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Few observers in the early 1960s expected the Korean economy to grow and industrialize as rapidly as it did, for neither was the country well endowed with natural resources nor its science and technology highly advanced.  In the following two decades Korea transformed from one of the poorest countries in the world with a mostly agrarian and stagnant economy into a country of rapidly rising per capita income with a dynamic and industrializing economy.  This and similarly rapid growth in Hong Kong, Singapore and Taiwan are often referred to as “East Asian Miracle.”  

There are diverse opinions regarding what to make of the phenomenon and why it happened. Some take issue with using the word miracle on the grounds that the rapid growth can be accounted for by increases in inputs of productive resources and that little is left unexplained.
  This paper proposes to use the word, although the phenomenon may not be beyond human understanding, in the sense that the pace of growth was unprecedentedly rapid in world economic history.
  A more interesting issue is why and how it was possible. This is of practical interest for policy makers in many developing countries aspiring to achieve rapid growth and also of theoretical interest to economists.  But, there still is no consensus on why or how it happened, especially regarding the role of government.  Widely held among economists as well as among laypersons is the view that the miracle was made possible by the government replacing the market in resource allocation.  

This view seems to acquire additional credibility in the Korean context, partly because the beginning of the dramatic economic growth coincided with an equally dramatic political event.  President Park Chung-Hee took power through a military coup in 1961, promising “to save the people from under the poverty line.”  As much as he was dedicated to the goal of ‘rich nation, strong military’, he was merciless to his opponents.  For the goal of economic development he could sacrifice almost anything.  Individuals’ freedom and property rights were on a short leash and could always be restrained or snatched away.  The commercial banks were nationalized shortly after he took power.  There is little doubt that he regarded all financial and non-financial firms as the agents or pawns in the grand plan he had in mind for the economy.  The economy was only nominally a market economy. The government did not hesitate to intervene in the market. It was a government-controlled economy.
As well known, rapid growth and industrialization followed, in fact far exceeding the goals of the government’s plans.  This raises a question, if the government’s control of or heavy intervention in the market economy accelerates growth.  Many take the Korean experience to be the evidence for a strong ‘yes’ to the question.
  However, in Korea’s experience as in any other countries’, the association or coincidence of a policy with certain economic performance does not prove the causality between the two.  The relation has to be examined, which is what this paper does.  

This paper considers, first, how the rapid expansion of exports began in the early 1960s, second, the export promotion policy in the 1960s and, third, the Heavy and Chemical Industry drive in the 1970s, archetypal examples of government’s economic management.  Lastly, it considers the influence of the world market size on the pace of industrialization. Based on the considerations, this paper concludes that it is an unwarranted myth that the rapid growth miracle was made possible by the government’s intervention in the market or control of the economy.
  This is not to say that Korean government made no contribution to rapid economic growth.  Provision of stable macroeconomic environment, conservative management of fiscal policy, reform of tax administration, and so on, must have contributed to rapid growth in important ways.  Besides, there must have been institutional roles the government played, such as protection of freedom and private property, which were admittedly imperfect but were indispensable for the country’s phenomenal growth. This paper merely asserts that, whatever the government may have done right, it was not its control or micromanagement of the economy.  
How Rapid Export Expansion Began in the early 1960s
Korea’s exports began to expand rapidly, suddenly in the early 1960s, and the rapid expansion continued in the following decade, without which the country’s rapid growth and industrialization may not have been possible.  Early studies of the growth experience tend to attribute the export expansion to the change in development policy from import substitution in the 1950s to export promotion in the 1960s, while mentioning as the underlying factors the abundance of hard-working workers and favorable world economic environment.
 

There appear to be some grounds for the claim that the export expansion could happen because of the government policy of export promotion.  For there were a number of export promotion measures in place at the time. However, as Yoo (2008) shows, the rapid export expansion followed three devaluations between February 1960 and February 1961 that raised the official exchange rate from 50 won to 130 won to the dollar, nearly wiping out overvaluation of won.  The effect of export promotion measures, though numerous in number, were quantitatively rather small, accounting for one to two percent of the exporters’ earning per dollar.
  The decisive factor was the devaluations, but they do not appear to have been part of the government’s conscious policy decisions for export promotion.  Of the three devaluations the first one in February was the result of the tug-of-war regarding the official exchange rate that was going on between Korean and U.S. governments.
  The second devaluation in January 1961 took place on the occasion of resuming the aid and economic cooperation between Korea and the US, which had been disrupted by the Student Revolution in April 1960.  The last one in February 1961, which raised the exchange rate from 100 won to 130 won to the dollar under the new, Chang Myon government, was a conscious decision to correct currency overvaluation, part of the policy reform for unified exchange rates. But the development policy was still aiming at industrialization under import substitution.
The three devaluations were followed by explosive expansion of manufactures exports, enabling total exports to increase 40 to 60 percent in real terms per year in the rest of the 1960s, and the development policy changed from import substitution to export promotion. It was not, as popularly known, that the change in development policy from import substitution to export promotion brought about the beginning of export expansion.  The First Five-Year Economic Development Plan, which was adopted by the new, military government in 1961, was putting the policy priority on import substitution and was considering exports as a mere remedy for the foreign exchange shortage.  However, a complete turnaround in the policy can be observed in the revised version of the Five-Year Development Plan, revised in 1964 well after rapid export expansion had already begun, which now explicitly stated that promotion of export industry not just increase in exports was the policy goal.  In June the same year the government adopted the first ‘Comprehensive Export Promotion Program’, which intended to provide export promotion with a comprehensive and consistent policy framework. The well-known monthly “Expanded Meeting for Export Promotion” presided by President Park began in 1965. 
It was only natural that the government switched the policy from import substitution to export promotion, upon the rapid export expansion, which was led by manufactures exports.  For it was a tailor-made answer to a number of difficult problems the government faced, including severe shortage of foreign exchange, the need to keep the promise of saving the people from under poverty, the aspiration of industrialization and growth, and indeed the nation building.  It is not surprising at all that the government grabbed the opportunity and launched an all-out effort for export promotion.
This episode of export expansion in the early 1960s casts a doubt about the government ability to intervene in the market.  The fact that the policy switch from import substitution to export promotion was made when the rapid expansion of manufactures exports had already begun shows that the government did not identify the need for a new policy or policy change but recognized it only after the advantage of the policy change was demonstrated by events.  
Export Promotion in the 1960s
It should be admitted that it is no small feat for the government to recognize the need for a policy change, even after the need was revealed, and actually make the change.  The Korean government did just that with the export promotion in the second half of the 1960s, after the rapid export expansion began. This will be considered in this section. 

For the purpose a brief review seems necessary of the policy measures the government employed for export promotion in the second half of the 1960s.  In addition to such measures as reduced income taxes, exemption of tariffs on imported inputs for export production, and other minor ones that were in place, the government greatly expanded credit incentives by increasing the number of types and volume of preferential loans for exports.  Also new incentives were introduced such as wastage allowance schemes, reduced public utility and transportation rates, accelerated depreciation for tax purposes of the assets that were used in exports production, and so on.  In a word, the government mobilized all conceivable policy tools it could for the policy goals.  As for the exchange rate policy, as discussed in the previous section, the three devaluations in the early 1960s had substantially corrected the extreme overvaluation of the domestic currency.  Another major devaluation of about 100 percent took place in 1964. 
The important question for this paper is, was the export promotion policy the cause of export expansion? The fact that the three devaluations in 1960 and 1961 triggered the export expansion has not been discussed in the literature.  Rather, most attention has been paid to the numerous export promotion measures adopted in the 1960s as the possible cause of the export success. Even if we are solely concerned with the effects of these measures adopted in the 1960s, however, we need to consider the 1950s as well, for the measures were not adopted in a vacuum. In the 1950s the government pursued highly protectionist trade policies for import substitution industrialization and did not get rid of them when it launched export promotion.   So, in the 1960s the government was simultaneously pursuing two policies that worked at cross-purposes. From the producers’ point of view, export promotion made exportation more attractive and domestic sales less attractive, and protection made domestic sales more attractive and exportation less attractive.  Therefore, it would be simply wrong to explain away the rapid export expansion as the consequence of export promotion policy without considering the effect of protectionist policy. Thus a question arises: Which one of the two policies had stronger effects and what was the net effect?

This question was quantitatively investigated by an empirical study, whose authors came to the conclusion that the effects of the two policies on Korean producers nearly offset each other.  In other words, the incentives the producers faced in the late 1960s were virtually neutral between exports and domestic sales.
 The accuracy of the study may be debated, but there is no question that the two policies were working at cross purposes.  The export promotion might not have been necessary, had there been no protectionist polices.  Also, attention needs be paid to the unintended effect.  The export promotion and protection jointly had the effect of raising the prices of traded goods vis-à-vis non-traded goods and services.  This amounts in effect to a depreciation of the domestic currency, making the manufacturing sector more attractive vis-à-vis the service sector for productive resources.  Indeed, in the process of export expansion, much more investments were made in the manufacturing sector than in the other sectors, and workers were attracted from the rest of the economy.

What the government did with trade policy in the 1960s can be summarized as follow. The government in effect blocked the economy’s road to the world market by putting up an obstacle with its protectionist policy and cleared that road by removing the obstacle with its export promotion policy.  It is very hard to claim that this was what the policy makers intended.  Viewed in this light, the rapid export expansion in the 1960s hardly serves as supporting evidence for the claim that the government’s policy and wise economic management made the miracle happen.
The Heavy and Chemical Industry Drive

The HCI drive was the archetypal example of the government’s control of the economy, much more than a mere intervention in the market. It officially began with President Park’s declaration in January 1973 and ended with the announcement of the Comprehensive Stabilization Program in April 1979, six months before the assassination of the president.  It intended to promote the development of a number of selected heavy and chemical industries.
 The drive was masterminded by the HCI Promotion Council, which was specially set up in the Blue House for the purpose and headed by a Senior Secretary to the President. The government prepared a detailed program that had investment plans at the plant level, complete with timetables and locations. It handpicked entrepreneurs for key projects and coerced them to undertake the projects, although they were often reluctant because of large investment requirements and uncertain prospects. It was during this period that Chaebols, family-owned business conglomerates, emerged and acquired increasingly dominant positions in the economy in terms of sales, employment, assets, etc.  The HCI drive was little different from a war plan in spirit.  The private firms, financial or non-financial, were all agents of the government that pursued the sacred goal of nation building. 

The government employed all conceivable policy measures, as it did in the previous decade with its export promotion policy, this time to promote the development of selected heavy and chemical industries. Through nationalized commercial banks at the time and other financial institutions the government directed credits to selected industries at preferential interest rates. The government revised the Tax Exemption and Reduction Control Law to provide tax breaks for the policy-favored industries (Fig.1), and it protected the domestic markets by severely restricting competing imports from abroad.  This naturally led to much faster growth of heavy and chemical industries compared to the light manufacturing industries. Of course, the big question is: Did the economy’s performance improve because of the HCI drive?
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Source: Kwack, Taewon, Depreciation and Taxation of Income from Capital, Seoul: Korea Development Institute, 1985 (in Korean)  

Yoo (1990) investigates the question.
  Firstly, it attempts to find out whether the HCI policy affected at all the allocation of capital and labor between the policy-favored heavy and chemical industries (“HC industries,” hereafter) and the rest of the manufacturing sector (“light industries”). Secondly, it examines whether the resulting allocation was optimal in some sense.  In addition, Yoo (1997b) investigates the effect of HCI policy on the economy’s export competitiveness. This is not the place to go into a detailed description of the studies, it suffices to discuss the main findings and briefly sketch the main outline as necessary.

First, it was found that resource allocation within the manufacturing sector was indeed strongly influenced by the HCI policy.  Most tellingly, the capital-labor ratio in the HC industries rose at a rate nearly twice as fast as it did in the light industries for the duration of the HCI drive. This was the consequence of lowering the cost of capital for HC industries with easy access to credit at preferential interest rates that were often lower than inflation rates. However, this trend was reversed after the end of the HCI drive: in the years immediately following, the capital-labor ratio in the HC industries nearly stood still while it rose rapidly in the light industries. The end of the HCI drive meant that easy access to credits for the HC industries dried up and the credits became more readily accessible for the light industries.  The divergent behaviors of the capital-labor ratio in the two industry groups were the results of the rational reaction by firms and entrepreneurs to the different capital costs that the HCI policy created in their respective industries.  
Was the resulting allocation of capital between the two industry groups optimal? One way of finding out is to compare the productivity of capital in the two industry groups.  If it were the same in both, then the allocation was optimal in the sense that one could not increase the manufacturing output by reallocating capital from one group to the other. But it was found that capital productivity was higher in the light industries than in the HC industries by twenty to thirty percent in the mid-1970s. Even this big difference in productivity may have been an understatement, because the outputs of heavy and chemical industries were overvalued by the trade policy that strengthened their protection. Therefore, it was clear that too much investment was made in the HC industries and too little in the light industries, and this misallocation of resources must have entailed losses in manufacturing output, at least in the second half of the 1970s, when the effects of the policy were being felt.

It was precisely during this period that the economy’s performance deteriorated and eventually registered a negative growth in 1980, as exports and investment faltered. The growth rate of exports in real term precipitously dropped from 36 percent in 1976 to 19 percent and 14 percent in the next two years, and real exports shrank absolutely in 1979.  Similarly, investment growth rapidly slowed down for these years, and investment itself shrank in real terms by more than 10 percent in 1980.  This decline in investment was not surprising, as it was highly correlated with exports.  These developments in exports and investment led to the economy’s downturn. Given this fact and the finding that HCI drive led to resource misallocation at that time, an intriguing question arises: Did the HCI policy have anything to do with the decline in real GDP?   
The HCI drive caused the decline by weakening the competitiveness of Korean exports. Before proceeding to show this, it would be useful to consider the usual explanation of the economy’s negative growth in 1980, which many people seem to find plausible.  The explanation blames the second oil shock and the world recession in the late 1970s and thereafter.  Because export expansion was the primary impetus for the economy’s rapid growth, it is a theoretical possibility that a world recession dealt a major blow to the Korean economy.  However, the world recession at the time was not the main cause of Korea’s poor export performance.  For the total world exports increased slightly during the recession, while Korea’s market share in the world exports substantially declined.  Thus, there is little doubt that the cause of Korea’s poor export performance was a decline in its export competitiveness.  Why did it decline?  Did too much allocation of resources to heavy and chemical industries hurt the competitiveness?  This is possible, because it must have meant not enough resources left for the light industries that were accounting for most of the Korea’s exports at that time. This is an important question to this paper.  However, it is not easy to give a definite answer, for the question is essentially counterfactual in nature. Put differently, the question is, what would have happened to Korea’s export competitiveness, had there been no HCI drive.  

For this purpose, Yoo (1997b) compared Korea’s market share with Taiwan’s in OECD imports of manufactures. The market share is a good indicator of export competitiveness, since most of Korea’s exports were destined for OECD member countries, and manufactures accounted for nearly all of Korea’s exports.  Taiwan was chosen for comparison, as its economy is similar in many respects to Korea’s.  It was also poor in natural resources, it was at a comparable stage of development, manufactured goods accounted for most of its exports, and the composition of export goods was most similar to Korea’s among the developing countries in the middle of 1970s.  But Taiwan did not have anything like Korea’s HCI drive. While it also had its own industrial targeting policy, its policy was not much discriminatory against the non-targeted industries, while Korea’s HCI drive was highly discriminatory.  According to a reliable observer, industrial targeting was often meaningless in the case of Taiwan’s policy.
  Therefore, by observing the market share of Taiwan, one can guess what Korea’s market share would have been, had the government pursued not the HCI policy but a much milder version of industrial policy like Taiwan’s.  

As shown in Figure 2, Korea’s and Taiwan’s market shares were little different in the middle of the 1970s.  Thereafter Korea’s market share fell from 1.38 percent in 1978 to 1.29 percent in 1979 and 1.16 percent in 1980 before it bounced back in the following years, while Taiwan’s did not undergo such a decline.  What were the export goods that led the fall?  They were the products of light manufacturing industries, which did not receive the policy favors under the HCI drive.  This can be seen in Figure 3, which shows Taiwan’s and Korea’s market shares of the HC industry group and light industry group, with both industry groups identically defined in the two countries.  In the case of the HC industry group the relative position of the two countries’ market shares did not change much over the 1970s.
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Source: Yoo, Jungho, “Neoclassical versus Revisionist View of Korean Economic Growth,” Development Discussion Paper 558, Harvard Institute for International Development, 1997

In contrast, the market shares diverged in the case of light industry group.  Korea’s market share fell below Taiwan’s in exactly those years when Korea’s total exports lost ground.  No doubt, the competitiveness of Korea’s exports declined because its competitiveness in light industry products declined.  

Was the decline in light industry’s competitiveness caused by the HCI policy?  This seems to have been the story.  The HCI policy provided the favored industries with tax breaks, trade protection, and directed credits at preferential interest rates. Since no government can create something out of nothing, the costs of policy favors had to be borne by someone else within the system.  For light manufacturing industries, directed credits for the HC industries meant a shortage of credits, tax breaks meant tax rate hikes (see Fig. 1), and trade protection meant higher prices of inputs they had to purchase in the domestic markets.  These are sufficient enough reasons to expect the light industries’ competitiveness to be impaired.  If there were no HCI policy, the costs of the policy did not have to be borne by the light industries, and it seems reasonable to expect that they would have increased the market share as their counterparts in Taiwan did.

Influence of the World Market Size on the Pace of Industrialization

Then, what made Korea’s exceptionally rapid growth and industrialization possible? Many observers mention as one of the reasons high educational achievement of Koreans in the early 1960s, which was much higher than in other countries with comparable per capita income.  This certainly must have been an important reason.  In addition, another important reason why Korea and other East Asian countries could grow much faster than the European countries in the 1800s seems to lie in the world market.  As shown in Figure 4, the volume of total world exports was more than 100 times as large in the early 1960s, when these East Asian economies was beginning to industrialize, as it was in the early 1800s when European countries began their industrialization.
 This is not to reiterate the virtue of outward oriented policies but to call attention to the influence that the size of the world market has on the pace of an economy’s industrialization, the importance of which has not been much appreciated. If outward orientation of the policy itself were the main reason for the unprecedented rapid growth of the East Asian economies, it should hold that they were more open than the European countries were.  On the contrary, Korea was a very much closed economy in the 1960s and 1970s, much more so than European countries were in the 19th century.  It must be the case that Korea’s pace of growth and industrialization was very rapid despite its more closed nature of the economy.  What enabled the feat, it seems, was the size of the world market that was literally hundreds of times bigger in real term.  But this needs much more discussion than is appropriate for this paper.  It suffices to call attention to Figure 5, taken from Yoo (1997a), showing the relation between the beginning date of the industrialization and the length of time that different economies took to industrialize.  As the figure clearly shows, the later the beginning date of industrialization, the shorter the length.  The paper shows that the length of time required for industrialization is negatively correlated with the size of the world market.  

[image: image4]
Source: Maddison, Angus,   Monitoring the World Economy 1820~1992, Paris: OECD, 1995

[image: image5]
Source: Yoo, Jungho, "The Influence of the World Market Size on the Pace of Industrialization," The KDI Journal of Economic Policy, 1997 II (in Korean)

Conclusion 

This paper considered the beginning of the rapid expansion of manufactures exports in the early 1960s, the export promotion policy in the 1960s, and the Heavy and Chemical Industry drive in the 1970s. The rapid export expansion led the economy’s industrialization and growth, and the two policies considered here were the major policies on the real side of the economy at the time, the archetypal examples of government intervention in the economy. The purpose was to see if indeed the Korean economic miracle was made possible by the government intervention.

The expansion of exports in the 1960s was triggered by devaluations that nearly eliminated the won overvaluation. The devaluations took place when the government was pursuing import substitution for industrialization, not the policy of export promotion. The rapid expansion of manufactures exports led the government to adopt the export promotion policy.  Clearly, the government did not lead the events but was led by events.  The government did not identify the need for a new policy or policy change but recognized the need only after the advantage of the policy change was demonstrated by events.  If the government lacked the ability to identify the need for a new policy or policy change, the government cannot be given the full credit for the rapid growth. It must be admitted that the achievement was made, although the government did not initiate a new policy.
The export promotion policy was pursued in earnest since the middle of the 1960s. It is to some credit of the government that the need was recognized and the necessary policy change was made, although the government’s recognition of the need came after it was revealed by the event.  For the governments do not always make the policy change even after the need for it becomes apparent.  However, the fact that the Korean government simultaneously pursued protectionist trade policy and export promotion in the 1960s and 1970s, which had opposite effects on export and the net effect of which would have been the same as currency depreciation,  makes one wonder if the government was well aware of the implications of the policies it was pursuing.
The HCI drive in the 1970s was so successful in inducing investments in the heavy and chemical industries that the rest of the manufacturing sector suffered from shortage of investments. This weakened the competitiveness of Korean exports and reduced investments, leading to a negative growth in 1980. 
So far this paper reviewed the trade and industrial policies in the 1960s and 1970s, during which the economy transformed into a dynamic and industrializing one. For the claim to be credible that the rapid growth and industrialization was made possible by the government controlling the economy and in effect replacing the market, evidence should have been found in the effects of the major policies during this period.  But, little evidence was found to support the claim, and the evidence was to the contrary. The economy was certainly government-led, but its growth was not.  The widely held view that the government’s control of or heavy intervention in the market economy made the growth miracle possible in Korea seems to be a myth. 
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Fig.4: Value of World Exports
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Fig.3: Market Share in OECD Imports of Manufactures (%) 


          - by Industries





Taiwan





Korea





91





90





89





88





87





86





85





84





83





82





81





80





79





78





77





76





75





74





4





3





2





1





0





Fig.2: Market Share in OECD Imports in Manufactures (%)





%





HC Industries





Light Mfg Industries











1982











1980











1978











1976











1974











1972











1970





60





50





40





30





20





10





0








Fig. 1: Effective Corporate Tax Rate








� See, for example, Krugman (1994).





� According to J. Bhagwati (1999), “the real miracle that requires explanation is that of the phenomenal rise in private investment rates on a sustained basis to high levels, unparalleled as far as I know in any other region or historical period.” 





� Two well known examples of such view are: Amsden (1989) and Rodrik, Dani (1995)





� Even the World Bank (p.6, 1993) says that “Our judgment is that in a few economies, mainly in Northeast Asia, in some instances, government interventions resulted in higher and more equal growth than otherwise would have occurred.” 





� Early studies include Cole and Lyman (1971), Frank, Kim, and Westphal (1975), Hong and Krueger (1975), Kim and Westphal (1976), Hong (1979) and Krueger (1979) among others.





� See the estimate of the effect in Table 5-8, p.70, Frank, Kim, and Westphal (1975). 





� Korea and the U.S. had opposite interests regarding the exchange rate. For the rate determined how much dollars the Korean government received for given amounts of won advances to the United Nations Command, which were necessary and were going on for the UN forces to carry out its mission in the Korean peninsula. 





� Westphal and Kim (1982)





� The selected industries were iron and steel, non-ferrous metal, chemical, machinery, shipbuilding, electronics.





� See Yoo (1990).  A part of this appeared as Chapter 4 of Stern, Joseph, et al. (1995). Another version including some extension was published as Yoo (1991)





� Chen (1999) describes the nature of Taiwan’s industrial policy: “Although many policies were aimed at specific industries at the very beginning, many of them were soon extended to other industries that asked for the same privileges. … Therefore, many industrial policies became so general that the private sector could develop the industries they thought profitable without bothering too much about the industrial targets of the Government.” (p. 247)





� This paragraph is drawing upon Yoo (1997a)








� Maddison (1995)






