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7 A Reflection on the
East Asian Development
Model: Comparison of
the South Korean and
Taiwanese Experiences
Phillip Hookon Park

INTRODUCTION

Since the 1970s the economic development of East Asia has increasingly
attracted the attention of development economists and those interested in
development studies. East Asia’s newly industrialised cconomies (NIEs) -
Singapore, Hong Keng, Taiwan and South Korea — grew at unnual rate of
9 per cent during the 1971-80 period and 8.3 per cent from 1981-90,
while the world economy grew at the average rate of 2.9 per cent from
1981-90. As well as geographical proximity, the East Asian NIEs share
some common characteristics in terms of cconomic development, such as
export-oriented industrialisation, state guidance and involvement in eco-
nomic development and high investment in human capital formation.
Because Singapore and Hong Kong are city states, their economic devel-
opment can hardly serve as a model for other developing countries. Many
developing countries, including those in Southeast Asia (the so called
ASEAN-4: Indonesia, Malaysia, Thailand and the Philippines), tried to
emulate Taiwan and South Korea, and experienced tremendous success
until 1996. The development success of the East and Southeast Asian
countries seemed (o confirm the validity of the East Asian madel.
However in the last quarter of 1997 financial crisis spread through Asia
and undermined the economic performance and sometimes the political
stability of some of the East and Southcast Asian countries. One of the
hardest hit was South Korea. As a result it cxperiencied negative growth
for the first time in 20 years; moreover in a just six months the unemploy-
ment rate doubled from 3 per cent to 7 per cent while per capita GNP
shrank by more than 40 per cent. Observing this crisis, some scholars and

141



142 Comparison of the South Korean and Taiwanese Experiences

significant figures such as the chairman of US Federal Reserve Board,
Alan Greenspan, commented that the East Asian model could no longer be
considered valid and declared the US-style free market system triumphant.
On the other hand the contagion did not spread to Taiwan, another adher-
ent of the East Asian model. Although Taiwanese economic growth fell from
8 per cent in 1997 to 5.6 per cent in 1998, its economy continues to show
robustness and flexibility in the eyes of most observers.

The aim of this chapter i3 to analyse and compare the economic develop-
ment of the East Asian model economies of South Korea and Taiwan from
the 1960s to 1997. Until 1997, both countries were heralded as exemplars
of the East Asian model. Today South Korea is in deep economic crisis,
but to date Taiwan has not only avoided the East Asian financial contagion,
but has also continued to grow at a respectable rate. This chapter will
auempt ta identify and explain this difference. Tn particular the following
questions will be addressed:

¢ How did the economic policies of and management in South Korea and
Taiwan differ?

¢ How can a star performer such as South Korea end up in a crisis of such
magnitude and severity as the one that occurred in 19977

* How has Taiwan escaped the financial contagion in East Asia and man-
aged to grow at 4 respectable rate?

» What role did reforms of the financial sector and greater capital market
integration play in bringing about the crisis in South Korea?

This chapter will also attempt to draw lessons from the recent economic
experience of South Korea and Taiwan to reevaluate the highly acclaimed
East Asian model. In this respect the questions of interest are as follows.
What are the main features of the East Asian model? Is the model itself in
crisis or is there an alternative explanation for the general crisis in East and
Southeast Asian countries? What economic policies are consistent with
and complementary to the model? In particular, what lesson can be drawn
from these countries’ experiences with reforms (for example financial
reforms), especially in the highly globalised trade and investment regimes?

THE EAST ASIAN DEVELOPMENT MODEL

When we consider South Korea's and Taiwan’s development experiences,
three important characteristics of the East Asian development model
stand out.

First of all the state plays an important and sometimes decisive role
in each country’s economic development. In Johnson's words. they are
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developmental states characterised by three features of the developmental
state (Johnson, 1987). Fisst, economic development is the foremost prior-
ity of state action. The state emphasises economic development as the
principal goal and does not hesitate to intervene in an otherwise market-
dominated economy in pursuit of this goal. Second, since the developmen-
tal state is a capitalist state it is firmly committed to private property and
the market. The market, however, is closely governed by state managers
who formulate strategic industrial policy to promoie development. Third,
within the state bureaucracy pilot agencies (such as the Ministry of
International Trade and Indusuy, MITI, in Japan) play a key vole in strate-
gic policy formulation and implementation. Such agencies are given suffi-
cient scope to take initiatives and operate effectively, and are staffed by
the best available managerial talent in the state bureaucracy (Se and Chu,
1995). Fourth, as a recemt World Bank study indicates, these countries
have sound ‘policy fundamentals’, which allow rapid capital accumula-
tion, aggressive investment in human capital and improvement in factor
productivity. All of these contribute to rapid growth within a framework of
sound macrocconomic management ( World Bank, 1993). Fifth, East Asian
governments are relatively autonomous and strong vis-g-vis local interest
groups. The state allows a high degree of bureaucratic autonomy in the
implementation of development policies (Onis, 1991).

These are the salient features of the ‘East Asian model’ and form the
core of the experiences of South Korca and Taiwan. However these com-
mon features do not mean that the two countries have implemented identi-
cal policies. For instance economic policy in South Korea has emphasised
growth while macroeconomic stability is given higher priority in Taiwan,
Big business conglomerates. known as chaebol, dominate the South Korean
economy whereas small- and medium-sized firms play a central role in the
Tuiwanese economy. These differences are important in explaining the dif-
ferent outcomes in the late 1990s.

SOUTH KOREA'S DEVELOPMENT STRATEGY

South Korea's first concrete economic development strategy was launched
when Park Chung Hee assumed political power following the coup d etdt
in 1961 and inavgurated the first five year plan in 1962. Before Park the
South Korean government was led by the first presideat. Rhee Syungman,
who lacked a clear vision of economic development, largely because he
was preoccupied with taking over North Korea by force. During the period
directly after the Korean War, the South Korean economy was heavily
dependent on US aid. For instance during Rhee’s presidency (1933-60)
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South Korea received $2.3 billion in aid (approximately two thirds of
South Korea’s total imports), with 85 per cent coming from the USA. In the
late 1950s US. economic aid to South Korea accounted for over 10 per cent
of South Korea’s GNP (Lie, 1998). The Rhee government was charac-
terised by corruption and an inability to implement any viable economic
policy. In April 1960 Rhee was ousted by a student-led popular uprising
and replaced by Chang Myun. Well aware of the causes of Rhee’s downfall,
Chang made economic development the number one priority of the new
government and vowed (o clean up corruption within the govermnment,
However, owing 1o the lack of both extemal support and interal unity,
Chang's economic development plan never materialised. Chang’s second
republic was short-lived - it only lasted about 10 months and was toppled
by a military coup, led by Park and a group of graduates from the Korean
Military Academy.

Park Chung Hee's Economic Development Strategy (1962-79)

Unlike his iwo predecessors, Park had a concrete economic development
objective. His principal goal was to establish a self-reliamt cconomy.
Surprisingly his first five year plan did not include export-oriented indus-
trialisation; it was essentially an cxtension of the Chang regime’s five-year
plan, which had emphasised impori-substitution industrialisation {Lie, 1998),
On the other hand Park was keenly aware of Japan's development success
and was determined to adopt the Japanese model. A look at Park's back-
ground makes clear his reason for wishing to adopt this model. After grad-
uating from teacher training school in Kyungsang province Park gained
admission to the Japanese imperial military academy in Manchuria.
He graduated top of his class and was sent to Tokyo for further training at
the Tokyo Military Academy. He was then sent back to Manchuria and
served in the Jupanese imperial army until Japan surrendered to the Allied
forces in 1945,

Manchuriz was a testing ground for a wartime economy under military
rule. The Japanese military ran the Manchurian economy according to
a model developed in Japan, with a touch of military regimentation.
The Japanese model was essentially in line with the model in which the
state directs and utilises enterprises to serve national economic develop-
ment by controlling finance. In the context of impertal Japan, the govern-
ment was direcily invelved in planning and directing economic plans and
distributing income. Park’s exposure to the Japanese state’s involvement in
postwar economic development, especially in heavy industry, came to have
a profound impact on Korea (Clifford, 1998).
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When Park assumed the political leadership of Scuth Korca in 1961 he
put into practice what he had leamned during the Manchurian years. First he
set up an Economic Planming Beard (EPB) with wide powers to draft over-
all economic planning, control the national budget and implement plans.
The role of the Ministry of Commerce and Industry (MCI, later the
Ministry of Trade and Industry, or MTI) was further strengthened, The MT1
was responsible for export promotion, import control, industrial devel-
opment plans, investment application and trade licensing {Lansberg-Hart,
1993), Likewise the role of the Ministry of Finance {MoF), which was
responsible for regulating and supervising all domestic and foreign finan-
cial institutions, was greatly strengthened.

Park's economic development strategy changed from impert substitution
1o export orientation as the internationat environment hecame favourable for
South Korcan exports. There were two important external developments
that induced the government to wrn to export oriented industrialisation
(EOI). First. South Korea normalised diplomatic relations with Japan in
1965, despite opposition from the South Korean public. Many South
Koreans., remembering the brutal years ol the Japanese colonial period and
fearing renewed dominance by Japan, protesied against the normalisation
of relations. Nevertheless Park was determined to proceed and ruthlessly
repressed the protesters. Diplomatic normalisation was significant 1o the
South Korean economy for a couple of reasons, First, it received a quick
infusion of capital (3800 million) from Japan,! which compensated for the
fall in economic aid from the USA, and gained access 1o Japanese technol-
ogy and capital. South Korean enterprises took over the production of
some Japanesc products and machinery used for lower valuc-added and
labour-intensive production as Japanese enterprises moved into higher
value-added and more capital-intensive production,

Second, South Korea's invotvement in Vietnam provided a spur 1o light
industry and exports. During the Vietnam War (1965-73), South Korca
earned over $2 billion from a combination of military and civilian activi-
ties in Vietnam and increased its exports to Vietnam. Utilising its links with
the USA during the war,” South Korea exported cement. fertilisers, petro-
leum products and consumer items such as textiles, shoes and plywood.
The reccipts from this represented approximately 19 per cent of South
Korea's total foreign exchange earnings over the period.

By following Japanese companies in the product cycle and seizing
busincss opportunities during the Vietnam War, South Korea changed
its development strategy from import substitution to an export drive,
More imponantly. after a period of dormancy the industrialisation process
ok off. As can be seen Table 7.1, the average annual GNP growth rate
during this period was 9.5 per cent and the average annual export growth



146  Comparison of the South Korean and Taiwanese Experiences

Table 7.1 GNP and Export growth rate, South Korea,
1962-80 (per cent)

GNP growth rate Export growth rate

1962 2.2 317
1963 9.1 61.1
1964 9.6 379
1965 58 458
1966 12,7 429
1967 6.6 34.0
1968 11.3 45.1
1969 138 354
1970 7.6 34.0
1971 8.8 28.5
1972 3.9 479
1973 14.1 059
1974 7.7 375
1975 6.9 10.8
1976 14.1 56.2
1977 127 286
1978 9.7 26.5
1979 6.5 157
1980 —-52 17.1

Source: Bank of Korea.

rute was 44.4 per cent. Manufactured exports rose from 8 per cent of final
demand in 1963 to 22 per cent in 1966 and 40.1 per cent in 1973,
Employment in the production of goods for export accordingly rose from
6.4 per cent of total manufacturing employment in 1963 to 16.5 per cent in
1966 and 34,5 per cent in 1973 (Song. 1990). Park used the EPB and other
state bureaucracies such as the MTI and MoF to shape and dictate the eco-
nomic development process. Consequently the size and influence of these
economic bureaucracies grew and strengthened.

State intervention was particularly pronounced in the financial sector.
The government owned and controlled all five commercial banks. includ-
ing the Bank of Korea (the central bank), all six special banks and two of
the country’s three major non-bank financial institutions. The state also
introduced the exceedingly stringent Foreign Capital Inducement Law in
1962 10 control foreign capital flows and access to foreign capital by the
private sector. According to this law, all foreign loans had to be guaranteed
by the government. Moreover the law forbade alk overseas transfers of
US$1 million or more that had not been approved by the government.
By controlling finance, the state could exercise complete dominance over
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the business sector. Businesses could trn to the kerb market for capital,
but this was not an attractive option as the inferest rate in that market was
cxorbitantly high.® The implication was obvious; enterprises’ business
activities were moulded and direcied by the state. Those firms that fol-
lowed the directions of the state were rewarded with much-needed capital
while those that were not willing to operate within the boundaries of the
state’s plan were abandoned to the kerb market (Lansberg-Hart 1993).

From 1965 eccenomic policy in South Korea was dominated by the
growth-first goal and the maxim was dynamic rather than static efficiency;
this goal inspired “supply side’ intervention by means of planning, export
promotion measures, credit allocation, control of access w0 foreign
exchange, and industrial policy. What was achieved was mainly due to the
greater role of state bureaucracies such as the EPB and MoF and the nation-
alisation of the banking system. Secuth Korea's growth-first approach
scemed to be working as the economy grew at an average rate of 9 per
cent during the 1965-72 period. However the strategy also had a number
of grave consequences.

First, in order 1o induce {irms to concentrate on growth, the state had to
adopt a low interest rate policy. However the holding of interest rates below
their equilibrium level created excess demand for investable funds and the
banks were forced to ration credit. In general, credit rationing favoured
large firms — the established customers. The problem was exacerbated by
the granting of concessionary loans by the state to favoured companies
that complied with state policies and plans. Nonetheless these firms were
not necessarily the ones that earned the highest rate of return on their
investments. Hence credit rationing by government policy crowded out
some higher-return investments — this would have been avoided if the
interest rates had been allowed w perform their allocative function in the
credit market. Morcover, credit rationing alse provided the breeding
ground for crony capitalism.

Second, the low interest policy generated excess demand for capital,
resulting in high inflation. There were (wo negative consequences of this.
First, inflation reduced the real value of debt for both debtor and creditor,
which in effect redistributed real wealth from creditors to debtors. In South
Korea. this kind of wealth redistribution always favoured big business
enterprises over small and medium-sized enterprises as the former were
the recipients of most concessionary and special loans.

Third, domestic savings were discouraged in this high-inflation environ-
ment as people had less incentive to keep their money in the bank. As a
result the government had to rely on foreign borrowing to finance its indus-
trialisation drive. This problem worsened as the state pursued its growth-first
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Table 7.2 Inflation and Saving Rates,
South Korea, 1961-72

Inflation Rate in CPI Household Savings

1961 6.1 —0.97
1963 20.0 3.45
15064 298 0.18
1965 14.7 4.15
1966 1.2 1.38
1967 LR 3.06
1968 10.4 7.45
1969 12.4 3.51
1970 16,2 37
1971 13.5 5.70
1972 1.5 B.98

Source: Bank ol Korea.

strategy (Table 7.2). Fourth, its heavy reliance on foreign borrowing made
South Korea vulnerable to external shocks, and as it was pursuing an
export-oriented strategy its vulnerability to external shocks was doubled. It
needed 1o eamn enough foreign currency through trade to service its debts.
If the cxternal environment had become unfavourable (for instance if the
environment in the foreign markets had become sour or if interest rates
had risen suddenly due to a supply shock, such as an oil crisis). South
Korea's industrialisation drive would have been jeopardised or halied.

South Korea’s industrialisation drive entered its second stage in 1972
The third five-year plan (1972-76) was a watershed in the country’s eco-
nomtic development. Park’s first regime was taced with internal and external
problems® and Park’s response was to strengthen his authoritarian rule by
promulgating the new Yushin Constitution® in 1972 and launching the
Heavy Chemical Industrialisation (HCI) Plan. The HCI Plan, known as the
‘Big Push’, hardly came as a surprise as Park’s aim from the beginning
had been to develop a self-reliant economy. The HCI Plan called for the
construction of heavy and capital-intensive industries such as iron and steel,
shipbuilding, machinery, electronics and petrochemicals. Park hoped to
reduce imports and produce higher-value-added exports o solve the coun-
try's bulance of payments problems and achieve self-sufficiency. The plan
was also motivated by the need to build up a defence industry as Park
increasingly doubted the USA’s commitment to defend South Korea.

The HCI Plan represented a strengthening of the state’s intervention in the
economy. A special Heavy and Chemical Industry Comrniltee was created
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and took priority over the rest of the governmental institutions, bypassing
the EPB and giving orders directly to the MoF and MCI (Clifford, 1998).
The government once again gave concessionary loans and business
licences to companies that were supportive of its plan. Businesses were
induced 1o invest in heavy industry, which required about US$10 billion in
investments, and big companies became even bigger. The HCI Plan laid
the foundation for the emergence of gigantic conglomerates known as
chaebol. The combined net sales of the top 10 chaebol rose from 15,1
per cent of GNP in 1974 to 30.1 per cent in 1978 and 55.7 per cent in 1981
{Song, 1990).

The state’s growth-first strategy did not change; rather it was strength-
ened and given greater emphasis. For instance when the first oil shock
hit the world economy and raised oil prices four fold, the general response
in other countries was to slam the brakes on monetary policy in order to
control inflation. South Korea, interested in growth only, did nothing
about 1. Domestic prices shol up 40 per cent in 1974 as M1 increased
by 30 per cent. Consequently real GNP rose from an annual average of
9 per cent in the early 1970s 10 an average 10.8 per cent from 1975 to
1979 {Amsden, 1989),

In order to finance the ambitious HCI Plan the government borrowed
heavily from foreign countries. Foreign borrowing was not the only option
available ~ foreign direct investment (FDI) could have been utilised o
finance part of the plan, but the government preferred forcign borrowing
over foreign investment because it wanted to maintain domestic ownership
of these industries. Foreign investment was not to play a significant role in
financing economic development in South Korea until the 1990s, For
instance forcign loans during the third five year plan (1973-76) amounted
to US$5432.8 million whereas total foreign direct investment was a mere
$556 mitlion. only about 10 per cent of total forcign loans during the
period. As South Korea insisted on foreign borrowing its foreign debl
rapidly increased. In 1962 the total foreign debt was $157 million but it
increased to $392 million in 1966 (at the end of the first five year plan),
$2922 million in 1971 (at the end of the second five year plan). $10533
million in 1976 (at the end of the third five year plan) and $20500 million
in 1979, the year in which Park was assassinated. Moreover, as the state
encouraged businesses to borrow and expand, the debt—equity ratio (the
sum of fixed and current liabilities expressed as a percentage of
the firm’s net worth} increased dramatically. By the end of 1979 the
debt—equity ratio in manufacturing in South Korea had reached 488 per cent,
compared with 167 per cent in Taiwan and 110 per cent in the USA
(Scitovsky, 1986).
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In sum the South Korean growth-first strategy during Park’s tenure
(196279} involved borrowing from abroad, using the proceeds to pay for
oil and invest in new industrial plants, and using the plants to increase
exports and foreign-exchange earnings. While South Korea did achieve us
economic objective — the average annual GNP growth rate over the
[ 8-year period was 9 per cent — domestic expansion created an iflationary
pressure that negatively affected domestic savings. Thus the government
had to borrow even more heavily from abroad to oftset the shonage in
domestic funds. The practice of foreign borrowing was intensified by the
government’s decision to limit direct foreign investment. With $20.1
hillion in outstanding debt by the end of 1979, South Koreu ranked among
the largest foreign borrowers in the world, trailing enly Argentina, Brazil
apd Mexico. The government's utilisation of ¢redit allocation, the govern-
ment-controlled financial system, and the bolstering of prioritised and
privileged industries did serve to achieve the goal of rapid growth, but it
also helped to create giant conglomerates, which by the end of the 1970s
had become too big to fail. Aguinst this backdrop. South Korca entered a
new political cra.

Economic Policy During the Chun and Roh Regimes (1981-91)

Chun Doo Hwan scized political power in 1980 by means of a military
coup and a bloody crack-down on a people’s uprising in Kwangju. Unlike
Park, Chun had ncither a clear vision nor a concrete plan for gconomic
development when he took power. However it was clear to him that if he
squandered Park's legacy of economic growth he would not survive.
Hence, he listened to the technocrats, who wished to restructure the high-
growth, high-inflation economy into a more rational and stable one. The
technocrats in the early Chun regime had two important goals: price stabil-
ity by cutting the government deficit, limiting monetary growth and slowing
wage hikes; and market liberalisation by selectively introducing mcasures to
privatise and deregulate the national commercial banks and anti-chaebol
measures to limit and check the chaebol's economic power.

The technocrats” first objective — price stability — was mainmained
throughout this period. Except in 1981, the inflation rate was kept under
10 per cent from 1981-91 (Table 7.3). Their second objective — market
liberalisation — was only partially accomplished. In 1981 the government
introduced a programme that included the privatisation and deregulation
of the five national commercial banks, the ten provincial banks and all
non-bank financial institutions. By the end of 1983 all five national bauks
and all financial institutions had been privatised. However privatisation
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Table 1.3 GNP growth and inflation,
South Korea, 1981-91 (per cent)

Real GNP Growth Rate of Inflarion, CPI

1981 6.62 11.3
1982 5.6 7.3
1983 11.9 34
1984 8.4 23
1985 7.0 2.5
1986 125 2.8
1987 12.8 3.0
1988 124 7.1
1989 6.8 5.7
1990 9.0 9.5
1991 R4 9.7

Saurce: Bank ot Korea.

and deregulation did not mean that the government had relinquished all
power to the privale sector; the state continued to influence the financial
sector by reserving the right to appoint the management of the banks, set
interest rates and loan allocation guidelines, and mandate policy loans, De
facro the banking sector remained a government organ. Because the state
saw control of the financiat system as the most effective tool with which o
discipline businesses, it constantly intervened in that sector. However this
created problems. For instance when the economy slowed down in 1985
(the growth rate dropped from 11.9 per cent in 1983 to 8.4 per cent in
1984 and 7.0 per cent in 1985), the state-controlled Bank of Korea cut its
interest rate from 6 per cent to 3 per cent and pumped 300 bilkion won in
emergency low-interest loans to the banks in order to relieve the burden of
their non-performing loans { Bac, 1995).

There were other notable changes., The majority of non-bank financial
institutions came under the control of the chaebol. Although the govern-
ment took a number ef preventive steps, such as putting an 8 per cent ceiling
on the ownership of shares of commercial banks and a 15 per cent ceiling on
the ownership of provincial banks (ibid.), the chaebol found ways of gain-
ing control over the newly privatised banks. By the end of 1989 the chaebol
owned 25-35 per cent of the shares of the commercial banks and controlled
about 63 per cent of the funds of security companies. The technocrats’ hope
of limiting the power of the chaebol failed miserably. Instead the privatisa-
tion and deregulation measures served to increasc the chaebol’s power to
the point where they could challenge the influence of the government in
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the financial secter. The erosion of state power occurred not only because
of the chaebol's challenge, but also because the South Korean state cvolved
in such a way that it came to resemble a racketeering state rather than a
developmental one.

Econemic development had not been on Chun’s agenda when he took
power and he quickly became tired of disciplining businesses — he became
more interested in enriching himself, his family and his supporters by taking
advantage ol statc—chaebol relations. During Chun’s seven-year tenure as
president he and his associates forced businesses to pay political contribu-
tions or quasi-taxes. The latter were estimated to runge from .48 per cent
to (.85 per cent of the total annual sales of South Korean companies.
In 1989 the average corporation spent 1.4 billion won (about $2 million)
on quasi-taxes, This amount did not include unreported denations to Chun
and his associates, which a conservative estimate placed at $4 -5 hillion over
the cight years of his tenure (Clifford, 1998). Roh Ta¢ Woo, who succeeded
Chun, embezzled about the same amount of money while he was president.

Between 1986 and 1989, for the first time since long-term economic
planning began in 1962 South Korea generated a large trade and current
account surplus.® The cconomy grew at a phenomenal rate: 12.9 per cent
in 1986, 12.8 per cent in 1987 and 12.4 per cent in [988. This unparalleted
economic boom was largely due to external factors. As the USA's and
Western European countries” trade imbalance with Japan continued to
deteriorate, five major industrial nations agreed artificially 1o reduce the
strength of the US dollar in the September 1985 Plaza Accord (ibid.). At
the same time interest rates and commodity prices, especially that of oil,
were lowered. Since the won was looscly pegged e the dollar, South
Korean exports became cheaper than competing Japancse exports in con-
swmer electronics, steel, ships and cars. Moreover the cheaper oil prices and
lower interest rates helped to produce a current account surptus and reduce
foreign debt.

As the economy conlinued to grow at a record rate. South Korean busi-
nesses decided 1o increase their investment in new plants and production
facilitics. Although the government continued to loosen monetary policy
alter 19835, businesses wanted even more capital to take advantage of the
economic boom, Concermned about inflation, the government would not
allow companies to borrow capital from abroad so they increasingly turned
to the stock market, which was also booming. Hence companies hecame
more independent of the government as they became less dependent on
banks for financing. Moreover South Korean companies. especially chaebol,
started to invest abroad as domestic labour costs rose and the currency
appreciated, This trend continued during Chun’s and Roh’s presidencies,
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when corrupt government had disastrous conscquences. The cozy relation-
ship between the state and businesses continued and state officials received
bribes or kick-backs from businesses. Concessionary or special loans were
given to those with special connections with the Blue House and the
Ministry of Finance. Furthermore, since the state usually bailed out big
companies in trouble, firms borrowed heavily and diversified their busi-
nesses recklessly. This practice resulted in dangerously high debt—equity
ratios (Table 7.4).

In summary, the 1echnocrats attemnpted to rationalise the economy by
controlling monetary policy and implementing a deregulation and liberali-
sation programme in the financial sector in the early years of Chun’s pres-
idency. On the one hand this brought down inflation, which had been a
chronic problem in South Korea, On the other hand the deregulation and
liberalisation programme failed to conirol or limit the power of the chaebol.
Or the contrary they became even more powerful ax they were now able to
influence the financial sector. Owing mainly to the ‘three extemal lows’
{low US dollar, low interest rates and low energy prices), the economy grew
at a rapid rate - GNP growth averaged 9.3 per cent during the 1981-91
period. Although the government maintained a strong grip on the banking
system its power eroded considerably as businesses started to rely on the
stock market for financing and found new ways of avoiding the adminis-
trative guidelines. The state began Lo lose its autonomy as its officials,
including two presidents, sought self-enrichment by accepting bribes from
firms. Moreover firms utilised their cozy relationship with the state 10
obtain special concessions from banks and they recklessly enlarged their
businesses with borrowed funds, All this put the South Korean economy
in an extremely precarious position as it became highly leveraged and
more vulnerable to an economic downturn {(as more of the cash flow
must be devoted to the interest payments) and disruptions in international
capital markets.

Table 7.4  The chaebols’ debt—cquity ratio

Year/Month Debt/Equity Ratio
Top Five Chaebol Top 30 Chaebod

1988./12 3148 % 239.9%
1992./3 4422 % 361.1%

Source: Office of Bank Supervision and Examination.
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Economic Crisis in 1997

Kim Young Sam's government attempted to shed the legacy of Park Chung
Hee's top-down, state-led, and authoritarian development strategy and
adopted the establishment of a free market system and deregulation as its
major economic policy objective. As soon as Kim Young Sam assumed the
presidency, he launched “The Five Year (1993-97) Plan of New Economy’.
The core of the new plan was to strengthen free market mechanisms by
relaxing or repealing regulation and promoting incentive and participation,
A series of economic reform measures was introduced and in May 1993,
in order 10 promote competition among the banks, the government launched
the ‘Financial Sector Self-Regulation Program’. In June of the same year,
the government also initated a ‘Foreign Currency and Capital Transaction
Liberalization” program. In early August, in an attempt to bolster his new
economic plan, Kim Young Sam announced an emergency decree outlaw-
ing the use of aliases in financial transactions. He also tried to clean up
corruption by disclosing senior officials’ assets: as a result, many govern-
ment officials including three ministers, five vice-ministers, and the mayor
of Seoul along with many others were forced to stepped down. Furthermore,
the government put a few chaebol executives on trial for corruption. But,
by the 1990s the chaebol had become too big and powerful to be checked
by the government. They continued to dominate the South Korean econ-
omy,” and the fundamental pattern of corruption remains decply ingrained
in the country's political and economic culture (Clifford, 1998). Morcover.
the government’s attempts to deregulate, internationalise, and liberalise the
economy in the conlext of a chuebol controlled economy only allowed
them to take advantage of the situation. For example, the 1994 10 1996
period saw a burst of liberalisation tied to South Korea’s bid for member-
ship of the QECD. The chaebol and other private sector companies took
this opportunity to binge on foreign borrowing. As a consequence, between
1994 and 1997 foreign debt tripled from $56.9 billion to $154.4 billion.
Almost all the foreign borrowing was done by the private sector and more
than half of the total debt was short term ( Table 7.5).

International lenders preferred short-term lending to long-term lending
because this gave them the option not to roll-over outstanding debts if they
became too risky, so South Korean firms borrowed short-term funds but
put them into long-term investments. This portfolio mismaich paved the
way for the recent currency crisis, when foreign lenders suddenly decided
not to roli-over their short-term liabilities as criscs loomed in Thailand
and Indonesia.

There were other factors that contributed to the South Korean financial
crisis, including the problem of excess capacity or overaccumulation in the

—_————— e  — e —
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Tabfe 7.5 Tomal external liabilities, South Korea, 1993-97 (billion US dollars)

1993 1994 1995 J9gs  1997° 1997

Total external debt 4390 560.9 784 1047 1618 1544
Medium and Long-term 247 26.5 331 43.7 729 86.0
Financial institutions 13.0 139 19.6 277 53.2 50.4
Povale enterprises 7.9 9.0 10.5 13.6 17.6 17.6
Public sector 38 36 3.0 2.4 2.0 18.0
Short 1erm 15.2 304 453 61.0 889 68.4
1% of 1otal) (437 (334 (577 (58.2) (349 443
Financial institutions 11.4 19.4 29.7 39.0 631 43.8
Private and non- 7.8 .0 15.6 22.0 25.8 24.6

financial sector

* Novernber.
Source: Bank of Korea.

East and Southeast Asia region. For example, between 1980 and 1991
Asia’s share of world trade rose from 9 per cent to 15 per cent while the
developed nations’ share slipped from 72 per cent 1o 63 per cent. By 1994
more than half of all investments in developing countries was going (o
East and Southeast Asian countries (McNally, 1998), Private capilal flows
into Indonesia, Malaysia, the Philippines, South Korea and Thailand nearly
guintupled between 1990 and §996, soaring from $20 billion to $95 billion
per year. The money pouring into these countries fuelled growth that was
increasingly based on a pyramid-type, Ponzi-style asset market. Valuc
went up becausec more money flowed in, attracting still greater capital
inflows. Since assets had been purchased with borrowed funds, which had
to be refinanced to support highly leveraged positions, some of the assets
had to be liquidated te cover debis. As stock and property holdings were
sold, panic spread. Currency flight followed as investors pulled out of these
markets. In 1997 these countries experienced a net outflow of private
capital of $20 billion. China's export drive, which was mainly based on
cheaper labour costs, was another important factor in driving down the
currency and equity markets. China's growing exports cut inte markets,
and regional productive capacity came to exceed the absorptlive capacity
of the global market.

In addition 1o these external factors, a main cause of the economic crisis
in South Korea was its political-economic structure. The growth-first strat-
egy. coupled with the government’s preference for foreign borrowing over
foreign direct investment, led to the further growth of the giant chaebol.
As the chaebol’s power increased and the government turned its eye (o
racketeering rather than development, the state’s power eroded and the
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chaebol became too big to fail. Against this backdrop, the government
continued to implement financial deregulation and liberalisation policies.
The domestic financial deregulation process, begun in the early 1980s,
neared completion in the 1990s and the country’s borders were opened to
short-term financial capital flows, thereby undermining the state’s ability
to control speculation against the won, In this deregulation process the
chaebol began to dominate the financial sector and borrowed heavily
when the government lowered the mandatory ratios on medium and long-
term borrowing in 1996. When the Asian crisis erupted, there was a flight
of investor capital from Asian markets and the South Korean economy
was pushed to the verge of collapse as foreign banks refused to roll-over
loans. Hence the crisis not stemmed only from outside factors such as
overcapacity in the region or speculative attacks by hedge funds, but also
from inherent problems in the South Korean economic structure. Now let
us examine how Taiwan escaped the crisis.

TAIWAN'S ECONOMIC DEVELOPMENT STRATEGY

Alter the communist victory in mainland China in 1949, General Chiang
Kai-shek moved his Kuomingtang (KMT) regime to Taipei. At first Chiang
and his fellow mainlanders were not interested in the cconomic devel-
opment of Taiwan because their primary objective was to take over the
mainland. As the hope of this dirnmed and US aid diminished in the 1960s,?
Chiang turned his atlention to economic development.

Taiwan’s economic development strategy was quite similar to that of
South Korea. In both countries, development was guided by state-led
industrial policy, utilising credit allocation, regulated and differential inter-
est rates, prioritised industries and technologies, coordination of investment
plans, regulation of the labour market, high state spending on education and
infrastructure, managed trade, controls over the movement of money capi-
tal into and out of the country, and regulation of inward and cutward FDI
(Crotty et af., 1997). However there were subtle but crucial differences
between the two strategies.

First of all, defeat in the mainland heavily influenced Chiang’s economic
policies in Taiwan. Unlike Park, who was more concerned with growth,
Chiang’s main concern was to control inflation and maintain stability, for
he and the KMT leadership believed that runaway inflation had contributed
to their foss of public support and eventual defeat at the hands of the com-
munists. Hence in Taiwan, the Central Bank of China exerted a strong and
ultraconservative influence on the economic bureaucracy (Field, 1995).
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In order lo maintain low inflation, the government was legislatively
prevented from borrowing from the central bank. To maintain monetary
stability, the government nationalised the banking system in Taiwan and
took very tight control of the entire financial sector.

The government's strong grip on the financial sector continued during
the 1960s and 1970s. It was not until the mid 1970s that the govemment
allowed the growth of a formal money market in short-term debt, and until
1991 private commercial banks were not allowed to operate in Taiwan,
apart from a few small foreign banks and some non-bank financial institu-
tions such as life insurance or trust and investment companies (Wang,
1998). Non-bank financial institutions such as insurance companies, trust
funds and bill finance companies did not play an imporiant role in the
financial sector as they accounted for only 7 per cent of total financial
claims outstanding by the late 1970s. Up to 1964 the total assets of gov-
emment-owned banks were 71.3 per cent of the aggregate of all financial
institutions in Taiwan. Even up to 1990 the government owned more than
50 per cent of 12 of the 16 domestic commercial banks (Liuy, 1992),

The KMT govemment's institutionalisation of a credit-based, bank-led
financial system blocked the development of security-type of financial
instruments such as bonds and stocks. Furthermore, unlike (heir counter-
parts in South Korea, major banks in Taiwan were not strongly motivated to
form security networks or engage in more intensive relational transactions
with private firms, for three reasons: a significant proportion of most banks’
loans were allocated to the government; most bank loans to the private sec-
tor were secured by collateral; and banks generally did not take equity posi-
tions in private enterprises. As a result of this tight regulation and control of
the financial sector, traditional household networks became the major source
of capital accumulation and security sharing. This reliance on traditional
household networks for finance limited the size of Taiwanese companies to
small and medium-sized firms. Because Taiwanese entrepreneurs pooled
capital among themselves, family members, close relatives or intimate
friends — as opposed to heavy subsidies and long-term security sharing from
concentrated financial resources directly or indirectly supplied by the state,
as in South Korea — the Taiwanese firms could not expand as much as those
in South Korea. Moreover this reliance on traditional household networks
for finance also limited the debt—equity ratic of private firms in Taiwan,

Another important distinction between the South Korean and Taiwanese
economies was the longevity of the state’s autonomy in Taiwan relative to
that in South Korea. Whereas South Korean presidents and government
officials received bribes and kick-backs from businesses, the KMT
government managed to maintain autonomy. The KMT implemented a
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drastic ‘party reform’ in 1950--52 to remove cormupt elements and tighten
party discipline. The party came to resemble a Leninist vanguard party:
a single, ‘democratic centralist’ elite party, exercising feadership through-
out the entire political system (Jacobs, 1978). This organisational struc-
ture, combined with the nationalists® extensive network of military and
security agencies bent on rooting out corruption, collusion and commu-
nism, ensured that the state organs remained free from societal influences.
However the most important factor in the state’s autonomy was its finan-
cial independence. After the Second World War, most of the large, capital-
intensive, technology-intensive industries were state-owned,” which pre-
vented the top party leaders and their bureaucratic minions from becoming
captives of potential private capitalist cliemts. In addition, most of the
political refugees arriving from the mainland were military personnel or
civil servants with no local property or family connections. The linguistic
and cultural differences were substantial between the mainlanders and the
natives of Taiwan. These difterences compounded the subethinic division
and gave the nationalist state a high degree of autonomy from Taiwanese
society (Field, 1995).

Although Taiwan was ruled by mainlanders and the KMT, they were the
numerical minority and faced a rapidly expanding private sector that was
dominated by ethnic Taiwanese. Hence the KMT leadership introduced a
division of labour that placed virtually all political power in the hands of
the minority mainlanders and left the private sector to the local Taiwanese,
Concerned that economic power might be translated into political power.
the KMT leadership also introduced policies that limited economic con-
centration and promoted the equitable distribution of income.

This concern with cquitable income distribution of was also influenced
by the teachings of Sun Yat-sen, Chiang’s predecessor. Sun. 4 revolution-
ary influenced by socialism, preached a docurine that advocated the regula-
tion of capital and the equalisation of land tenure, but without class struggle
and granting a significant role to free enterprise (Gold, 1986). Sun’s ideas
had a significant influence on the KMT leadership, especially when they
moved to Taiwan after their defeat by the communists.

These subtle but crucial differences gave rise to a very different industrial
and financial structure in Taiwan. The KMT government’s anti-inflationary
policy, in fact a high-interest-rate policy, boosted capital accomulation and
growth. Savings deposits accumulated very rapidly because of the substan-
tial interest paid on deposits. The raising of interest rates also rendered
investment a more efficient and more effective engine of growth,
In South Korea, concessionary and special loans to favoured companies,
credit rationing by banks and government policy crewded out investments
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that might have brought high returns if the interest rate had been the main
factor limiting the demand for credit. In Taiwan, since credit was rationed
mostly by interest rates rather than bank managers and government offi-
cials, it raised the average return on the total volume of investment, further
accelerating growth (Scitovsky, 1986).

Furthermore the Taiwanese government was much less vigorous than its
Korean counterpart in applying financial controls such as concessionary
credit allocation and the use of 1ariffs and quotas as instruments of selec-
tive protection. Although exporters (who received a subsidised rate) and
large enterprises (which could obtain bank loans) received favourable
credit rates relative to other private sector borrowers, Taiwanese policy-
makers’ fear of inflation, the private concentratien of capital and accusa-
tions of favouritism meant that they were much more reluctant than their
Korean counterparts to use preferential financial treatment — whether con-
cessionary loan rates or direct financial bailouts - to foster the success of
the few at the expense of the many {Field, 1995).

As a result of the policy of avoiding excessive consolidation of financial
resources and the conservative approach to banking operations, Taiwanese
firms had to rely on their own funds, small loans from a number of banks
or money borrowed from relatives, friends and so on. This reliance on tra-
ditional household networks for financial help explains two important fea-
tures of the Taiwanese industrial structure. First, the size of firms tended 10
be smaller since Taiwanese firms could not obtain large concessionary or
special loans, unlike their South Korean counterparts. Second, the debt-
equity ratio tended Lo be lower than in South Korea because banks were
not willing to lend large amounts to individual firms and they could only
pool so much of their money in traditional household networks.

Taiwan's financial and indusirial structure had a number of important
advantages. Since a major proportion of capilal needed for investment was
generated internally through domesuc savings, Taiwan did not have to
depend on foreign capital te finance domestic investment. In sharp contrast
to South Korea, between 1971 and 1994 Taiwan financed its entire gross
domestic capital formation out of domestic savings (Table 7.6). This of
course reduced its vulnerability to foreign debtors and thus stabilized the
economy. Also, under the constraints of the government’s financial and
industrial policies, Taiwanese firms had to conduct their financial and
industrial operations in a highly flexible, widely diversified manner
{Wang, 1998). The small-scale. flexible and informal household network
groups became highly advantageous instruments in the implementation of
so-called flexible specialisation, which eased the adaptation of the econ-
omy to changing circumstances.
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Table 7.6 Gross national savings and pross domestic
investment in Taiwan, 1951-94 (percentage of GDP)

Savings fnvestment
195160 938 16.3
1961-70 19.7 219
1971-80 39 30.5
1981-90 329 219
1991-94 274 232

Source; UNCTAD data base.

Tuble 7.7  Debl—equity ratio of manufacturing firms
in South Korea and Taiwan, 1972-85 (per cent)

South Korea Taiwan
1972 3134 -
1973 27217 —
1974 je0 91.5
1975 3395 993
1976 364.6 100.4
1977 367.2 97.4
1978 3668 928
1979 3774 85.3
1980 487.9 82.5
1981 451.5 78.6
1982 385.8 78.1
1983 360.3 84.8
1984 3427 110.1
1985 348.4 121.2

Source: Bank of Korea.

More importantly, unlike in South Korea, where the excessively large
conglomerates wielded a strong influence over government policy,
Taiwanese firms were not allowed to concentrate or consolidate their eco-
nomic power or political power. Due to the KMT government’s decision to
limit public lending to private firms, the debt-equity ratios of Taiwanese
firms were considerably lower than those of South Korean firms (Table 7.7).
As highly leveraged firms are extremely vulnerable to economic downtumns
or other external shocks, the low debt—equity ratio of Taiwanese firms indi-
cates economic robustness and stability. Finally, while South Korea
expressly blocked FDI, Taiwan welcomed it and FDI played an important
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role in Taiwan’s transformation into a newly industrialised economy. FDI
not only contributed to capitat formation but was also a crucial vehicle for
technology transfer to Taiwan {Chowdhury and Islam, 1997),

These differences explain why Taiwan was able to avoid the contagion
of the currency crisis of 1997 while South Korea was one of the main
casuahies. Nonetheless it is very important to point oot again that no coun-
try could be safe if it was subject 10 the massive international capital out-
flow that took place in Southeast and East Asia in 1997 In 1996, the year
before the crisis, there was a net flow of $93 billion to South Korea,
Malaysia, Indonesia, Thailand and the Philippines, while in 1997 the net
outflow was $12 billion — more than 10 per cent of the area’s precrisis
GDP. This would be equivalent 10 a change in net capital flows of $850
billion in the US economy, which would undoubtedly wreak havoc on
the US financial markets (Crotty and Dymski, 1998). However it is also
important to point out that all the countries hit by crisis had large foreign
debis, especially South Korea. Scuth Korea's outstanding foreign debt was
around $160 billion in 1997 and about 55 per cent of the cntire external
debt was short term.

The whim of international investors may have triggered the Asian crisis
in 1997, but as we have seen, South Korea was suffering from twe major
structural problems. Its cconomic stability increasingly weakened as its
dependence on foreign borrowing continued, External pressure from pow-
erful international agents such as the G7, the OECD, the IMF, the IBRD and
transnational bunks and corporations to deregulate the domestic financial
markets and capital flows and reduce barriers to imports and FDI, together
with the South Korean government's hasty decision to join the OECD,
have loosened almost all controls on the financial institutions and elimi-
nated the state’s ability to control speculation against the won.

The South Korean government also lost its autenomy and failed to con-
wrol the chaebol which became too big to fail and were able to exent con-
siderable influence on the govermment’s economic policies. The government,
rather than directing and guiding businesses towards its developmental
goals. began to resemble an agent of big business. For example in the
19905 the chaebol. in their thrust to invest in new capacity and new technol-
ogy at home and abroad, allied themselves with external forces to pressure
the government to hasten the pace of domestic financial market deregula-
tion. In response. the Kim Young Sam government, consented to the estab-
lishment of 24 new merchant banks by 1996. The chaebol took significant
ownership positions in many of these new banks and borrowed extensively
from them. Furthermore, as the chaebol and the new merchant banks were
also attempting o gain {uller access to foreign credit markets in order to
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take advantage of the lower global interest rates, which were about 50 per
cent of South Korea’s semiregulated rates, they pressured the government
to liberalise — prematurely and excessively — shont-term inward capital
flows, bank loans and portfolio capital {Crotty and Dymski, 1998; Amsden
and Eun, 1997). All this increased the fragility of the South Korean finan-
cial market and significantly reduced the government’s ability to control
and regulate international hedge funds, known as “hot money’.

In contrast the Taiwanese government never lost its autonomy although
significant liberalisation measures were introduced in the financial and
industriai sectors, such as the privatisation of state-owned banks, easing
restrictions on foreign banks and freeing interest rates. The government
also lowered average real tariffs from 7.8 per cent 1o 5 per cent during
1986-91, freed the exchange rate and sought to shift output from exports
and into domestic consumption (Kuo, 1990; Auty, 1997).

These deregulation and liberalisation measures did not signficantly
change state-business relations because the government's penchant for
controlling and regulating private capital remained intact. Banks in Taiwan
are still very conservative in alfocating loans to private enterprises. which
they keep at arm’s length due to the strict penalties that are imposed on
bankers who fail to abide by rules such as limiting total loans (o a single
customer to 25 per cent of the bank’s net worth. In the light of such regu-
Jations, private firms prefer to obtain financing through the informal kerb
market (Wang, 1998). It is important to note that the state still occupies the
‘commanding heights' in Taiwan. In order to restrict the expansion of
business network groups, the government promulgated the "Fair Trade
Law' in 1992, which provides for the close monitoring of potential monop-
oly enterprises, including private firms with over US$40 million in annual
sales, single businesses with a 50 per cent market share, three companies
accounting for two thirds of a product’s sales, or five firms with three-
quarters of a particular market, However this law does not apply to state-
owned enterprises that are deemed crucial to key economic policy (Free
China Journal, 11 February, 1992).

THE EAST ASIAN DEVELOPMENT MODEL RECONSIDERED

South Korea and Taiwan were prime examples of the East Asian devel-
opment model. Both countrics can be characterised as a developmental
state in which the government played a strategic role in taming domestic
and international market forces and harnessing them to achicve national
ends. Both countries also promoted a bank-based financial system under

Philtip Hookon Park 163

close government control. Finally, both countries emphasised trade as the
primary means of economic development. These commonalties explain
the phenomenal economic success of both countries for three decades.
However there were also important differences between them that cxplain
why South Korea was affected by the currency crisis of 1997 while Taiwan
remained largely unscathed. The key differences lie in how the respective
governments utilised the financial institutions to achieve regime priorities.
In Seuth Korea economic growth took priority over everything else, so the
state deliberately nurtured hig business groups to facilitate this. The chaebol
received concessionary and special loans (with low or even negative inter-
est rales) and grew bigger, more concentrated and politically powerful. In
Tatwan, the KMT regime’s main objective when creating and commanding
the repressive formal financial system was to maintain price stability and
prevent the concentration of private capital. Taiwanese firms twred
mainly to traditional houwsehold networks and informal kerb markets for
financing. and as a result they tended to be smali, fragmented and flexible.
These differences in development strategy had far more important con-
sequences., in South Korea the prowth-first strategy, especially during
the big push period of the 1970s, inevitably resulted in high inflation.
Consequently domestic saving suffered as in a high-inflation environment
people have less incentive to keep their money in a bank. Therefore the
government was compelled 10 seek mvestment funds abroad. Moreover
the government consciously limited foreign direct investment in order to
rpainlain full control over domestic enterprises. This decision to rely on for-
cign borrowing while restricting foreign investment had very serious con-
sequences. Although forcign horrowing may provide a country with more
autenomy than would be the case if it allowed foreign equity ownership,
the South Korean cconomy became highly vulnerable to external shock.
Ironically. when South Korea was caught up in the 1997 currency crisis and
requested an IMF rescue package it virtually lost its economic sovereignty.
During the economic develepment process the chaebol became the
main beneficiaries of the government's growth-first strategy. By taking
advantage of their access to cheap and often risk-free financing, they were
able to increase their size. diversify their products and enhance their inter-
national competitiveness. On the other hand, they became too big to fail
and too powerful to control. When South Kerea started to deviate from its
status as a developmental state in the 1980s and 1990s, the chaebnol took
advantage of the situation and even pressured the government to accom-
modate their private interests.
In Taiwan. the leadership of the KMT government had [eamed a painful
lesson from their defeat on the mainland. Chiang Kai-shek and other main-
landers regarded inflation as one of the main causcs of their defeat and
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were determined to pursue an economic development strategy aimed at
growth with stability. The KMT regime implemented economic policies
designed to prevent inflation, financial instability and the overconcentra-
tion of private capital. Over the years, by keeping interest rates relatively
high the government managed to maintain price stability and encouraged
high private saving rates. This proved to be a sounder policy than the
growth-first strategy of South Korea. Taiwan was not exposed to the vul-
nerability inherent in excessive foreign debt because investmenis Wwere
financed by domestic savings rather than foreign borrowing. This is the main
reason why Taiwan avoided the contagion that swept through those East and
Southeast Asian countries whose investments heavily depended on short-
term foreign borrowing.

Unlike the South Korean state, which by and large became a captive of
the chaebol, Taiwan remained a developmental state because of its finan-
cial independence from interest groups. In order to accommodate the large
flow of mainlanders and consolidate its power, the KMT ook aver major
industries and economic institutions in the early stages of its rule and over
time developed a publicly owned industrial sector characterised by large-
scale, capital-intensive or high-tech production technologics and monopo-
listic operations. This financial autonomy enhanced the state's strength and
insulated the top government officials and other state bureaucrats from the
influence of private capitalist clients.

Since the end of 1997, most research on East Asian cconomic develop-
ment has focused on ‘what went wrong'. Most neoliberal or neoclassical
commentators assert that the roots of the Asian crisis lic in the incompati-
bility between the external global environment and most Asian countries’
internal economic structures and policies. They also stress that market fun-
damentals should drive outcomes, and that staic intervention can only
worsen outcomes. Contrary to this view, other analysts argue that South
Korea's continued reliance on foreign borrowing, especially short-
term borrowing, was one of the fundamental causes of its economic Crisls
in the late 1990s. However this only explains the surface of the cnisis.
South Korea's decision 10 give growth greater priority than stability at the
start of its economic development programme made the economy prone o
high inflation, which negatively affected the domestic savings rate. As
investment could not be financed through domestic savings. the government
relicd heavily on foreign borrowing to finance the industrialisation drive.
As a consequence the economy became highly vulnerable to external
shocks such as that which occurred in 1997.

Furthermore, contrary to the neoliberal view that 100 much government
interference in the private sector and too much cronyism caused the crisis,
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the .Squth Korean govemment’s weakening in relation to the chaebol
precipitated the crisis. As we have seen, the chaebol became too big an(i
powerful and eventually pressured the state prematurcly and excessively
to liberalise short-term inward capital flows in the mid 1990s. The precon-
ditions for the crisis were created by the failure of the government to

maintain its responsibility to monitor and control economic activity in the
national interest.

The di‘ff erent outcomes of South Korea's and Taiwan’s economic devel-
opment in the late 1990s has taught us crucial lessons. First, stability
should net be sacrificed to growth. When a developing country formulates
an‘ev::(?nomic development stralegy, stability should be one of the prime
f)bjectwes. Second, as Peter Evans argues, an economic bureaucracy that
is h.ighly capable and closely connected 1o — but still independent of — the
hus‘mcss community, is an essential institetional prerequisite for successful
policy formulation and implementation {Evans, 1998).

Notes

1. $200 million i public loans, $300 million in grants and $300 million in com-
mercial loans.

2. Over the eight years of the Vietnam War, South Korea sent over 300000 soi-
dicrs and became the largest US-allied force after the South Vietnamese

3. [t was as high as 54 per cent during the 1966-70 period. o

4 Park“had hecome very unpopular. Despite his cconomic success as a result of
the Tirst upd second five year plans and his extensive and well-funded politi-
cal prgar!lsaliun. he only snarrowly defeated Kim Dac Chung in the 1971
premdgnnal election because there was growing dissatisTaction with his harsh
authoritarian rule among students and the educated middle class. Forciim
debt surged out of hand in the late 1960s and South Korea was forced o e
to the International Monetary Fund for help in [971. in terms ol security
Park was unhalppy about the withdrawal of nearly a third of the US lorces on
the peminsula in the wake of the Nixon doctrine. Moreover the world econ-
omy began 1o slow in the carly 1970s and protcctionism began to rise. For
instance the !JSA pushed South Korea to sign a bilateral trade restraint agree-
ment on textiles, which were South Korea™s teading export item. In 1970 tex-
tiles accoumed for 33 per cent of total manulacturing output, 32 per cent of
manufacturing empioyment and 38 per cemt ol Lozt exports. Textile exports

to the USA alone accounted for 15 per cent of all South Kore: 3
s 1o pe Sou orean exports

5. The Yushin Constitution was esscntially designed to make Park a dictator for

life.

6. The trade surplus was $3.13 hillion in 1986, $6.26 biltion in 1987, $8.89 bil-

lion in 1988 and $.92 billion in 1989. The current account surpbus was $4.62
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billion in 1986, $9.85 hillion in 1987, $14.16 billion in 1988 and $3.06 bil-
lion in 1989,

7. The top chaebol groups increased the number of individual companies within
their fold by 150 in 1996 and were involved in 114 company mergers in the
first nine menths of 1997 (Yoon, 1997).

8. Total US military assistance to Taiwan over the period 1951-65 amountcd Lo
ahout US$2.5 billion. US economic and military aid accounted for aboul 4
per cent of Taiwan’s GNP during this period.

9.  The party-state has directed manufacturing activities in the following areas:
electric power, heavy construction, petrol, petrochemicals, fertilisers, brew-
erics, sugar, tobacco, aluminum, shipbuilding. stec, bus transportation and
airlines (Wang, 1998).
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8 Dual Sources of the South
Korean Economic Crisis:
Institutional and
Organisational Failures
and the Structural
Transformation of
the Economy

Dongyoub Shin

THE POLITICO-ECONOMIC INSTITUTIONS AND
CORPORATE ORGANISATIONS OF SOUTH KOREA:
FROM CORE COMPETENCIES TO CORE RIGIDITIES

This chapter analyses the sources of the South Korean economic crisis and
the current economic reforms. Many business scholars and practitioners
have tried to figure out the causes of the economic crisis that swept through
most Asian countries in 1997. Among the scriously damaged Asian coun-
tries, the case of South Korea, which used to be the world's eleventh
largest trading country, has drawn special attention from students of Asian
economic systems. Until the Nnancial crisis in 1997 the South Korean
economy had enjoyed miraculous growth. In the early 1960s South Korea
was one of the world’s poorest nations, but by the mid 1990s it had become
a major competitor in many core industries, such as semiconductors, cars,
ship-building, steel and electronics. The South Korean economic system
was so highly praised that it was closely studied and ardently copied by
many developing countries, South Korea was even acclaimed as ‘the next
giant’ that would follow in the footsteps of Japan as a significant force in
the world economy (Amsden, 1989). As late as the mid 19905 few antici-
pated the sudden collapse of the economy. So what went wrong?

There are various possible causes of the South Korean economic crisis,
but this study focuses on structural problems at the institutional and
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