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I.
Introduction
   Industrial policies have been the contentious issue among economists for the long time. Although the debates revives on and off for hundreds of years since the lifetime of F. List(1827), it still remains unresolved. Pros and cons wrangle through restless debates, but no new theoretical dimension has been proposed to embrace opposite camps into the integrated theoretical framework.(Thurow 1973, Yoo 1995, Chang 2009)
   This research intends to propose institution as an dependent variable in the theoretical structure as new dimension by which to embrace both sides of debates.
   In this research, the long-run model is proposed to include institution as new endogenous element of variables to explain the progress of economic development. At the same time, the short-run view of economy is proposed to explain the validity of argument for the role of government in economic policy implementation. In the theoretical structure where institution becomes strategic variable, the governance of policy science by the government begins to impact on economic development.

   In the long-run model of institution, the role of government does not exist. The change of institution follows evolutionary process. The change of institution follows evolutionary process in the long run.(Ostrom 1990, Rhee 2007)
However, once institution becomes embedded in the analytical structure, it offers a niche on which to lay the room to introduce strategic factor of policy governance by strategic means of institutional change.
Of course, the ultimate source of energy should come from entrepreneurship or policy innovation in public sector, which should be supported by political motivation, which does not pertain to the topic of rational choice model.
Section II unveils an institutionalist model of economic development, the salient contribution of which is to identify institution as dependent variable which directly works out to contribute to the economic growth. In section III, a new mechanism of public choice is introduced, which offers room for the intervention of public policy which have real impacts on the investment decision.
Section IV introduces the summing-up of the master plan of the Heavy-Chemical Industrial Promotion Policy (HCIPP in short). In section V, the importance of innovative attributes and public or political entrepreneurship is underscored in the presentation of character classification and chronicle of the HCIPP implementation steps. 
In section VI, the HCIPP performances are assessed. In section VII, the case of financial market policies is introduced as an example which highlights the significance of relationship between economic development and policy intervention. Section VIII summarizes and concludes the paper.
II.
An Institutionalist Model of Economic Development

   It is embarrassing to acknowledge that the market, central concept of economics, is only loosely conceptualized in the sense that the role of institution is not well recognized or positioned in the analytical structure of orthodox economics. 
   Market should be defined by underpinning institutions. Especially, the conceptual configuration of a property right is defined and determined by related institutions which may lie stretched to the extended range. 
   What is idiosyncratic in this connection is that institutions are imperfect for the protection of property right. It is particularly true to the case of business models which introduce new categories of business enterprise hanging on multiple properties or innovative concepts of business which combine new categories of properties. It is frequently witnessed that plenty of legal disputes arise prompted from interest conflicts, which become complicated among stake holders.
   Industrial policy addresses the problem of businesses which deal with industrial activities in newly introduced categories of industry. 

The clarity of legal right becomes blurred at the interruption of opportunistic behavior; holdouts, moral hazard, etc. Sometimes, relational contracts, like the establishment of good neighborhood, are an effective instrument to the protection of property rights. 

An introduction of new legislation may change the legal environment, which impacts on the property rights relationship. Political climate affects the direction of legislation.
The imperfectness of institution offers room for the opportunities for the long run economic development and short run policy intervention of the government at the same time. The recursive process of evolutionary development of institutions establishes renewed institutional environment, which facilitates the introduction of new business model.

Such a cycle of interaction between business model and institutional development presents recursive institutional model of economic development.

In the short run, the imperfectness of institution presents chance to invite public intervention for institutional changes through the political process of legal legislation or allow the executive administration to implement public policies.
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[Figure: An Institutionalist Model of Economic Development] unveils that economic growth not merely gives rise to the accumulation of capital and technology, but also operates to attain institutional development. Through the repeated use of market institution, economic growth catalyzes the development of social institutions, which extends and deepens operational fields of market activities. Hence, the development of market institutions follows. 

For instance, in the early years of 1960s when export businesses were new, export businesses were not familiar works to the administrative public authority such as banks (credit rationing helped build powerful authority), customs offices or Ministry of Commerce and Industry (they had the authority to grant permission to import). Administrative treatments for exports by authoritative institutions were, by intention or not, often slow and painful permission procedures, which sometimes require the sitting for license examination. However, as export volume expands, the administration becomes routine work and achieves progress in procedural steps. The treatments in administrative procedures for exporting businesses tend to reveal more rational and efficient behavior.

In this way, economic growth induces institutional development. So, in the next period, the same economic activities are conducted in more developed environment of market institution. In the fulfillment of economic activities for the same purpose, the choice of more advantageous business models becomes available. Therefore, exchange activities become lively, and the division of labor expands. Such vigorous exchange activities detonate a new cycle of economic growth.

The cycle of capital accumulation, technological progress and institutional development starts up a new recursive development process. This is the story disclosed in the [Figure: An Institutionalist Model of Economic Development]. Taking such institutional elements into consideration, each economy situated in respectively different stages of development, even though dealing with same items of goods, produce those items in differentiated environments in regards to institutional development, capital accumulation or technological stock. Respectively different environmental conditions facing each of the same commodities production but located in different stages of development, which was depicted in [Figure: Stages Approach to Industrialization] precisely confirms the story of [Figure: An Institutionalist Model of Economic Development]. 


III.
Government Initiative for Cost Retrenchment
[Figure: Retrenchment of SOC Construction Costs by Government Initiative and Investment Stirring-Up] decomposes unit cost of investment into three components; ① transaction costs for consent-making among stake holders, ② transaction costs due to underdeveloped market institutions, ③ interest cost of capital. Sum of two transaction costs ① and ② are denoted OC.

The point is that the size of the OC differs substantially in accordance with modal difference of legal institutions, which is determined by the direction of government policy. In developing countries, as contrasted with developed countries, undeveloped market institutions magnifies the transaction cost components ① as well as ②, which lifts up the size of OC as much. Due to the underdevelopment of market institutions, corruption outgrows from the absence of advanced institutions or inefficiency of public administration and adds to the difficulty of consent-making among stakeholders so as to possibly give rise to tremendous SOC construction costs. 

As a nation attains the steps towards industrialization, market institutions shape up so that inefficiency of public administration or corruption costs drop, though consent making costs remain resilient. On the contrary, individuals’ enhanced consciousness of private property rights may incur treacherous hold-out costs to the consent-making procedure. Despite just compensation being presumed, the treatment mode of legal liability, when administering public-taking measures, changes transaction cost ① significantly.

In case the jurisprudence chooses to place priority on property rights of stakeholders among alternative jurisprudential modes of legal liability pattern when public use has to be made of stakeholders’ private properties for the fulfillment of industrialization project, i.e. property rule(PR), property owners’ unyielding stand on claim of rights or opportunistic behavior may make arbitration and settlement more arduous, which is indicated by OC(PR) in the [Figure: Retrenchment of SOC Construction Costs by Government Initiative and Investment Stirring-Up]. 
[image: image2.png]Figure: Retrenchment of SOC Construction Costs by Government Initiative
and Investment Stiring-Up

expected profi rate
of
ingividual project

S0C construction
oo(rR) O amEAEtON oot rate
i
ATCPC + M)
oc(LA)
G+
costof
government M1
il Gr
S0C construction
0C(LR) e etON, forect rate
o
cumutative
0 CI(PR) CILR) investments
cumulative amourts cumuiative amourts
of investment witout ofinvestnant wih
Sovernment iniialive aovemment iniiaiive

Abbreviations:

MEL: marinal effiiency of investments

FR: property rule

LR liabilty rule

© interest rate

! transaction cost

GF: government failure

CI: cumulative investments

oC: PCMI

FG: transaction cost{difficulty of consent-making among stake holders)

Mi: transaction cost{underdeveloped market instiutions)

ATC(PC+MI): _incremental ransaction cost(difficulty of consent-
making amona stake holders + underdeveloped market instiutions)




However, if jurisprudential priority is placed on the public authority’s right to exercise public taking, i.e. liability rule (LR), stakeholders’ persistence or opportunistic behavior will surely be blockaded so that arbitration and settlement costs drop, which is indicated by OC (LR) in the [Figure: Retrenchment of SOC Construction Costs by Government Initiative and Investment Stirring-Up]. 
Of course, just compensation is presumed in either case. In other words, the difference comes not from a lack of compensational justice, but from a difference of negotiation stands of respective parties, public authority vs. private property owners, under different jurisprudential modes. In general, the differential between OC (LR) and OC (PR) is substantially large.

If industrialization is pursued by government initiative, the parties to promote public project will possibly be at an advantage at the choice of jurisprudential rule among alternative modes. The change from PR rule to LR rule sharply reduces conflict settlement costs among stakeholders - in other words, reduces transaction cost.

In case with government initiative compared to without, the amounts of investments surely reveal striking difference. 
Of course, such an outcome presumes a condition. The government is presumed not to fail in public decisions on the direction of industrialization policy measures. However, this is a strong presumption. It indicates the extent of the difficulty in conditional fulfillment. More often than not, government initiatives accompany frequent failures in policy decisions, inefficiency of public services or corruption due to incompetence in public administration. 

IV.
Implementation Programs of Heavy-Chemical Industrialization Promotion Policy

The main contents of the HCIPP master plan may be summarized into the following five items.
 

① Leading sectors of heavy-chemical industry, which would be intensively fostered, were selected. Iron and steel, non-ferrous metal, ship-building, machine tools, electronics, chemicals were selected as leading industrial sectors.

② The goal of promotion policy for selected industries was to build international competitiveness. Despite the unprecedented venture of business into the heavy-chemical industries, this plan is distinctive in that the export of products was targeted from the beginning. To pursue the objective, a large scale production system was pursued to achieve economies of scale. With respect to technology, the upgrading of industrial structure to technology-intensive composition was pursued. 

③ Policies directed to bring up technical manpower were pursued as a national program. An industrial high school system was introduced to produce technician manpower through a regular education program. Additional registration quotas were granted to science and engineering departments of universities. Educational curricula were remodeled from theoretical education to practical hands-on education. Programs of practical technology-priority policy were pursued: reinforcement of vocational education institutions, establishment of technical proficiency certification school, establishment of technician proficiency certificate system, social preferential treatment of engineers and technicians, and the active participation in the International Vocational Training Competition. 
Also, the whole-nation-science-technology-enhancement movements were pursued, such as the establishment of the government’s sponsoring of research institutes, construction of Daeduk Research Estate, promoting science-technology development in private research institutes. 

④ Integrated national land development plans were laid in accordance with industrial sites to be constructed. Heavy-chemical industry is a large-scale plant industry, which requires spacious land, and has far-reaching forward and backward linkage effects. Thus, it is efficient to concentrate the location of related plants into a single site and change it into an industrial complex. The geomorphologic regions, which meet tough conditions of location pertinent to heavy-chemical industries, are likely limited to a few places in the whole country. Therefore, the choice of industrial sites should be preceded by the ordinance of integrated national land development plans. 

The development of large-scale industrial sites requires not only land development, but also the provision of SOC’s, such as road, port, industrial water, and electricity. Besides, the location of schools, research institutes, office of public administration, banks, hospital, and other public service institutes should be taken into consideration. Bed towns, which provide residents’ housing facilities, should be constructed. 

Heavy-chemical industrial sites plan is spinal skeleton of the HCIPP.

[Figure: Heavy-Chemical Industrial Site Construction Plan]
 discloses the shape of industrial site construction plan of the HCIPP.
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⑤ The total government promotion system was prepared with respect to financial resources, tax incentives, and public administration. Investment financing was the biggest obstacle of the HCIPP. A scheme to settle this financing problem was a joint venture with foreign investors, mostly at an advised joint ratio of 50:50, from which source foreign capital as well as technology was demanded. In case domestic financial resources were not able to be supplied from the firm’s internal resources, long-term low-interest rate policy financing fund, such as industry rationalization fund, was built up. The National Investment Fund was established to provide financial resources to heavy-chemical and defense industry firms. 

V.
 Character Classification and Chronicle of Policy Implementation Steps 
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[Figure: Chronicle of Policy Implementation Steps of Heavy-Chemical Industrialization] marks the implementation steps of the HCIPP in the abscissa of time dimension of the table. However, policy measures are classified into three different groups according to the institutional attributes of individual policy measures.

Firstly, the HCIPP, at its outset, was launched by the political leadership so that the policy measures, which were able to be introduced by the determination of the political leadership, are identified as the first group classification. Secondly, in the implementation stage, a group of engineer-turned technocrats performed the leading role in the steps of policy design and program implementation so that the policy measures launched in this stage are distinguished as being affiliated with the second group classification.
 Thirdly, the market principle was invoked and applied as a rule to deal with individual non-performing projects in the industrial restructuring stage when the overcapacity became a problem due to excessive investments. The policy measures used in this stage are distinguished to be pertinent to the third group classification. 

First of all, the important steps of program launch could be pursued only by the determination of the political leadership, which was navigated by future vision; setting-up of the concept of the HCIPP(PC 1971), seeking professional advice from consultants to incorporate the policy vision into Master Plan(MP 1972), upon which making a declaration of the HCIPP(Dcl HC 1973). 

The political leadership was exhibited most salient in the policy decisions of the early stage, which set up prior settlements before the launching of the HCIPP: Repayment Guarantees of the Korea Development Bank’s foreign borrowings, which were later extended to commercial banks(RG 1962), legislation of Foreign Capital Import Act(FCI Act 1967), Presidential Emergency Decree dictating arrangements with unorganized money-market loans being rescheduled to be repayable over 8 years with 3 years grace period at an interest rate of 1.35% per month(Aug 3 1972). 

However, the most critical step of policy implementation was the organization formation and operation of the Heavy-Chemical Industries Promotion Council (HCI Promotion Council 1973-78). Although the official president of the Council was the prime minister, the Council had been presided over by the President of Korea for the first two years. The Council had 18 meetings during this period and settled 66 cases of agenda lists so that the difficulties arising from the process of promoting the HCIPP at the beginning stage were directly resolved by the President himself.
 

The HCIPP, which was launched by political decision, could be effectively enforced in the execution steps of public administration because the Plan could successfully mobilize professional workforces, which hold practical professional knowledge as well as the administrative competence of execution in public administration. For instance, as the Individual Industries Establishment Fostering Program (IEFP 1972.11-1973.1) was enacted, the Heavy-Chemical Industries Planning Board was established as the executive organization of the HCI Promotion Council (HCI Planning Board 1973-1980) and performed the pivot role in implementing the measures of public administration until the Program becomes completely fulfilled. 

In consequence, the targets of the HCIPP were achieved by 1979 (Achvmnt HCI 1979). The targets of $10 billion exports (Attnmnt $10B Exprt 1977.12) and $1,000 per capita GNP (GNP per capita $1,330 1978) were attained ahead of the schedule. 

From the outset, the HCIPP was aimed towards becoming export industries. Although the industrialization program was designed and promoted by government initiative, it may not be considered outright as a violation of market principles as far as the exporting of industrial products is targeted. Though unintended at the beginning, as the program approached its completion, the government-led heavy-chemical industrialization policy became replaced by the market principles of private initiative (EconStab 1978). The excessive overcapacity of equipment, which turned out in the implementation process of the program, were sold out and became restructured (Restructuring 1980.8, 1980.10). As late as the launching of the interest rate liberalization policy in 1991 (IntLib 1991), the market principle of private initiative became established as the main mechanism of the economy so that not much room remained for the justification of government-run industrialization policies such as the HCIPP. 

VI.
Performance Assessment of Heavy-Chemical Industrial Policy
The composition of light industrial products in total exports weighed 52.7% in 1977 but dropped to 8.3% by 2006. On the contrary, the compositional weight of heavy-chemical industrial products, which was 32.8% in 1977, continuously increased to 83.1% by 2006. Exports of this country turned to a structure unambiguously lopsided toward heavy-chemical industries.
 The industrial structure of export has been upgraded.

[Figure: Export Composition of Light vs. H-C Industrial Products] reveals the trend of industrial composition between light vs. heavy-chemical industries in exports. Since early the 1980s, heavy-chemical industrial products become the mainstay of exports, the trend of which deepens ever since. The exports of light industrial products declined to an unparallel minor share since year 2000. 
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Recent research reveals that the growth in heavy-chemical industrial sectors is not merely an outcome of factor mobilization, but also reliant upon positive contribution from improvements in R&D competence and institutional environment. D. S. Kim (2004)’s computation of total factor productivity for individual industrial subsectors and for each year reveals that the contribution of TFP growth in the growth of H-C industries more or less outnumbers those in light industries from 1975-80.

Starting from bare ground, the HCIPP, as indicated by productivity measures calculation, appeared to set off a virtuous circle of industrialization in these sectors which was fostered by TFP growth.

VII.
Case of Financial Market Policies
The financial market develops gradually in conjunction with the progress of economic growth. The financial market cannot attain the level of advancement of developed countries while the economy remains in a state of backwardness as it is in many underdeveloped countries. 

From Bloomfield and Jensen’s reform(1951), which recommended policies for the private autonomy of bank management built upon private ownership, the return to government policy intervention may be unavoidable results in the process of constructing the structure of financial institutions in order to attain the financing of targeted policy activities. In other words, such retrogression may be considered the self-expression of unrealistic limit of the reform policy, which aimed at autonomy and liberalization in an economy still staggering due to the backwardness of economic development.

The extent to which the government interrupts into the autonomous operation of the financial market is gauged in the vertical axis, whereas the horizontal axis gauges the extent of the innovativeness that the government has achieved in the pursuit of each policy of institutional change in [Figure: Intervention and Innovation in Financial Market Institution]. Important policies of institutional change in financial market since the 1960s are identified and plotted in the [Figure: Intervention and Innovation in Financial Market Institution]. 

In a condition where the institutional development of the financial market did not make enough progress to serve the financial demands of society, which swelled as the economy grew, the doctrine of private autonomy and private initiative failed to provide settlement in the financial impasse. The innovativeness of the horizontal axis in the [Figure: Intervention and Innovation in Financial Market Institution] indicates the effectiveness of ad hoc policy to breakthrough the stalemate. 

The [Figure: Intervention and Innovation in Financial Market Institution] reveals that early policies in the 1960s locate largely in the first quadrant, which indicates heavy government intervention and highly innovative policies, whereas the policies in the latest period are clusterd in the third quadrant, which indicates dwindled government intervention, standing for the upholding of private autonomy and private initiative, but indicating lowered force of innovativeness of policies. In other words, financial policies move along a diagonal in a north-east to south-west direction. 

However, there were exceptional policies of heavy government intervention but of merger innovativeness, such as a standstill of financial assets in 1961 (FFA (1961)) or currency denomination in 1962 (CD (1962)). These policies are located far from the diagonal line. It is intriguing that such off-diagonal policies are assessed as failures.
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VIII.
 Concluding Remarks

   Industrial policy has been a contentious issue in economics. However, the discussion arguing for it has been regarded as heresy by orthodox economics. In this paper, a new institutionalist model of development economics is introduced to lay ground so as to regard institution as dependent variable in the analysis, which presents a new theoretical territory where government intervention through public policy becomes justified.
   Since institutions are imperfect to protect property rights, the intervention through public policy makes up for the institutional incompleteness and makes effective impacts on the investment decisions of the private sector. A theoretical possibility is demonstrated that a change of norm from property rule to liability rule impacts a significant upbeat on investment decision.
   In this paper, the case of the HCIPP in Korea is presented as empirical example of effective industrial policy. The establishment of institution as dependent variable of analysis enabled the explanation of industrial policy as effective process of public policy, which is compatible with the theoretical structure of economic analysis. That is, this research offers a new institutional dimension in development economics where institution becomes effective dependent variable.
   The case of financial market policy is presented to disclose how institutions evolve to achieve the advancement process, which harmonizes with economic development at the operation of market mechanism. In early stage in the 1960s, when market institutions were not developed, the policies were more interruptive and more proactive(innovative). However in later stage when market institutions achieve development, the policies became less interruptive and less proactive(innovative).
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