the 1950s, the Rhee administration manipulated the
rate so it remained about at the level indicated by point e2, an artificially low level.

And so those who were allocated foreign exchange at the official rate were able to
extract economic rents valued at the sum of the areas of R2 and R3 in Figure 9-6.
These rents were referred to as "hidden assistance,"and were a type of special favor or
preferential treatment provided by the government. Keeping the official rate low
resulted in surplus demand from those seeking these rents, which the curve in Figure
9-6 shows is the area of Q2 minus Q1. And so the government became involved in
determining to whom and how much foreign exchange was allocated.

The US was concerned that having the government play this role could lead to
corruption and the inefficient, wasteful use of aid resources. And so it requested that
the official rate (e2 in the Figure) be moved closer to the market rate (e1). In
response, the Rhee government began to apply the both the official exchange rate and
the counterpart fund approximate rate we discussed earlier when allocating aid dollars
to the private sector. However, it also levied an additional foreign exchange tax and
put some aid monies up for public auction.
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It was in this way that recipients of aid dollars were thus forced to pay a slightly
higher rate for dollars, represented on the graph by e2 plus a, as shown in Figure 9-6.
Doing so reduced the rents that could be earned by aid recipients to the area of R3.
The area of R2 represents the rents lost to the aid recipients returned to the
government. In the 1950s, government meddling in the market resulted in the
creation of a convoluted system for the allocation of foreign exchange, centering
around the value of a and the method by which the actual rate was imposed.

Looking at the data allows us to estimate the total value of the rents brought into
existence through government foreign exchange regulation during this period. The gap
between the official rate and the market rate can be found by multiplying the
difference between el and e2 by the total value of aid brought into Korea. In other
words, the sum of R2 and R3 will equate to the difference between the official and
market rates multiplied by the total amount of aid. The solid red line in Figure 9-7
shows this as a percentage of GDP. Throughout the 1950s, this figure hovered above
the 10 percent-mark.

However, this figure includes the value of the area of R2, which the government
recovered. We need to subtract this amount. There are no records of the exact value
of the area of R2. But fortunately, from 1959 to 1960 the government imposed an
additional burden on aid recipients in the form of a tax on foreign exchange (a). We
can determine this value using other financial data. Deducting this amount, we find
that the percentage of economic rent (R3) of GDP was between seven and eight
percent between 1959 and 1960. This is depicted as a solid blue line in the graph of
Figure 9-7. We can see this is smaller than the combined R2 and R3.

And thus, we can say that the Syngman Rhee government, through direct
intervention in the foreign exchange market, created and allocated economic rents
valued as shown. When the government floated the Korean won in 1961, creating the
space for these rents to exist become exceedingly difficult.
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The Rhee government's interventions in the foreign exchange market can be
explained as a form of industrial policy. This explains why the government continually
risked raising US ire and its seeming obsession with market interference. The
government at the time had sought to hurry to substitute imported industrial goods
with those produced domestically. But there were no suitable means to accomplish this.

The United States demanded that the counterpart fund, which was the value of aid
goods in Korean won, be used first to repay government loans taken from the central
bank (the Bank of Korea). This was meant to address inflation by taking currency out
of circulation. But the government of Syngman Rhee prioritized the revitalization of
the Korean economy and economic self-sufficiency, and used aid dollars as a means to
make these goals a reality.

So to whom did these rents created by an artificially-low exchange rate go? Looking
at the procedure for allocating aid, we can see that allocations were divided into two
types. The first were allocations for entities deemed “end users.” The other allocations
were earmarked for other private users. The official exchange rate was applied in
allocations to the former group; allocations to the latter group were made through
public auctions. Here, the term end user refers to those that ultimately consume raw
materials. For example, in the case of raw cotton, producers with cotton spinning
equipment were the end users.

However, the system that allowed those deemed end users to bypass public
auctions and receive allocations at favorable rates was criticized as constituting
preferential treatment. Eventually, at the request of the United States, the two
methods for allocating aid funds were unified into a single public auction system.
Despite this, the government continued its policy of doling out preferential treatment,
by demanding participants in public auctions meet certain qualifications, or by
prioritizing certain end users in the distribution of allocations.
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This policy of the Rhee administration shows how it worked to implement a policy
of import substitution by pushing for the industrialization of the light industry. But this
conflicted with the Americans’ strategy for Northeast Asia. The US expected that direct
financial assistance given to Korea would be used to purchase Japanese industrial
products. This would in essence double the effectiveness of every aid dollar given.

Given the regional division of labor in East Asia at the time, this was not an
economically unreasonable expectation. But the Rhee government flatly rejected this
scheme. Rhee felt such an arrangement was equivalent to a return to the colonial
economy of the past. For Rhee, the best alternative to this was to achieve economic
self-sufficiency through import-substitution industrialization centered on the light
industry. To facilitate this, the Rhee government sought to support the end-users (raw
materials consumers) with infrastructure and manufacturing facilities.

We can now explore the efficiency of the creation and distribution of economic
rents created by the Rhee administration's foreign exchange manipulation. Industrial
production increased rapidly, as producers were able to obtain raw materials on the
cheap. The mining sector accounted for 8.9 percent of the economy in 1953, but this
figure grew to 14.5 percent by 1960. This is because demand for industrial goods
exploded during the postwar recovery period, when the domestic market was protected.
There is some doubt, however, as to the efficiency of the way economic rents were
allocated.
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This is because the system favored those producers currently in possession of
production facilities, while excluding other candidates, including any potentially superior
producers. Moreover, it was difficult to assess the relative efficiency of the end-users
that did collect these rents. The result was the stifling of competition and bid-rigging
by the recipient parties during the public auctions. In my opinion, the system failed to
use foreign exchange efficiently. This is because the government's manipulation of the
exchange rate impaired its ability to act as a functional price signal, and the way
economic rents were distributed in the place of an actual exchange rate was not
transparent.

Furthermore, in ruling out cooperation with Japan entirely, the Rhee administration
was unable to reap the benefits of the international division of labor. This contrasts
with the character of export-driven industrialization during the period of rapid growth,
when Korea embraced trade with both Japan and the US. It was these factors, |
believe, that limited economic growth in the 1950s.

With that, let us wrap up this week's lecture. Figure 9-8 visually summarizes the
main currents of systemic change and the institutional legacy of this period. When
discussing the institutional legacy of the colonial economy, it is necessary to divide the

colonial period chronologically into prewar and wartime periods. Moreover, we must also
consider the differences in the institutions inherited by the North and those inherited
by the South. The figure shows that the institutional systems in place before and
after the Japanese annexation and colonization of Korea and the Sino-Japanese War
were different, and that there were also differences in the institutions inherited in the
South and those inherited in the North after liberation.
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First, with colonization also came the introduction of a market economy, and
incorporation into Imperial Japan's regional integration scheme. These changes
constituted a complete severance from the economic institutions of Late Joseon. In
the Figure, each institution is represented by a square and distinguished by color. The
economy of Joseon lacked a single currency or exchange rate; nor did it have any
institutions related to trade or customs. And thus, it lacked any instrument for
implementing industrial policy.

But following the war between Japan and China, economic controls were rapidly
strengthened. The imperial government issued wartime decrees to mobilize materials,
funds, and labor for the war effort. During the war, economic planning and controls
partially replaced many functions of markets. Significant restrictions were placed on the
institutions that undergirded the market economy, such as property rights, the right to
enter into contracts, and the right to conduct business. The result was the creation
of a wartime command economy that differed significantly from the market economy it
replaced.

Following liberation, North Korea abolished all colonial-era laws and regulations. This
comprehensive divorce from the colonial period represents a profound difference
between the two Koreas' approaches to jurisprudence. But in terms of the economy,
the system of command and control was only further strengthened in North Korea.
After liberation, North Korea nationalized outright private businesses that had previously
been subject to wartime controls. And while elements of a market economy were
allowed to persist, wartime controls on the agricultural and mining and manufacturing
sectors continued virtually unchanged from the wartime period.

Whether due to war or socialist ideology, the North Korean government either
constrained or repudiated the market and private property, the two institutions that
constitute core economic organizing principles. And so, the economy became reliant on
control in order to function. And this is what connects the two epochs, despite wholly
different political institutions.
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After liberation, South Korea attempted to abolish wartime controls and return to a
market economy. In doing so, it inherited the institutional legacies of the legal and
economic systems in place prior to the outbreak of the Sino-Japanese War. As the
Figure we studied shows, this represents a pivotal divergence from the North. At this
time, the regional integration system of which colonial Korea was a part of collapsed,
and Korea regained its economic sovereignty.

However, rampant inflation that occurred in the wake of this led Korea to pause its
reopening. A new constitution was ratified and given legal force following liberation,
and a new independent state was established. The property left by the Japanese
devolved to this new state and was auctioned off to the private sector. The
long-standing class conflict between tenant farmers and landlords was finally resolved
through land reform, which constitutes a major disconnect between colonial Joseon and
the newly-liberated Korea.

Furthermore, the experience of the wartime control system left an impact on South
Korea too, but in a different form. These controls influenced the promotion of
post-liberation industrial policy in the South. This is to say that, despite an overall
return to a market economy, the kinds of government intervention in the economy
that were justified by war persisted in some form even after liberation. But in this
period, such controls were justified by the nationalist ideology of economic
self-sufficiency. The governments of Syngman Rhee and Park Chung-hee — the latter
of which will be described later — pursued an industrial policy based on import
substitution by intervening in foreign exchange and financial markets.

Yet, in the 1950s, the wounds wrought by the war, division, and systemic
transformation were not sufficiently healed. Economic performance was relatively weak
due to low savings and investment rates, inefficient government intervention, a retreat
from an open economy, and because by ruling out cooperation with Japan, the Korean
economy failed to fully realize the benefits of participation in the international division
of labor.
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This concludes the ninth lecture on the History of Korean Economic Growth:
Liberation, Division, War and Aid Economy. In the next lecture, we will discuss the
Miracle on the Han River. Thank you.
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