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Political transition and
social development

The transformation of development policy and

11-1

the macroeconomy

Greetings. 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 11th lecture in the
series. In it, we will explore the attempt to transition to a new economic development
policy, covering the period of the 1980s up to the Asian Financial Crisis of 1997.

The Chun Doo-hwan administration sought to stabilize prices and move the country
away from a government-led economic system toward one in which the private sector
plays the leading role. We will examine this in brief. The democratization movement
of 1987 triggered an explosion in popular calls for reform that the authoritarian
military government of the country had formerly sought to suppress. Labor unrest
mounted, and the relationship between labor and management in the private sector
was forced to change.

As the population became increasingly concentrated in large cities, real estate values
soared, and efforts were made to resolve the housing problem. From the
democratization movement also came calls to close the income and wealth gap by
strengthening fair trade laws to curb the power of the chaebol. If we look were to
say that the focus was on economic development during the period of rapid economic
growth, we can say that the period we will study in this week's lecture tended toward
social development.
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The Yushin system of Park Chung-hee's military regime collapsed when he was shot
by the head of the Korean Central Intelligence Agency in 1979. Three weeks prior to
Park's assassination, Kim Young-sam, a strong proponent of democratization and the
head of the opposition party, was ousted from the National Assembly. Unrest erupted
in the cities of Masan and Busan, and conflicts arose within the ruling strata of the
state over how to quell the new popular uprisings. The events that transpired could
have led to the collapse of the authoritarian regime. But instead, a new coalition of
military leaders seized power and formed a government.

Demonstrations against this coup broke out in the city of Gwangju on May 18,
setting off what is known in Korea as the 5.18 Democratization Movement, also known
as the Gwangju Uprising. The new government violently suppressed the protests. After
the uprising had been quelled, the constitution was amended to limit the president to
a single term of seven years. But the president would continue to be elected indirectly,
effectively maintaining the Yushin system. In 1980, the administration of Chun
Doo-hwan was inaugurated. This indirect method of installing presidents would last
until 1987, when in the face of fierce resistance from a large pro-democracy
movement, Korea finally converted to a system by which the president would be
directly elected by the people. We will explore this in more detail later.

And so the authoritarian system survived the uprisings of 1980. But the Park
administration’s prioritization of economic growth over all else was no longer
sustainable. The 1970s were a decade of rapid economic growth. But two oil shocks
caused prices of goods and real estate to surge.
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In addition, Korea's current account deficit snowballed as export growth could not
offset higher oil prices. Looking at Figure 2-11 from the Week 2 lecture, we can see
that the current account deficit reached around 10 percent of gross national income
(GNI) during the oil shocks. At the time, levels of external debt were already very high
in Korea, and the possibility of sovereign default on its debt was raised as a real
possibility. And so reducing the current account deficit became a major priority of the
government.

Moreover, the political instability brought about by Park’'s assassination compounded
the effect on the economy of a poor harvest due to cold weather. As a result, in
1980, Korea experienced a recession for the first time since the Miracle on the Han
River began.

These were the circumstances under which the Chun government sought to stabilize
prices and begin transitioning to an economic system in which the private sector,
rather than the government, was at the helm. To do this, the government sought to
restructure some insolvent firms in the HCI sector, privatize banks, liberalize interest
rates, and reform competition policy. We will examine these efforts in brief.

First, to stabilize prices, the government pursued a tighter monetary policy and
sought to reduce fiscal outlays. Looking at Figure 3-4 from the Week 3 lecture, we
can see that annual growth in the total amount of currency in circulation (indicated by
the solid blue line) fell over the first half of the 1980s. In 198, year over year
circulation growth was 44 percent, but this fell to 36 percent in 1981. Growth crept
back up to 37 percent in 1982, but by 1985, year over year new circulation growth
was only 18 percent. There was no decline from 1981 to 1982 because policy finance
mechanisms were still operational, and loans to savings banks from the Bank of Korea

increased in this period.
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Figure 3-4 also shows that growth in the new money supply returned in 1986,
inching up to 30 percent every year from 1986 to 1988. This is related to the three
booms of this period, which produced a massive trade surplus. This topic too will be
explored later. The trade surplus saw large flows of US dollars enter the country, and
so to head off inflation, the Bank of Korea sold Monetary Stabilization Bonds (MSBs) in
an attempt to take currency out of circulation. But the effectiveness of these
instruments was limited.

After these measures were instituted, annual circulation growth stabilized at about
20 percent, and remained this way up to the Asian Financial Crisis. The government
also promoted fiscal austerity. At the time, there was a two-tiered pricing system in
effect for rice. The government's grain management authorities would purchase the fall
harvest from farmers at a premium over production costs, and sell this rice to city
dwellers at a heavily discounted rate. This resulted in the grain authority recording
significant losses. The price at which the government purchased the annual fall rice
harvest from farmers was set artificially high for political reasons, but after 1981, the
rate of increase slowed dramatically.

The government also began to slash budgets. These efforts resulted in a fiscal
deficit equivalent to 4.3 percent of GDP in 1981 (see the dashed blue line), having
turned to a surplus by 1987. And one factor driving inflation (that is, excessive
government spending) was reined in.

The policies we have described so far managed to successfully stabilize prices. By
looking at the growth rate in the consumer price index (CPI), indicated by the solid
purple line in Figure 10-1, we can see that the high levels of inflation in 1980 and
1981 (29 and 21, percent, respectively) had fallen to just seven and three percent in
1982 and 1983, respectively. Annual inflation increased in the years that followed,
hovering around eight percent in the late 1980s and early 1990s, but remained in the
single digits. The government's policies to stabilize prices were seen as being
successful.
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Meanwhile, the HCI drive sectors, which were heavily promoted throughout the
1970s, became increasingly unprofitable, and in the 1980s the government took steps
to restructure firms in the power generation equipment, automotive, and heavy
construction equipment industries. The new restructuring guidelines specified that any
insolvent  firm or subsegment classified as being subject to ‘“industrial
rationalization“under the Regulation of Tax Reduction and Exemption Act or Industrial
Development Act and thus designated is to be merged or liquidated.

As part of these efforts, the government provided subsidies and tax breaks and
allowed for the creation of monopolies or otherwise restricted competition by raising
barriers to market entry.  These initiatives could be interpreted as earnest efforts to
minimize the adverse effects of a string of corporate bankruptcies on the greater
economy. But they also raise concerns of potential moral hazard, as such policies may
incentivize firms and financial institutions to wait for a government bailout, rather than
taking steps to repair or grow their businesses.

In the Week 10 lecture, we saw how the so-called 8.3 Measures of 1972 passed on
the costs of corporate bankruptcies to the public. Here we can see that system in
which society bears some of the risks of corporate insolvency has carried on into the
1980s.

The oil shocks of the 1970s led to high oil prices and interest rates, and the latter
years of the 70s and early years of the 1980s were times of great economic difficulty.
Figure 11-1 shows the market price of West Texas Intermediate (WMI) crude oil over
time. Prices are deflated by dividing by the US consumer price index (CPI) and plotted
logarithmically on the Y-axis. The graph shows how oil prices sat around the USD 20

per barrel mark throughout the 1960s before ballooning to over USD 100 per barrel in
the aftermath of the oil shocks of 1973 and 1979.
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After cresting during the second oil shock, prices steadily fell until 1986, whereupon
they plunged to the 40-dollar range and remained there until the 1990s. Figure 11-2
illustrates the long-term trajectory of the Federal Funds Rate of the US Federal
Reserve (Fed), also called the overnight lending rate, or simply the overnight rate. The
overnight rate is the most watched interest rate globally. We can see that overnight
rate skyrocketed during the inflationary periods of the two oil shocks.

In the aftermath of the second oil shock of 1979, we can see that the Fed
implemented a massive rate hike in a bit to curb inflation, and the overnight rate
reached 20 percent. The world's central banks today 2022 are looking to the same
playbook the Fed employed all those years ago, attempting to contain inflation by
raising interest rates. By the late 1980s, inflation had been brought under control,
and the overnight rate was sitting in the six-to-ten percent range.

But unprecedented high interest rates in the US attracted significant amounts of
capital from around the world, making the dollar relatively more valuable than other
currencies. This had the effect of making US exports less competitive while making
imports cheaper, and imports into the US from countries with devalued currencies
surged. This covered the US balance of payments in red ink, with Japan and Germany
in particular recording massive trade surpluses with the US during this time.

Facing a slumping domestic economy hampered by high interest rates, the
administration of then-US president Ronald Reagan pushed through an enormous tax
cut to jump-start the economy. The economic bounceback led to more taxes being
collected, but these receipts could not make up for the revenue lost as a result of the
tax cuts. The result was that the government budget deficit began to snowball. This

deficit and the trade deficit became known as the twin deficits of the US.
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In a bid to address these twin deficits, the US called a meeting of the finance
ministers of the UK, West Germany, France and Japan in 1985 in New York City. The
talks produced what came to be known as the Plaza Accord. The parties agreed to
allow the US dollar to depreciate, in particular against the currencies of West Germany
and Japan, which at the time enjoyed large trade surpluses with the US.

Figure 13 illustrates the yen to dollar exchange rate in orange. The value of the yen
is indicated on the right-hand Y-axis. In 1971, the US suspended the convertibility of
dollars into gold. After this policy was announced, the yen depreciated by nearly half
against the dollar, going from 360 yen to the dollar to 184 yen to the dollar by 1978.
The yen appreciated slightly in 1980, but after the Plaza Accord was signed in 1985,
the dollar depreciated significantly, and in 1995 the rate was 84 yen to the dollar.

The Deutschmark to dollar exchange rate is not graphed, but it exhibited a similar
pattern. Related to this, the won fell from 870 to the dollar in 1985 to 671 to the
dollar in 1989. But this drop was modest compared to the appreciation of the yen
against the dollar.

After that, the yen/dollar exchange rate continued to fall until 1995, but the
won/dollar exchange rate continued to rise. Essentially, every country saw their
currencies appreciate against the dollar following the conclusion of the Plaza Accord,
but the currencies of the advanced countries gained the most strength. The drop in
the won to dollar exchange rate was insignificant in comparison. This greatly enhanced

the competitiveness of Korean exports.
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From the late 1970s and into the early 1980s, oil prices and interest rates set
historical highs. But by the end of the 1980s, interest rates had fallen, oil was cheap,
and the dollar had fallen in value. In Korea, taken together, these three phenomena are
known as the “three lows,"and they helped kick off an economic boom. Korea is
reliant on imported oil and raw materials affected by the price of oil, and so this
period of cheap oil was naturally a great boon to the Korean economy. The low
interest rates of the time were a great blessing as well, as Korean companies not only
held a lot of external debt but also sourced a great deal of capital from abroad.

And since exports were the driving force for economic growth in Korean, the
relatively stronger position of the won vis a vis the dollar compared to major countries
resulted in a dramatic increase in exports. As we can see in Figure 2-11 from the
Week 2 lecture, Korea's current account deficit in 1980 came to nine percent of GNI.
By 1986, this had turned to a surplus, and by 1988, this surplus accounted for seven
percent of gross national product. In the 1990s, the current account surplus
disappeared, and Korea began to record deficits again. But after the Asian Financial
Crisis, we can see that the current account not only turned to a surplus, but that
surplus became a structural feature.

Figure 2-8 shows changes over time to Korea's export and import baskets. The
changes over time in machinery and transportation equipment exports, illustrated in
light blue in the graph, our worthy of our attention here. These products include ships,
cars, and other types of machinery, and the segments of this industry are all typical
HCI sectors. In 1970, exports of these products accounted for just eight percent of all
exports. But by 1980, this figure had leaped to 22 percent before jumping again to 42
percent in 1990 and again to 58 percent in 2000. This is to say that the surplus of
the mid-1980s and after was able to stick because HCI segment exports, and especially
machinery and transportation equipment, had become the pillars of Korea's export
basket.
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| mentioned earlier, that the government restructured firms and entire subsegments
of HCI sectors in the late 1970s and early 1980s due to deteriorating profitability.
However, it is now believed that the profitability crisis was due to high oil prices and
skyrocketing interest rates; that is, external conditions, that impacted business viability.
And so | believe that the way HCI sectors established themselves as Korea's flagship
industries is too large due to external conditions, but in this case, favorable ones;
these industries rode the boom sparked by the “three lows."

This is in marked contrast to Japan, where the yen to dollar exchange rate was just
one-third of what it was during its rapid economic growth and which fell into an
economic slump amid faltering exports. Japan responded by turning to a loose
monetary policy to kickstart growth. The policy did stimulate the economy, but also
drove up the value of assets such as corporate equity and real estate, and the
stronger yen was used to snatch up foreign assets in large amounts. Income and
assets valued in US dollars rose, and superficially, the Japanese economy appeared to
enter its prime.

However, as the government transitioned to a tighter monetary policy in the early
1990s, asset values collapsed. The bubble had burst. Since then, the Japanese
economy has entered a deflationary spiral, where prices have continued to fall, and a
vicious cycle of increasing corporate bankruptcies and worsening employment conditions
has been observed.

From 1995 to 2015, the economic growth rate in Japan was the lowest in the
world. This period has been dubbed the Lost Decades. It could be said that the
Japan’s failure to implement an effective policy response with regards to the Plaza

Accord exacerbated the contrast of the Accord’'s effects vis a vis Korea.
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The period under study here was also one of financial liberalization. The Park
Chung-hee administration's development policy was centered on financial regulation, and
so efforts of the new administration were focused on reducing the level of government
intervention in financial markets. First, government-owned banks were privatized. From
1981 to 1983, four commercial banks were privatized. They were: Hanil, Jaeil, Seoul
Trust, and Chohung. Then, from 1991 to 1997, the Korea Exchange Bank, Kookmin
Bank, and the Housing & Commercial bank were taken private.

However, even after privatization, government intervention in the banks staffing
practices and asset management continued on. Nominally, the government's right to
appoint heads of banks was abolished. But in reality, politics continued to determine
bank leadership. In addition, a number of non-bank financial institutions, such as
investment firms, credit unions, insurance companies and securities firms were
established. These institutions offered higher interest rates and were subject to fewer
government regulations on asset management than traditional banks. The result was
that large conglomerates entered the market, and these non-bank financial institutions
grew faster than banks.

In order to liberalize banking, it was first necessary to reduce policy financing.
However, during this same period, the government expanded both subsidies for SMEs
and loan financing to support the aforementioned industrial rationalization scheme. And
so efforts to cut policy financing faced hard limits.

In 1994, the Bank of Korea reformed the system by which loans were disbursed,
and steps were taken toward reduced policy financing. The central bank's monetary
controls over its own loans were also strengthened. Under the previous policy financing

regime, loans were automatically discounted based on government standards. But under
the new system, the Bank of Korea was able to set loan limits in advance.
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The government also sought to liberalize interest rates at financial institutions. The
purpose of doing so was to restore the ability of interest rates to function as a price
signal and thus allow financial institutions to more effectively allocate capital.

As seen in Figure 10-1, after the 1980s real interest rates at banks remained
positive, thanks to price stabilization. In the middle of the 1980s, total savings
exceeded total investment, and the chronic excess demand for capital finally receded,
creating a favorable environment for interest rate liberalization. And yet the pace at
which interest rates were liberalized was languid. Plans to liberalize rates were
announced in 1991, but were not actually implemented until 1996.

Meanwhile, in 1993, the government instituted a noteworthy new rule: It began to
require all parties involved in financial transactions to use their full legal names. Called
the Real-Name Financial Transaction System, it was designed to increase transparency
in financial transactions. Formerly, individuals were allowed to conduct financial
transactions using pseudonyms or borrowed names, in an effort to promote savings.
But a major financial scandal known as the Lee-Chang scandal of 1982 revealed the
problematic nature of this arrangement. Some at the time pointed to the need for a
real-name system to bring hidden assets held by pseudonyms or borrowed names into
the open, but it wasn't until the administration of Kim Young-sam nearly a decade
later that such a system was finally introduced.

This period can be summarized as one in which the government sought to transition
away from the period of financial controls that characterized the previous government
of Park Chung-hee. However, the long-standing practice of policy financing was not
easily ended. And it was unreasonable to expect banks to work autonomously when

their leadership was controlled by the government or political forces.
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Firms at the time had extraordinarily high debt ratios, making them vulnerable to
external shocks. In my opinion, this is the reason why the government was so
reluctant to surrender its financial influence. The system by which the government
dominated finance had already become ineffective. But the system that eventually
replaced it, in which financial institutions were to manage and allocate capital
themselves, was in a transitional phase, and not yet fully operational.
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11-2 The democratization movement and
labor-management relations

Upon the collapse of the authoritarian system, long-suppressed demands poured
forth from all corners of society. Here, we will explore how democratization affected
the relationship between labor and management.

In 1987, the military government tried to anoint Chun's successor under the indirect
electoral system stipulated by the constitution. But it was met with widespread popular
resistance, motivated by the argument that such a system did not properly reflect the
will of the people. Amid this unrest, reports emerged that the government had
tortured a student named Park Jong Chul to death and had attempted to cover it up.
Once these details leaked, massive public protests erupted across the country, calling
for a new amendment to the constitution.

Ultimately, ruling party candidate Roh Tae-woo consented to an amendment to the
constitution stipulating that presidents were henceforth to be directly elected. Upon
agreement between the ruling and opposition parties, the constitution was amended.
Following the passage of the constitutional amendment, free elections were held, and
Noh Tae-woo was pronounced the winner. After the conclusion of his term, power was
peacefully transferred to the Kim Young-sam administration, and then to the Kim
Dae-jung administration.
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In addition to direct elections of the president, who would serve a single, five-year
term, the amendments to the constitution in 1987 featured a number of other
stipulations. Among these include the following changes: The president's right to
assume emergency powers or dissolve the National Assembly was abolished; the power
of the National Assembly was restored, and it regained the right to audit the
government; protections for peoples’ bodily persons were strengthened, including the
right to seek a writ of habeas corpus; freedom of assembly and press freedom were
expanded, and the government was prohibited from censoring publications or
demanding permission to publish certain materials; protection of the three basic labor
rights described in previous lectures was strengthened, and finally, a Constitutional
Court was established.

The revised constitution also affected the existing economic order. New provisions
stated that the government was to respect the economic freedom and ingenuity of
individuals and firms, but that government was also reserved the right to introduce
regulations to distribute income, break up monopolies, and prevent abuses of economic
power. It can be said that the provisions that enabled the rise of a dictatorial regime
following the establishment of the Yushin Constitution were purged, and that the new
constitution reflected demands for democracy.

These political changes allowed long-suppressed groups to have their demands heard
by the government. Among these groups were workers, whose right to collective
action was long violated. Following the June 29 Declaration and the new political reality
that emerged in its wake, labor unrest flared up across the country.
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As we can see in Figure 11-4, the number of labor disputes (illustrated by the solid
orange line) skyrocketed following the June 29 Declaration. Incidents of labor unrest
averaged just 176 annually up to 1986, but in 1987, 3,617 such disputes were
recorded. The number of labor disputes fell in 1988 and 1989, but remained well
above the pre-1987 average, hovering around half of the 1987 figure. In the years
that followed, however, the number of annual labor disputes fell dramatically, to around
pre-1987 levels, and has remained at that level since. The number of days of lost
work due to strikes (depicted by the solid green line) also subsided, after jumping in
the late-1980s.

The number of work-days lost to strikes is obtained by multiplying the number of
striking workers by the duration of the strike in days, and then dividing this figure by
eight hours. Estimated this way, it seems as though the period from 1987 to 1989
was rather exceptional, and that the long-term trend is toward a regression to the
pre-1987 mean. However, when estimating the number of days lost per incident
(indicated by the solid purple line), a totally different trend can be observed.

Prior to 1986, the average number of work days lost to labor unrest was just 191
days per incident. This number leaped to 3,930 days per incident in 1989, and then
surged to 14,000 days per incident between 1990 and 1991. The average number of
days lost per dispute has fluctuated in the years since, but has nonetheless remained
well above the number recorded in 1986.

It is believed that this owes to the fact that, prior to 1986, when the labor
movement was suppressed, labor unrest flared up mainly in small businesses. These
were typically poorly organized and categorized as ‘illegal” strikes, and most of them
were brought to a conclusion very early on. In contrast, since 1987, well-organized
strikes by labor unions, mainly at large companies, have continued for weeks or
months at a time. It is believed that it is for this reason that the number of labor
disputes sharply decreased even as the number of workdays lost to industrial action
per incident surged.
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On the other hand, we can see that unionization rates (indicated by the solid blue
line) declined to begin in the late 1970s. Despite a modest rebound that took place in
the years from 1987 to 1989, the trend continued its downward trajectory, bottoming
out at around 10 percent. Only recently has trade unionism ticked upward, now around
the 14-percent mark. Small and medium-sized enterprises (SMEs) account for the
majority of employment in the country. But, unlike large companies and the public
sector, unionization rates at such firms were low, and these already-low rates
continued to fall over time.

The new political climate that came to exist in the wake of the June 29 Declaration
was certainly a decisive factor in the explosion of labor unrest that followed. However,
it is my belief that in this process, the traditional approach to labor governance — that
is, outright suppression — was seen as no longer effective. The suppression of the
labor movement by the authoritarian government produced an industrial environment in
in which employers exercised unilateral power over workers.

The work environment experienced by most workers was hostile, and there were
numerous reports of inhumane treatment of workers and discrimination between
white-collar and blue-collar employees. Labor issues were not limited to the workplace.
Soaring property prices since the late 1970s and worsening wealth inequality had
greatly exacerbated workers’ feelings of relative deprivation. The newly-ascendant labor
movement severed the old labor-management regime under the authoritarian
governments, and forced the country to look for a new way forward for labor relations.

An examination of labor indicators reveals a mixed bag of positives and negatives.
A difficult working environment is one of the latter. The data show that Koreans work
the longest hours in the OECD. Figure 5-3 shows that, in 1980, workers in the UK,
France and the US worked between 1,800 to 2,000 hours in a year on average.
Korean workers, on the other hand, put in 1.5 times more hours on the job, working
3,000 hours on average.
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The workers of these developed countries also worked extremely long hours at the
end of the 19th century, but their time on the clock gradually declined throughout the
20th century. We can see that the hours worked by Koreans during the era of rapid
economic growth are roughly on par with the hours worked by workers in developed
countries at the end of the 19th century. Since then, average working hours in Korea
have declined rapidly, but there remains a large gap with developed countries.

Workers in Korea also suffer an extremely high number of workplace injuries,
illnesses, and fatalities compared to workers in developed countries. Figure 11-5
shows the long-term trend in the number of industrial accidents and the rate of such
accidents. The number of workers injured, Killed, or struck with illness on the job is
indicated by the dashed blue line. The trend from 1982 to the early 2000s was one of
fewer workplace accidents. But the 2000s saw this trend reverse; it has since moved
laterally.

The workplace accident rate can be obtained by dividing the number of accidents by
the number of workers. This rate, labeled “Accident rate 1" in the Figure, is the rate
by which workers insured under the national workplace compensation scheme suffer
workplace accidents. We can see that the denominator here is limited to a specific set
of workers.  This accident rate stood at was 0.9 percent in 2003, before bottoming
out at 0.5 percent in 2018. It has since ticked upward again to 0.6 percent. Prior to
the year 2000, there were no data on the number of workers enrolled in the
workplace compensation scheme. The line on the graph labeled “Accident rate 2" shows

the accident rate using the total number of workers, instead.
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We can see Accident rate 2 underestimates the actual accident rate because it does
not include accidents suffered by workers who are not covered under the workplace
compensation scheme. The farther back in time we look, the fewer the number of
workers enrolled in the national industrial accident insurance program, and thus the
trend can be seen to intensify as we look back. The line on the graph labeled “Deaths
per 10,000 1" shows the number of deaths for every 10,000 workers that had
suffered a workplace accident. The line on the graph labeled “Deaths per 10,000
2"shows the number of workers directly killed in workplace accidents.

The data show that the number of workers killed on the job had fallen dramatically
since the late 1990s when nearly two of every 10,000 workers were killed on site. The
figure currently sits at 0.43 workers per 10,000. Comparing this figure to other
countries, we can see that in 2019, the rate was 0.14 in Germany and Japan, 0.37 in
the United States, and 0.03 in the UK. The rate in Korea is much higher in
comparison. Even if we were to acknowledge that differences exist between the
countries in the way the number of industrial accidents is estimated and that different
countries will hold different interpretations of what constitutes an industrial accident,
we are nonetheless left with the fact that more workers are killed on the job in Korea
than in other developed countries.

As we lack the necessary data for the 1980s and 1980s, we can only derive the
rate of accidents for all workers. In the early 1980s, two percent of all workers
suffered a workplace incident, either being killed on the job, injured on site, or having
developed a workplace-related illness. The extremely high accident rate of the 1980s
draws our attention, as does the rapid pace by which it fell in the years leading up to
the Asian Financial Crisis of 1997.
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At the same time, income growth and improvements in employment conditions in
Korea were markedly better compared to other countries. Figure 11-6 shows the
average annual growth rate of real wages and employment in the manufacturing
sectors of selected middle-income countries for the 20-year period from 1965 to 1985,
excluding only Japan from 1950 to 1970. We can see here that wage growth also
grew rapidly in Greece, for example, but that employment growth lagged. In Brazil, the
opposite was true.

In contrast, the East Asian countries of Japan, Taiwan, and Korea showed robust
growth in wages and employment, and nowhere was this growth as strong as it was in
Korea, where the annual average growth for both was around eight percent. In other
words, it could be said that Korean workers were not excluded from Korea's growth;
they too partook in the benefits of simultaneous employment and wage growth.

Yet, | think we need to examine this particular issue in more detail. This is because
even if workers' wages rose rapidly, they could justifiably argue that they were not
appropriately compensated if wage growth was not correlated with growth in labor
productivity. And so we need to compare real wage growth with growth in labor
productivity.

However, the Ministry of Employment and Labor only recently expanded its income
survey to include establishments with as few as one employees. And so, for most of
our data, not all workers are included, as many small businesses were not surveyed.
Given this, we should find and compare wages and labor productivity using income
statistics extracted from the National Accounts.

We can determine average wages by dividing employee remuneration data taken
from the National Accounts by the total number of workers found in the economically

active population survey.
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However, determining labor productivity is a bigger challenge, as we must first
determine how to address the problem of the self-employed, who represent an
amalgamation of both labor and capital. First, we must determine labor productivity
for every sector. We do this by dividing the sum of sectoral operating surplus and
total employee compensation by the total number of employed in the sector in
question.

Here, the self-employed without employees are excluded, while employers with
employees are included. However, as the value of the labor of family members that
work in small businesses contributes to the total sectoral operating surplus, these
workers were included in the calculation of labor productivity. Average wages and
labor productivity obtained in this way are both nominal values, and are divided by a
GDP deflator to produce adjusted values. Each rate of increase is presented as a
three-year moving average.

Figure 11-7 shows the result of this analysis. We can see that real wage growth
(the dark orange line) outpaced labor productivity growth from 1977 to 1982, but from
1983 to 1986, the opposite trend held.

However, from 1987 up to the Asian Financial Crisis of 1997, real wage growth
outstripped growth in labor productivity. In my opinion, the outbursts of labor unrest
that erupted across the country constituted a major reason explaining why wage
growth outpaced labor productivity growth. After the Asian Financial Crisis, real wage
growth fell far short of labor productivity growth up to 2011, after which it overtook
productivity growth again.

And so we can see that, over the long term, the era under study was one in which
wage growth and productivity growth led each other in an alternating fashion. The

average annual growth rates for the entire period for which data were available,
covering the years from 1975 to 2021, were 3.8 percent and 3.7, respectively,

indicating that the two were in balance.
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From the 1980s up to the Asian Financial Crisis, the real wage growth rate was not
only quite robust, at an annual average of 5.7 percent, but was in fact growing at a
faster rate than labor productivity. This can be interpreted to mean that workers' slice
of the pie became larger. In addition, the income gap among workers greatly narrowed
during this time.

As we saw in the Week 5 lecture, Figure 5-13 shows the gender gap in the hourly
wages of workers using data extracted from a Ministry of Labor and Employment
survey on wage structure. This graph shows us that, regardless of whether we
compare the unadjusted average wages of men and women (the blue line) or adjust to
control for differences in educational attainment, tenure, or employer size (the orange
line), we can see that the gender wage gap closed rapidly during this time.

Looking at the hourly wage gap by level of education in Figure 5-14, we can see
that wages for those without a college degree rose even faster than the wages of
college graduates from the mid-1980s to the mid-1990s. We should also note that this
gap had begun to close before the democratization movement of 1987, and thus
cannot be interpreted as a phenomenon owing to it.

Finally, examining the wage gap by business size in Figure 5-16, we can see that
the gap was getting bigger in the 1980s, but then closed again in the 1990s. And so
we can say that while the wage gap by establishment size was a major factor fueling
increased levels of inequality observed after the Asian Financial Crisis, it was not a
prominent feature prior to it.
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Urbanization and real estate

Urbanization accompanied economic growth, and the Korean population became
concentrated in cities.  This resulted in soaring real estate prices and a serious
housing shortage. Will we explore this issue here.

Figure 11-8 shows the long term trends in Korea's rural and urban populations over
the long term, based on census data. The line marked as “Rural” refers to residents of
gun, an administrative division, the rough English approximate of which would be
county. The pre-liberation population refers to the combined population of North and
South Korea; the post-liberation population refers to the population of South Korea
only. This is why the graph shows the rural population suddenly nosediving in the
years from 1944 to 1949. We can see that the rural population continued to grow up
to 1966, after which it began to decline. The proportion of the total population living
in cities was just four percent in 1925. That figure stands at 82 percent today.

Figure 11-9 depicts net population inflows into select cities and regions. The figures
are calculated by subtracting population outflows from population inflows; the net
population movements are captured in five year intervals here. Population data from
the pre-liberation period in this figure is limited to South Korea. We can see that from
1935 to 1940, Seoul experienced net population inflows of 190,000. However, net
outflows from the provinces (especially Gyeongsang) far outstripped that figure.

This reflects a population exodus to the northern part of the peninsula, which we
call North Korea today, and which was at the time rapidly industrializing. From 1945
to 1949, every municipal district, county, and province experienced net population
growth. This owed to inflows of Koreans defecting from the North and repatriations of
those that were living overseas. We have no data for the period from 1949 to 1955
or the period from 1965 to 1970. Data from 1955 to 1965 show a modest net
population growth in Seoul.
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Then, beginning in the 1970s, the populations of Seoul and other major cities
exploded. Population growth in the province of Gyeonggi, which encircles Seoul, was
also significant. In just one decade, 2.46 million people migrated to Seoul, 1.24 million
to Gyeonggi, and 850,000 to other large cities. This corresponds to the population lost
in other provinces. This trend in population movements continued unabated into the
1980s. After the 1990s, Seoul began to lose its population, and other cities followed
suit, with a lag of five years. Population loss in other provinces began to ease off.

The province of Gyeonggi, however, continues to experience net population growth.
This tells us that the population is no longer urbanizing, but rather concentrating
around the capital in an area called the Seoul Capital Area (SCA), or sudokwon in
Korean. Seoul has continued to experience net population outflows since the turn of
the millennium, while Gyeonggi has grown tremendously. This is because entirely new
cities were built from the ground up in Gyeonggi to help absorb the housing demand
from Seoul.

The Korean population has come to be concentrated in cities and especially the SCA
because the country’s economic growth was accompanied by a major shift in its
industrial structure. Figure 11-10 shows the average annual growth rate of the rural
household population and nonfarm workers on a three-year moving basis. For nonfarm
workers, pre-liberation data on employment divides the population into the working and
the out of work, whereas post-liberation data includes multiple employment categories.
And so we must be mindful of the conceptual differences in measuring employment.

But this is no great obstacle in helping us to understand the overall long-term trend.
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Just before liberation, we can see that the rural household population growth trend
was positive and continued to grow. We can see that the growth rates of nonfarm
workers were also high. But high rates of increase disguise a relatively small population
of these workers in absolute terms, and increases in the numbers of these workers
could not make a dent in the enormous population of rural households. These
circumstances remained as such until the 1960s. In rural areas, arable land is a
scarce resource, and if the rural population grows, the value of that land increases,
while the value of labor decreases. This phenomenon is what allowed the rural
tenancy system to persist throughout the Joseon era and through the colonial period.

With the value of human labor so low, there was little incentive to mechanize; that
is, there was no reason for landlords to develop technologies that could substitute for
labor. And so the society of the countryside remained a traditional one, reliant on
rudimentary agricultural techniques. The poverty trap into which much of the rural
population had fallen, and which persisted until the 1960s, was not unique to Korea;
indeed, many developing countries have been stuck in this trap, and some remain so
today.

But this all changed after the period of rapid growth in the 1970s, often referred to
as the Miracle on the Han River. The rural population began to decline, and the
supply of agricultural labor became inadequate. Wages rose, and farms began
mechanizing, increasing labor productivity and along with it, rural household incomes.
The impetus for these changes, however, came from the non-agricultural sector.
Looking at the growth rate of nonfarm employment in the graph, we can see that,
despite ups and downs following economic cycles, nonfarm employment grew annually
by an average of six percent for 30 years from 1965 to 1995.

Korea sustained this rapid growth in employment over a long period of time. This
kind of growth was unprecedented among developing countries.  Rural areas shared in
the benefits of economic growth, and escaped from the poverty trap.
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Figure 11-11 shows the annual growth rate of rural household income (solid purple
line, right-hand Y-axis) as a three-year moving average. From the 1960s up to the
Asian Financial Crisis, annual rural household income grew at average annual rate of
eight percent, with some three-year periods better than others. This graph also shows
that from the mid-1970s throughout the 1980s, the ratio of rural household income to
urban household income (the solid light blue line) was over 100 percent, meaning that
rural household income exceeded urban household income during this time.

After the Asian Financial Crisis, however, rural household income growth fluctuated
between positive and negative growth. We can also see that recently, rural household
income has fallen to just 60 percent of urban household income levels. The
rural-urban income gap has widened significantly since the mid-1990s.

However, rural household income includes nonfarm income and transfers in addition
to agricultural income. When comparing only agricultural income with urban household
income, the rural-urban income gap is starker yet (see the dashed blue line). The data
we have discussed so far are extracted from surveys of rural and urban households. In
addition, the graph compares the incomes of workers in the agricultural, forestry, and
fishery sectors to workers in the manufacturing sectors using data pulled from the
National Accounts.

The total operating surplus of the agriculture, forestry, and fisheries sectors was
divided by the total number of workers in these industries to determine per capita
income. This was compared to per capita worker compensation in the manufacturing
industry, and was graphed as a dotted purple line. This data covers entire populations,
rather than a sample, and can be considered an inclusive indicator. These data show
that the incomes of the two populations nearly converged in the mid-1970s, but then
continued to diverge, and now the incomes of the agricultural, forestry, and fisheries

workers are just under 40 percent of those of manufacturing workers.
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This shows that productivity in agriculture, forestry, and fishing never caught up
with productivity in manufacturing. And so farming households were forced to
complement their agricultural income, upon which they could no longer rely. More and
more members of rural households began to seek work in nonfarm sectors, and the
number of rural households with more with a non-agricultural income stream began to
increase. Despite this additional nonfarm income, the rural-urban gap only continued
to widen in the wake of the Asian Financial Crisis.

Meanwhile, even as most of the population began to be concentrated in a handful
of major cities, these cities' infrastructure was not designed to accommodate them.
This lack of infrastructure led some of the population that left the countryside to build
unauthorized homes in the peripheries of major cities, typically on hillsides, forming a
large number of shantytowns.

The exodus of the rural population often came in the form of young people from
rural households coming to the city to attend school, find work, and settle down. But
there were also entire families that relocated from the countryside into the cities all at
once. It was very difficult for people with few or no skills that did not directly pertain
to farming to find work in cities, and the resettlement process was wrought with
hardships.

Symbolic of these hardships experienced by these new rural transplants is the
Gwangju Housing Complex Incident of 1971. The municipal government of Seoul
sought to demolish the shantytowns surrounding the city. To do this, it first had to
forcefully evict those shantytowns' residents, but needed a place to relocate them. And
so it oversaw the construction of a large housing complex in Gwangju county in the
province of Gyeonggi (this is now the location of the Seoul suburb of Seongnam): the
Gwangju Housing Complex. The government first tried to incentivize people to move to
the housing complex by selling vouchers, which people could use to purchase property
at sub-market rates. But the value of the vouchers themselves soared due to a boom
in land speculation.
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People were forcefully relocated from the shantytowns without any way of providing
for themselves in their new neighborhood, and so most of them found themselves
unemployed, and in dire circumstances. Protests erupted at the city’s careless and
half-hearted relocation efforts. Demonstrators torched police vehicles and government
officials’ cars.

In the end, the city was forced to relent to some of the demands of the evicted
residents. This led to many improvements to the city's urban infrastructure:
transportation projects were undertaken, and sewage systems and schools were built.
The city also provided emergency provisions to the evicted residents and started
employment programs. This incident shows how the hardships of the marginalized
poor continued to mount amid breakneck urbanization.

The concentration of the population in large cities also led to a surge in housing
and real estate prices. Figure 11-12 depicts the year-on-year growth trend of housing
and land prices. The solid blue line plots the trendline using data extracted from a
nationwide housing survey conducted by Kookmin Bank. National Accounts data
maintained by the Bank of Korea subdivides housing prices into two categories:
improved residential buildings and improved land. The former is depicted by a solid red
line; the latter by a dashed orange line.

However, the time series for these data only go back so far. So growth in the value
of residential sites is isolated from growth in all land values, and the graph plots this
data back to the 1960s. Rates of growth in the consumer price index (CPl) are
plotted for comparison (see the dashed yellow line).
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First, looking at the year-on-year growth rate of land values, we can see up to the
1980s that growth fluctuated wildly, exhibiting a wide range. The graph shows that
property prices skyrocketed roughly every ten years from the late 1960s to the late
1980s, including an 85 percent spike in 1978. Comparing the rates at which the value
of property increased with the rate of increase of the CPI serves to emphasize the
enormous growth in real estate prices.

Once in the early 1990s and then once again in the aftermath of the Asian
Financial Crisis did the cost of housing and property actually fall. But prices quickly
bounced back on both occasions. Housing prices soared again as countries sought to
mitigate the impact of COVID-19 on the economy through loose monetary policy and
more public spending. More recently, however, many countries (beginning with the US)
have raised interest rates to rein in inflation, and housing prices plunged as a result.
The graph does not reflect these trends, however.

The surge in property prices in the late 1960s led the government to announce a
policy to combat the phenomenon: the Emergency Measures to Deter Real Estate
Speculation, through which a 50 percent tax was imposed on all net proceeds of real
estate transactions subject to the law. In the late 1970s, the economic growth rate
was high, and real estate prices leapt again as a slew of orders for construction
projects overseas was accompanied by rapid inflows of dollars. The government

sought to suppress speculative behavior and promote stability in property values
through a set of measures. It imposed a 70 percent windfall tax on proceeds from
apartment resales, with the resale period set as two years. It also imposed a 100
percent tax on proceeds from sales of unregistered properties.
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Property values mushroomed during the three lows boom of the late 1980s too, and
these jumps were often prolonged, despite price stability otherwise.  Wealth inequality
has widened because growth in the values of assets such as real estate have outpaced
income growth. Wealth inequality became a political issue as the sense of relative
deprivation experienced by those without assets became increasingly pronounced.

The Roh Tae-woo administration devised a scheme that aimed to fundamentally
rectify the problem by drastically expanding the supply of housing. The government
stated that it would build two million more housing units, many of them in new,
planned cities located in the province of Gyeonggi. These new cities were to be
Bundang, llsan, Pyeongchon, Sanbon, and Joongdong, among others.

Figure 11-13 depicts the quantity of new housing supply over time (solid dark
orange line). Up to 1987, around 230,000 new units came on the market every vyear.
But in the 10-year period afterward, that figure more than doubled, with an average of
580,000 new units becoming available every year. We can see in Figure 11-12 how
real estate prices plunged after 1991 when the new cities in Gyeonggi were built, and
residents began moving in. Real estate values followed the larger business cycle in the
period that followed, and were much more stable compared to the 1980s.

Figure 11-13 also illustrates the supply of housing provided by the private sector
(the green line) and the supply of housing provided by the public sector (the dashed
yellow line). We can see that the private sector accounts for the lion's share of
housing construction, and that the volume of new units supplied by the private sector
fluctuates to a greater degree. Real estate prices cratered in the aftermath of the
Asian Financial Crisis and new housing starts slowed to a crawl. And so in order to
revive the economy, the government relaxed the regulatory regime surrounding real

estate and made efforts to support the construction industry.
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Then, in 2002, when real estate prices began to climb again, the government
reversed course and re-instituted regulatory controls. And so we can see that the
large fluctuations in the annual supply of new units built by the private sector owe to
swings in government policy designed to either stimulate the economy or curb real
estate speculation. Through this we can deduce that, in order to stabilize the housing
supply and property values, that a more consistent policy is necessary.

With more housing construction, the housing supply ratio rose. By 2020, the
national housing supply ratio was 104 percent. In the SCA, it reached 98 percent. The
number of homes per 1,000 people increased from 215 in 1995 to 418 in 2020. In
the SCA, that same figure rose from 191 to 385.

We can use this data to estimate the number of people per home. In 1995, this
figure was 4.7 persons per home. In 2020, the number was nearly half: 2.4. persons
per home. We can use this information to say that the housing supply grew faster
than the population. However, the rapid decline in the number of households and the
corresponding increase in the number of single-person households suggests that
housing demand will continue to grow.

Finally, I will briefly describe the significance of the fact that the Korean housing

stock is now mainly composed of multi-family housing structures, subdivided into many
units, and often organized into large residential complexes, known in Korea as apateuh.
| will refer to these homes as apartments for ease of understanding. Figure 11-13
shows the proportion of the housing stock represented by these apartments. We can
see that the percentage of these types of homes of the total housing stock jumped
from just 13 percent in 1985 to 69 percent in 2020.
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The composition of the housing stock changed drastically in such a short period
because most of the new housing was built in the form of new apartments. High-rise
apartments made it possible to fit large numbers of people onto an insignificantly-sized
plot of land, and also enabled the population to concentrate in the land-scarce SCA.

People flock to the SCA because it is home to relatively more economic and cultural
resources and useful infrastructure. If the housing supply was dominated by detached
houses, this kind of population density would have been physically impossible.
Moreover, the development of the SCA would have taken on an entirely different
character. In addition, the assets of Korea's middle class revolve predominantly around
housing. And so it could be said that the need to use land efficiently and thus build
apartments played a key role in allowing the middle class to build wealth.
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The formation and regulation of business conglomerates

The main drivers of the growth of the Korean economy up to the present have
been corporations, and among these, the large, family-controlled conglomerates known
as the chaebol are the most important business groups. Here we will briefly examine
how these conglomerates came to be, and explore the problems associated with them.

Opinions of the chaebol are extremely polarized. There are arguments that the
chaebol have greatly enhanced the strength of the Korean economy, having
spearheaded exports, pioneered cutting-edge technologies, and led the HCI drive. But
chaebol critics have contended that collusion between government and business and
the opaque ownership and management structures that chaebol families use were the
main factors that led to Asian Financial Crisis. The Monopoly Regulation and Fair
Trade Act was amended in 1987 to address the excessive concentration of economic
power among the conglomerates.

First, we can examine the degree to which economic power is concentrated among
the conglomerates by referring to the data. For this exercise, we will define
“conglomerate” as a group of companies over which one individual (typically the leader
of a chaebol family) exercises de facto control. Here we also define “controlas a
situation in which one individual owns or controls through an intermediary 30 percent
or more of the total number of issued shares, or exercises influence over key
corporate appointments.
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Moreover, if the value of the assets of all subsidiaries and affiliates within a given
conglomerate exceed a certain threshold, business groups are designated as large
conglomerates. The Monopoly Regulation and Fair Trade Act was amended in 1987 to
include new provisions designed to curb the concentration of economic power among
conglomerates. These new articles limited intercorporate investments and capped
aggregate investments, and also restricted debt guarantees to affiliates.

Figure 11-14 illustrates the trends in the number of conglomerates (dark blue line,
right-hand scale) and the number of affiliates and subsidiaries (orange line, left-hand
scale). The graph shows the number of subsidiaries of the 20 largest business groups
in the 1970s and the 30 largest conglomerates in the period from 1987 to 1998. But
the number of conglomerates has fluctuated since 2002. The graph shows the number
of conglomerates subject to intercorporate investment restrictions from 2002 to 2016.
The lime green line illustrating the trend in total assets shows the aggregate asset
value for affiliates with over KRW 2 trillion in assets in the period from 2002 to 2008,
while for the period from 2009 to 2016 the same line shows the total value of assets
for conglomerates with assets over KRW 5 trillion.

For the period after 2017, the line shows the trend in asset values of
conglomerates with more than KRW 5 trillion in assets and which are required by law
to disclose the value of these assets. Even accounting for this, we can see that the
average number of affiliates per conglomerate (green line, right-hand scale) increased
over each period under observation here.

This line shows that the number of affiliates increased rapidly in the time
immediately preceding the Asian Financial Crisis, and then plunged in 2002, after the
gap in the series. This was because many firms were liquidated during the crisis, and
the surviving firms underwent intensive restructuring. Following that episode, both the
number of conglomerates and the number of affiliates has been on the rise, as has
been the average number of affiliates per conglomerate.
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We can now ask what proportion of the overall economy these conglomerates
account for. Figures 11-15 visualizes value added produced by conglomerates in terms
of percentage of GDP and proportion of value added in mining and manufacturing.
According to an estimation in Sagong (1980), we can see the share of GDP generated
by the top five and top 20 conglomerates increased rapidly throughout the 1970s.
These values are depicted by the dashed blue and dashed vyellow lines, respectively.
For the period after 1985, the estimates from Chang and Choi (2003) are plotted for
the top five and top 30 conglomerates. The trends in these values are illustrated by
the solid blue and solid green lines, respectively.

However, the data used in and methodologies employed by each study differ, and so
it is difficult to compare the 1970s and 1980s and the periods that come later in a
consistent manner using these data alone. And so, estimates from another study are
limited to the added value produced by the top 30 conglomerates in mining and
manufacturing sectors but plotted over an extended period as the solid purple line.
Here we can observe a consistent trend from the late 1970s onward. This data shows
us that the share of value added generated by conglomerates in the mining and
manufacturing industries was much higher than their share of GDP. This is because
conglomerates’ main lines of business are in the manufacturing sectors.

Taken together, the period of the 1970s and early 1980s was one in which the
proportion of business groups rapidly grew. This is because the country's top
conglomerates were all active participants in the government's major industrialization
campaign: the HCI drive. We can also see in the trendline of the mining and
manufacturing industry that conglomerates’ value added share continued to grow even

amid the restructuring of the HCI sectors that occurred in the early 1980s.
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From the late 1980s onward, however, the conglomerates’ share appears to fall. But
the estimates we have are not clear on this, so we may not know for certain. But in
the first half of the 1990s a clear increase in the conglomerates’ share is evident. And
while growth during this period was not as robust as it was in the 1970s, we can see
that the large conglomerates expanded rapidly in the early 1990s.

In the aftermath of the Asian Financial Crisis, large conglomerates were subject to
comprehensive restructuring. It is thought that this restructuring led to the decline in
the conglomerates’ share of value added. While we have no estimates for the period
after 2000, we can see in Figure 11-14 that the number of business groups that
satisfy the requirements of being a conglomerate increased rapidly in period following
the turn of the millennium, as did the average number of affiliates per conglomerate.

Considering this, it is thought to be highly likely that large conglomerates have
continuously increased the size of their slice of the economic pie during all periods
under observation, save only for the Asian Financial Crisis, and despite attempts to
curtail their economic clout through the Monopoly Regulation and Fair Trade Act.

So we can now ask: what enabled the formation of these large conglomerates? And
how to they manage to grow their slice of the national economic pie? We could
interpret these phenomenon to be a result of an environment that favored the
creation of business groups, rather than separate, independent companies.

First of all, Korea's financial markets were imperfect and more importantly under
government control. And so obtaining capital from the market was extremely difficult.
Under these circumstances, the ability to easily source capital is essential to being able

to do business.
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Large conglomerates exercise control over their affiliates, and this enables them to
create internal capital markets. For example, a conglomerate looking to launch a new
line of business and in need of capital could simply have an affiliate lend the new
business the necessary startup funding. Alternatively, it could take out bank loans
using debt guarantees as collateral. This kind of internal capital market worked to the
advantage of conglomerates as they were diversifying.

Figure 11-16 depicts trends in the concentration of internal ownership for the 10
largest and 30 largest conglomerates led by a single corporate figurehead. We can see
that the families of the figureheads held 17 percent of all shares of affiliates in 1983,
but by the 2000s, this figure had plunged to an insignificant share of between two
and three percent. But during the same period, equity stakes in affiliates held by
other affiliates within the same conglomerate rose from 40 percent in 1983 to 57
percent recently.

In other words, we can see how intercorporate investments in affiliates played an
important role in conglomerates’ diversification. Chaebol heads were able to maintain
control over the conglomerate through their comparatively high equity stakes in
affiliates, despite their overall equity position having declined. The 1987 revision of the
Monopoly Regulation and Fair Trade Act restricted affiliates of large conglomerates
from making intercorporate investments valued at more than 40 percent of their net
assets. This rule was abolished in 1998 due to the Asian Financial Crisis, only to be
revived again in 2000, and then repealed again in 2009.

This legal flip-flopping is due to a conflict between two objectives: one that seeks
to limit the ability of chaebol heads to control affiliates, and another that seeks to
promote free corporate investment. We can see in Figure 11-16 how the ownership

structure of affiliates fluctuated with the changes in the law.
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Conglomerates also raised capital from banks by utilizing debt guarantees between
affiliates. An amendment to the Monopoly Regulation and Fair Trade Act in 1993
prevented the value of debt guarantees from exceeding 200 percent of equity. This
was done out of concern that the failure of one affiliate in a conglomerate could
trigger a domino effect of bankruptcies at other affiliates.

In 1997, debt guarantees were further limited to 100 percent of equity. In 2001,
the practice was banned altogether. Immediately preceding the Asian Financial Crisis,
the average value of debt guarantees pledged by the 30 largest conglomerates was
revealed to be 174 percent of total equity. This of course means that these
conglomerates owed banks much more than that.

Naturally, in pursuing diversification, conglomerates relied on the external capital
markets to an even greater degree than they did their internal markets. Figure 11-17
shows the debt to equity (D/E) ratio of all manufacturing firms using data on corporate
operations from the Bank of Korea.

From the 1970s to the Asian Financial Crisis, we can see that the debt ratios in the
manufacturing sector (light green line, plotted on the left-hand Y-axis) hovered in the
300 to 400 percent-range. This was a very high figure compared to the previous and
later periods. The graph also shows that the ratio was especially high during the
crisis-stricken years of 1972, 1980, and 1997.
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The long term trend in corporate borrowing, including the issuance of bonds,
exhibits an inverse U-shaped pattern (the pink line, plotted on the right-hand scale).
This tells us that, in the middle period, the primary method by which manufacturing
companies (and these include conglomerates) raised capital was to borrow it externally.
The securities markets were at the time somewhat underdeveloped. But even then,
sales of stock would have brought with them changes in the ownership structure of
conglomerates. It was for this reason that the chaebol heads tried to avoid selling
equity stakes to raise capital, and preferred to borrow money instead.

Looking at the D/E ratio (dark orange line, left-hand Y-axis) of the 30 largest
conglomerates, it exceeded 400 percent in the 1990s, higher than the manufacturing
industry average. We lack these data for the 1970s, but | suspect that conglomerates’
D/E ratios were even higher then.

That is because government policy financing was concentrated in the
heavily-promoted HCI drive, and the chaebol took advantage of this policy to expand
their conglomerates. Furthermore, to minimize the risk of business failure, the
government preferred that established firms with proven track records enter new
industries.

This served as a trigger for existing conglomerates to reorganize their core lines of
business around the HCI sectors. Put another way, this is to say that the chaebols did
not linger in the industries in which they first emerged, but rather leapt at the
opportunity to participate in sectors with high growth potential. It is believed that this
substitution of their core businesses allowed them to expand even further.
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It was in this manner that chaebols grew: by diversifying into fields unrelated to
their original core businesses. Yet in some industries, we can observe vertical
integration as well.  This was especially the case in industries in which products
contain numerous parts or in which the stages of production are particularly complex,
such as the automotive, electronics, and chemical industries.

For instance, when Hyundai Motor began producing finished cars, Korea had not yet
adequately developed forward or backward industrial linkages. This is another way of
saying that the market for inputs and intermediates remained unformed. Without a
stable source of parts, it is difficult to succeed in the auto industry. Dependence on
imported parts limited the amount of added value that could be created in vehicle
production. So the government actively supported the localization of automotive
components.

And so growth in the automotive industry was done in a way that integrated
various related sectors vertically. The Hyundai Motor Group conglomerate has affiliates
in steel manufacturing, finished vehicle manufacturing, logistics, and automotive finance,
illustrating this kind of vertical integration.

In vertically-integrated firms, inter-affiliate transactions represent a large fraction of
all transactions. For example, Samsung Electronics has vertical business relationships
with Samsung SDI, Samsung Corning, and Samsung Electro-Mechanics. At one point
Samsung SDI, which used to manufacturer cathode ray tubes (CRTs) for TVs, was
supplying 52 percent of its products to Samsung Electronics. At the same time,
Samsung Corning, which produced glass housings for CRTs, generated 61 percent of its
sales from transactions with Samsung SDI. Currently, Samsung Electro-Mechanics, a
manufacturer of electric components, sells 69 percent of its products to Samsung

Electronics.
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This kind of vertical integration has many advantages over buying inputs on the
open market. Significant transaction costs are incurred in the course of normal market
interactions, including search and information costs, bargaining costs, and the costs
associated with resolving disputes. But vertically integrated firms bear almost none of
these costs. In addition, affiliates within a conglomerate do not need to incur any
marketing expenses to sell their products to other affiliates within the same
conglomerate, and open information flows can promote technological development.

Put simply, vertically-integrated companies can expect results to mimic those of
single  company. Yet, vertical integration can also be a disadvantage.
Vertically-integrated firms face less market pressure, and thus may face fewer
incentives to innovate than independent firms.

And if one affiliate in a vertically-integrated conglomerate becomes insolvent, the
efficiency of the entire integrated enterprise may suffer as a result. Furthermore, in
normal market transactions, firms are free to seek alternative business partners. But
firms tied to another affiliate lack this kind of flexibility.

Korea's large conglomerates have grown rapidly. And as we have explored, it is
thought that there are good reasons explaining why they led the growth of the Korean
economy. The biggest problem associated with large-scale conglomerates is the fact
that chaebol heads can exercise control over the entire business group through their
stakes in affiliates, despite directly owning an insignificant number of shares.
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This leads to emergence of a principal-agent problem, in which chaebol heads
sacrifice the interests of minority shareholders in their affiliates for their own benefit
or for the benefit of their families. This problem often arises in relation to the
hereditary succession of corporate control. In Korea, the inheritance tax tops out at 50
percent. But for heads of companies that are also their companies’ largest
shareholders, that rate climbs to 60 percent. For many heirs, it is difficult to pay this
tax and still maintain control of the company.

To deal with this, heirs often founded unlisted paper companies to use as
instruments of control. They would rapidly “grow’these firms through transactions with
affiliates, and increase their ownership of affiliates using the paper company as a
vehicle. A Fair Trade Commission investigation into insider trading between affiliates
revealed that profits and losses were manipulated between subsidiaries, and that
transaction prices greatly diverged from prices on the open market.

There have also been instances in which one affiliate of a conglomerate bailed out
another. But a more common method is one in which large listed affiliates that
manufacture or assemble final goods in downstream industries subsidize unlisted
upstream affiliates by buying parts or intermediates at inflated, above-market prices.

This is a way by which chaebol families shift profits from large, listed firms in which
they have a small personal stake to unlisted firms over which they have much more
control and equity. In the example above, profits are essentially moved from the
downstream listed firm to the unlisted upstream firm.  This encroaches on the
interests of minority shareholders of listed companies in order to deliver a greater
share of the profits directly to the chaebol families.
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This may also result in affiliates within the conglomerate, which are forced to do
business with each other, ruling out cooperation with more efficient competitors. This
too is classified as insider trading and restricted under the Monopoly Regulation and
Fair Trade Act. There is a limit to the extent to which intra-conglomerate transactions
can be realistically monitored. However, if monitoring and regulation of non-competitive
internal transactions are strengthened going forward, we will see more attention paid
to how the conglomerates adapt, especially regarding leadership succession.

With that, let us conclude this week's lecture.  Two things in particular distinguish
this period from the others we have discussed so far. One is that this period was
one in which Korea became democratized. Looking at the modern history of the West,
revolutions in civic life led to human rights and property rights becoming recognized
and protected. With these two fundamental rights in place, the Industrial Revolution
occurred, and the West experienced sustained economic growth. Based on the civic
principles recognized in previous centuries, universal suffrage was achieved in the 20th
century, and for the first time, popular democracy became a reality. Korea introduced
these Western institutions into its first constitution.

In the development of these institutions, Korea benefited from being a latecomer.
But what followed was a series of authoritarian regimes. And so we see that merely

introducing nominally democratic institutions cannot by itself produce real democracy.
The experience of Korea shows that in order to realize true democracy, some level of
economic growth is a prerequisite, which will create a middle class. As this class
becomes more educated, they will recognize the need for change as their level of
education increases and their needs diversify.




MY M 2o ot

SEQUL NATIONAL UNIVERSITY

| think rapid economic growth in Korea was meaningful in this sense, as it prepared
the people to overthrow the authoritarian system. In a newly-democratic environment,
voices for change that were long-silenced by the authoritarian government were
suddenly heard in chorus. Social development and justice, which were neglected in
order to pursue economic development, emerged as important items on the national
agenda.

Another point: the period we studied for this week's lecture was one characterized
by transition, in which the government sought to transform the economy into a market
economy led by the private sector. Tight monetary policy succeeded in stabilizing
prices, but impeded financial liberalization. One result of this was that financial
institutions failed to establish independent systems for allocating capital and monitoring
its use. Large conglomerates also invested competitively, but failed to effectively
prepare for the risk of insolvency.

This is because the government's long-standing practice of bailing out insolvent
companies has led to many instances of moral hazard This is all to say that in order
to effectively transition from a government-led economic system to one led by the
market, Korea needed a corporate governance structure and financial system that were
suited to such an economic order. But these did not yet exist. This was the most
important driver of the Asian Financial Crisis.

This has been the Week 11 lecture in the History of Korean Economic Growth. We
explored political transition and social development in Korea in the latter part of the
20th century. The next lecture will be on the topic of the Korean economy in a state

of low growth. Thank you.
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