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-Abstract-

Many South Koreans believe that the country’s remarkable economic successes over the past half-century are the product of an industrial policy that made Korean industry competitive in world markets.  While there is widespread sentiment in favor of maintaining the emphasis on industrial policy, others believe  industrial policy has generated benefits for some Koreans at the expense of the welfare of working-class Koreans.  This has resulted in a push toward economic democracy to more equitably distribute the gains from increased productivity.  This paper argues that neither industrial policy nor economic democracy are in the best interest of Koreans.  Rather, a laissez faire policy of minimal government interference will provide the best environment to foster South Korea’s continued economic progress.
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South Korea’s Economic Future:

Industrial Policy, or Economic Democracy?
Many South Koreans believe that the country’s remarkable economic successes over the past half-century are the product of an industrial policy that enabled Korean firms to be competitive in world markets.  Government support facilitates the competitiveness of Korean firms in the world market, this argument suggests, because South Korea’s economy is small by world standards, making it difficult for South Korea’s smaller firms to be competitive with larger firms in larger economies.  One must be cautious when looking backward to see whether industrial policy really has the ability to produce economic growth like Korea has seen.  Just because South Korea has seen remarkable economic growth, and South Korea has implemented an industrial policy, does not necessarily demonstrate that South Korea’s growth was caused by its industrial policy.  But looking forward the picture is even more murky.  South Korea now has many firms that are among the top in world markets in industries as wide-ranging as electronics and automobiles.  Regardless of its past effects, the issue at present is whether industrial policy is desirable for the economy’s continued prosperity.

Economic democracy presents itself as an alternative to industrial policy.  The current prosperity of the South Korean economy – like Japan’s before it, and China and Vietnam following it – was built on cheap labor.  As South Korea has prospered, that prosperity has not been shared equally among all South Koreans.  The argument behind economic democracy is that the government should implement policies to more broadly share the economic payoffs from South Korea’s economic growth.  While industrial policy is geared toward supporting and promoting the capitalist class, economic democracy is geared toward supporting the working class.  From a policy perspective the alternatives appear to be: industrial policy, or economic democracy.

These are not the only two alternatives.  Laissez faire capitalism, in which government policy is neutral toward everyone and supports neither business nor workers, would be preferable to either industrial policy or economic democracy.  The economic freedom implied in laissez faire capitalism has a substantial amount of support in theory, while in practice it has few advocates.  The reason is straightforward.  People tend to advocate policies that benefit themselves, so businesspeople argue for policies that support business, and favor industrial policy, while workers support policies that provide them with economic benefits, so the working class champions economic democracy.  Political leaders get the support they need to retain power by satisfying constituent demands, and while many people may favor laissez faire policies in principle, everybody asks for policies that benefit them in practice.

This paper argues that both industrial policy and economic democracy are policies that will hamper South Korea’s economic progress, and that laissez faire capitalism is a better alternative.

Industrial Policy

The success of South Korea’s economy in the past 50 years has been remarkable.  In 1962 Choi (1994: 233) notes that South Korea was among the poorer of the world’s nations, with a per capita income less than Zaire, Congo, and Sudan, and in the next three decades South Korea experienced a growth miracle in which real per capita income increased by about 20 times.  In contrast, real per capita income in the United States was about seven times larger at the end of the twentieth century than at the beginning.  In percentage terms South Korea’s economic growth in a third of a century far outstripped a century’s worth of US economic growth.  This remarkable economic growth began roughly at the same time as President Park’s Third Republic which was established by a military coup in 1961.

President Park designed an economy based on exports.  He nationalized banks and set export targets, rewarding those businesspeople who exceeded their targets.  High performers were rewarded with economic support such as low-interest loans and import licenses that would boost their profits.  Imports were tightly controlled, exports were subsidized, but exporters were free to import their inputs, duty-free.  By the time President Park was assassinated in 1979, South Korea had been growing at nearly 10% a year for a decade and a half.  South Korea’s success in steel production, ship building, automobiles, and eventually electronics moved the nation from the ranks of the poverty-stricken to one of the world’s leading industrial economies.  All of this occurred as the government maintained its policies of supporting successful exporters through financial and regulatory means, lending support to the argument that South Korea’s rapid economic growth was a product of its industrial policy.

Was South Korea’s Success Produced By Industrial Policy or Entrepreneurship?

The idea that industrial policy works by supporting firms that have the potential to be competitive in international markets must be founded on the idea that the government can identify those firms that have this potential.  In South Korea firms that were favored by industrial policy were those that were able to demonstrate their ability to export in world markets.  What caused successful firms to be successful, and therefore to be favored by the nation’s industrial policy?  The answer is entrepreneurship.  Firms that were entrepreneurial, that were able to innovate in their production processes by keeping their costs low, and that were able to innovate in their output by producing what consumers wanted, could be competitive in world markets.  The initial advantage was produced by entrepreneurship, not be industrial policy.  South Korea had another initial advantage, which was cheap labor, but not all firms were able to use lower labor costs to their advantage.  Successful entrepreneurship was what gained firms an edge, and once that edge was demonstrated through their exports, those firms gained further advantages through industrial policy.

In the short run this strategy appears to pay off, because the firms that are the most innovative are the firms that gain additional advantages, which allows them to grow even more than they could have if they were only able to rely on market forces.  But innovative firms already have an advantage, and while their initial growth might have been slower without the aid of industrial policy, not only would innovative firms have continued to prosper and grow, they would retain the incentive to be entrepreneurial, because they would only be able to stay on top by being more entrepreneurial than their rivals, both inside and outside South Korea.  If they are subsidized by industrial policy, this gives them some slack, and they can remain competitive even if they no longer remain on the cutting edge, because of the advantages they get through government policy.

Industrial policy has two disadvantages.  First, it takes away some of the incentive to be entrepreneurial within those firms that industrial policy favors, and second, it makes it more difficult for new firms that may be even more innovative to compete against established firms that have an advantage on an unlevel playing field.  For both these reasons, industrial policy has the long-run effect of slowing innovation, and works against the very economic growth it tries to produce.  Entrepreneurship and innovation brings with it risk-taking.  To stay on top of an ever-changing world market, firms cannot be content to rest on their past achievements, but must innovate.  Sometimes those risks pay off; sometimes they do not.  Industrial policy gives firms government-granted advantages, which means that firms to not have to take on as much risk, or be as innovative, as whey would without the government support.

In the short run the policy appears to be working because the subsidies go to the firms that have already demonstrated their entrepreneurial nature.  In the long run it distorts incentives and will reduce growth.  But one key point to see, if one pictures industrial policy as the government’s picking winners and helping them to succeed, is that the government cannot spot those winners until the favored firms have already distinguished themselves through their entrepreneurial actions.  It is entrepreneurship, not industrial policy, that provides the initial edge.  Once firms find themselves in favored positions industrial policy works against entrepreneurship and continued progress.  Firms that were in the cutting edge in the past will not necessarily be the future innovators.

Should the United States Have Implemented an Industrial Policy?

South Korea’s industrial policy is similar to Japan’s, and many US observers in the 1980s, viewing decades of economic success in Japan, argued that the US should adopt Japanese-style industrial policy.  As the Japanese economy stagnated in the 1990s US enthusiasm for industrial policy waned.  Japanese industrial policy, that appeared so successful for a while, has had a poor track record for two decades now.

One way to think about the future effects of South Korean industrial policy is to imagine that the United States had decided to embark upon a Korean-style industrial policy in the 1960s.  The United States was already a major industrial economy, but what if it had decided to provide additional government assistance to those firms that had demonstrated their ability to succeed in international markets?

In 1960 the world’s largest auto manufacturer was General Motors (GM).  While GM is an international company selling around the world, its largest market has been in the United States.  And while industrial policy did not directly target GM for aid, the US market was sufficiently secure, it appeared, that GM, along with Ford and Chrysler, the US “big three,” rested on their past successes.  Through ineffective management they provided generous benefits to their workers in a manner that may look similar to the economic democracy that some South Koreans want to implement in Korea.  The United Auto Workers Union (UAW) held substantial power because it bargained collectively with all of the big three, whereas the auto companies were not allowed to bargain collectively in response.
  In addition to high labor costs, quality control was poor for the products of the big three, which allowed foreign firms to gain market share until, in 2009, GM went bankrupt and was taken over by the federal government.  The point of this example is to ask whether it would be wise for the Korean government to use industrial policy to favor companies like Hyundai and Kia.

Hyundai has enjoyed remarkable growth in international markets, and was the only auto company to have generated sales growth in the US market in 2009.  Is Hyundai the 2010 analog to GM?  An industrial policy that would support Hyundai and provide them with cost advantages in international markets would be a policy that would allow the company to rely on government support rather than entrepreneurship to remain profitable.  Such a strategy might lead, in 2050, to Hyundai asking for a government take-over to support a weak company, if the GM analogy holds.

Perhaps the most spectacularly successful company in the 1960s, worldwide, was IBM.  The company had developed its breakthrough 360 mainframe computer and had built its market share to the extent that the US Department of Justice sued IBM for violating antitrust laws by monopolizing the industry.  If the US had an industrial policy in place to support their leading producers and exporters, IBM would have been at the top of the list for support.

What actually happened was that technological progress in the computer industry changed the market, and minicomputers were able to do many of the jobs that mainframes once did, causing IBM to lose market share to minicomputer manufacturers.  Digital Equipment Corporation (DEC), the leading minicomputer manufacturer, was eating into IBM’s business and eroding its market share so that by the early 1980s, with IBM’s antitrust suit still not settled, the Justice Department dropped it.  IBM no longer appeared to be monopolizing the industry.  Rather, it was losing market share to more entrepreneurial competitors as it attempted to hold onto its mainframe business.

The story does not end there.  DEC suffered the same fate as IBM, trying to hold onto its minicomputer business as microcomputers hit the market.  New companies like Apple, Compaq, and Dell, took over the computer market.  In the early 1990s some market analysts predicted IBM would go out of business because its profits fell as its products did not keep up with the rest of the market.  DEC was bought by Compaq, which in turn was bought by Hewlett Packard.

IBM’s management was astute enough to see that their business had fallen on hard times.  They brought in new personnel, reorganized their business, and once again are one of the more profitable computer companies in the world.  They did this by being entrepreneurial and changing their product mix so that rather than relying on hardware sales their business model is oriented toward software, and even more toward providing business services.

What if, back in the 1960s, the United States had implemented an industrial policy to support leading companies like IBM?  That would have enabled them to rely more on government advantages for profits, and would have allowed them to be less entrepreneurial.  The company ran into trouble because it tried to retain its old business model of selling mainframe computers and services as the market changed.  With government support it could have hung on to that old business model even longer, and the company would have been even weaker.  With government support, the company may not have reorganized as it did to return to profitability.  As it was, the company had to either be entrepreneurial and keep up with the market, or fail.  With support from an industrial policy the company could have sunk further, and may never have reorganized.

Meanwhile, as IBM faded from the ranks of leading computer companies, new companies like Microsoft and Apple emerged to dominate the market.  If industrial policy had been put into place to support leading companies like IBM, that would have put startups like Microsoft and Apple at a competitive disadvantage, and those companies might never have succeeded.  Steve Jobs and Bill Gates might have been too discouraged by the competitive disadvantages they would have faced, and if they chose the computer industry at all might have gone to work for IBM, where the government-supported opportunities would have been greater.  But it is not clear that the products they eventually produced would have been produced by larger companies.  Steve Jobs tried to interest established computer companies in his personal computer, but they turned him away, saying what he was producing was a toy with a limited potential market.  People wanted real computers, not toys, the argument against him went, so he started his own company.

The argument for industrial policy in South Korea is that because it is a small economy South Korean companies need government help to be competitive in world markets.  But Michael Dell started his company out of a college dormitory room, Steve Jobs started making computers in a garage, and Bill Gates dropped out of college to write software.  They all started very small in an industry with some very big competitors, and rose to the top.  The same thing can happen in South Korea, unless industrial policy stands in its way.  If industrial policy had supported IBM over its competitors there might never have been a Microsoft, or Dell, or Apple.  By supporting Samsung and Hyundai, what entrepreneurial startups are being suppressed today in South Korea?

If the United States had established an industrial policy in the 1960s to support its major manufacturers and exporters, IBM and GM would have been the likely beneficiaries.  GM is on life support now, and IBM is back only because it had to rely on the entrepreneurship of its management rather than government support to remain profitable.  Meanwhile, an industrial policy that supports big firms suppresses the entrepreneurial creation of new firms.  Microsoft, Apple, and Dell, are major players in the computer industry today not because of US industrial policy, but because the United States did not have an industrial policy.  Regardless of the merits of industrial policy in the past, South Korea’s industrial giants today are dominant enough in world markets that they should be required to stand on their own, without special favors from government, not only to keep them entrepreneurial for their own good, but also to give the opportunity for tomorrow’s entrepreneurs to develop within the South Korean economy.  An industrial policy that supports South Korea’s industrial giants today will only ensure that the startups that will replace them will be from some country other than South Korea.

Does Japan provide an example to illustrate this point?  The Japanese economy that appeared to thrive as a result of industrial policy through the 1980s has been stagnating for nearly two decades.  Is that the model that South Korea wants to follow?

Economic Democracy

While South Korea’s economy has grown and the nation has prospered, all of its citizens have not shared equally in that prosperity, and by design.  Under President Park Chung Hee’s administration, businesses were subsidized, often at the expense of workers.  During the recession in the early 1970s, for example, the government declared a moratorium on private loans, which had the effect of forcing South Korean citizens to provide interest-free loans to corporations (Choi 1992: 251).  Restrictions on imports gave Korean manufacturers captive domestic markets, and the political leadership purchased government land at unrealistically low prices, enriching themselves at the expense of the general public.  Choi (1992:251) says, “The ruling elites took a personal interest in the growth of the South Korean economy because they claimed a lion’s share of the gain, while forcing the general public to bear the costs of adjustments and their mistakes. … Many South Koreans seem to have a sense of lawlessness and doubt the legitimacy of the fortunes of the rich.”  It is little wonder, then, that there would be an undercurrent among South Koreans for economic democracy, to overturn the privileges that industrial policy gave to manufacturers and political leaders, and to share those gains with the workers who make up the bulk of the population.

Economic democracy is built into the South Korean Constitution in Article 119, which says, “The State may regulate and coordinate economic affairs in order to maintain the balanced growth and stability of the national economy, to ensure the proper distribution of income, to prevent the domination of the market and the abuse of economic power, and to democratize the economy through harmony among the economic agents.”  While this Article is short on specifics, it does appear to give constitutional authority for income redistribution, wage and workplace regulation, and the restriction of business activity for the benefit of the majority of South Korea’s citizens.  In other words, it balances the industrial policy that began in the 1960s with political power for workers and the general public.

Lie (1991) questions the prospects for economic democracy, albeit in an article that was written nearly two decades ago.  The industrial policy that gave substantial privileges to business and political leaders threatened the prospects for economic democracy, and indeed that remains the case as industrial policy and economic democracy are viewed by South Koreans as antagonistic to each other as political goals.  Compromise is possible only in the sense that some policies might favor industrial policy while others further economic democracy, but looking at specific policies, the general view is that policies that further one policy goal work against the other.  The choice is: industrial policy or economic democracy.

Economic democracy is a form of government intervention to control economic power and redistribute resources.  Cho (1997) argues that economic democracy requires an increased role of the state and increased power for trade unions to balance the economic power of firms.  Market discipline alone is not sufficient.  The state must prevent chaebols from engaging in monopolistic practices, exploiting small firms, and gaining special favors from government.  Speaking of these privileged individuals, Cho (1997: 447) notes, “The members of these core groups are recruited not based on merits in the competitive process, but by personal connections.  The medium of their relations is quite archaic, that is, familial ties, regional, and common educational background.  They are exclusive to outsiders and organised on a feudalist principle, characterized by undemocratic personality, top-down order, hierarchy, nepotism, and crypticality.”  This attitude toward the status quo prompts the call for government intervention to balance the power of the elite; that is, it calls for economic democracy.

One can see that an economy in which whether one gets ahead depends on family connections is unsustainable, in that there is little reason to think that the most entrepreneurial and innovative people will come from innovative and entrepreneurial parents.  Educational connections aid productivity only to the extent that admission to educational institutions is based on merit rather than on connections.  Such a system is unsustainable not only because the best business leaders are not necessarily the children of those who were the best of the previous generation, but also because such a system creates inefficient incentives.  Getting ahead means gaining the social and political connections one needs in a rent-seeking environment rather than being productive.  Entrepreneurial individuals are led to seek benefits from political favoritism rather than from their productivity.  Baumol (1990, 1993) refers to this as destructive entrepreneurship, in contrast with productive entrepreneurship.

Cho (1997: 450) argues that the successes of South Korea’s giant exporters is only due to state favoritism.  “But their seeming efficiency is only possible by regularly hijacking profits from the weaker sectors through typical means such as monopolistic practices, land speculation, and favours from the state.”  This creates political pressure from those who view they are being exploited to employ state power themselves to redistribute both resources and political power in a manner they view as more fair.  People who want to get ahead in this framework engage in what Baumol calls destructive entrepreneurship.  Economic democracy is a means whereby those who believe government policies have given them less than they deserve can use the force of government to get what they believe is their fair share.  This is especially true when those who control the chaebols are members of their founding families.  The appearance is that those who do best in the economy are rewarded for their family connections, not their productivity.

This dichotomy between industrial policy and economic democracy is not unique to South Korea.  Indeed, Yamamura (1967) considers the same issue with regard to Japan, in a book written when the South Korean economic expansion was in its infancy.  It appears natural, when large corporations are favored by government intervention for citizens to view countervailing government power as a way to redistribute the gains from economic progress in a more equitable way.  The alternative to industrial policy is economic democracy.

Laissez Faire Capitalism: A Better Alternative

While South Korea (and Japan) appear to view their economic policy options as industrial policy versus economic democracy, there is a better alternative to both, which is laissez faire capitalism.  Under laissez faire capitalism government policy favors neither big business nor workers, but establishes a level playing field by maintaining rule of law and protecting property rights.  In such a neutral setting market forces determine who prospers most, and the people who are entrepreneurial, innovative, and productive get ahead.  Under such a system, as Adam Smith (1776) noted, people pursuing their own interests are led by an invisible hand to do what is best for everyone.

In a sense, this conclusion that laissez faire capitalism is the best way to manage an economy is uncontroversial and well-known.  Prior to the 1990s there was serious debate about whether the best way to manage an economy to produce economic progress was by encouraging markets, or by central government planning.  Many development economists argued the merits of government planning, especially for less developed economies,
 but while arguments may have been shading toward the virtues of markets, the collapse of the Berlin Wall in 1989, followed by the demise of the Soviet Union in 1991, sealed the victory in favor of markets.  In Korea, the striking difference in prosperity levels in North and South Korea provides additional evidence, especially relevant when considering the role of government in South Korea.

Cho (1997), who champions economic democracy for South Korea, also argues in favor of economic liberalism.  Yet, Cho says, liberalism is only possible once economic democracy has eliminated the inequities and leveled the playing field in an economy that has been directed by industrial policy.  While recognizing the benefits of laissez faire capitalism, Cho argues that the way to get there is through economic democracy.  Economic democracy just gives the coercive power of government to a different group than industrial policy, but retains the idea that government policy should be designed to favor one group of people over another.

Interest Group Politics and Economic Policy

The reason industrial policy and economic democracy are promoted by many while laissez faire capitalism is recognized in theory but not in practice is that economic policy is a creation of politics, not economic theory.  When people use their resources and their political capital to influence political outcomes, they tend to do so to further their own interests, not argue for positions that promote the public interest.  In part this may be the result of purely self-interested behavior, but people also have a tendency to see the public interest from their own vantage point.

It is not difficult to see, in this particular case, that those at the top of the corporate hierarchy, who have reaped substantial benefits from South Korea’s rapid economic development, would sincerely believe that the industrial policy that has made them prosperous has also brought prosperity and economic development to the entire nation.  And, it is not difficult to see that working-class Koreans, observing the rapid economic growth and increased prosperity the nation has enjoyed, would sincerely believe that the bulk of the benefits have gone to those at the top of the economic ladder, and that the general population deserves a larger share.  The average South Korean would be correct in believing that the benefits enjoyed by those at the top have come at least partly as a result of deliberate government policies that targeted particular businesses, and therefore particular individuals, for favorable treatment and benefits not available to everyone.

An argument, therefore, that both the proponents of industrial policy and the proponents of economic democracy are trying to promote policies that provide special interest benefits to them does not imply that people on either side are deliberately trying to steer benefits their way at the expense of other Koreans.  Because people tend to view policies from their own vantage points, they tend to see policies that benefit them as policies that also are in the public interest.  The proponents of industrial policy see its past successes as the driver of South Korea’s remarkable economic development in the past half century while the proponents of economic democracy see a system in which all Koreans contribute toward that prosperity but the rewards go disproportionately toward those who have been able to use their political power to gain government favors.  One can see both the proponents of industrial policy and economic democracy as engaging in special interest politics without questioning their motives.

Regardless of their motives, it is clear that both sides in the industrial policy-economic democracy divide are arguing for government policies that specifically slant the economic rules of the game toward them.  Quite clearly, industrial policy has been deliberately designed to provide government favoritism and support for some firms over others.  Indeed, its stated goal has been to target those firms that can be internationally competitive and provide them with advantages to enable them to become major exporters in world markets.  Meanwhile, economic democracy means rewriting the rules so that government provides benefits to working-class Koreans, giving them economic benefits by tilting government policy toward workers rather than South Korea’s elite that runs its top conglomerates.  Both sides are advocating one special interest over another.

Meanwhile, nobody enters the political arena to argue for laissez faire capitalism because it offers special interest benefits to nobody.  Firms have to compete on their own merits, subject to the discipline of the market, and without government favors or support.  Workers have to compete on their own merits, subject to the discipline of the market, without government-mandated benefits, without regulation on hiring, firing, compensation, or fringe benefits, and without government support outside the labor market.  Throughout the world workers argue for government benefits and protections, while businesses argue for subsidies, protections from foreign competitors, and tax breaks, so this lack of advocacy for laissez faire policies is not unique to South Korea by any means.  In the political arena, the argument consistently is “We support free markets, but our industry is a special case so the public interest is best served by these policies that provide us with” the special interest benefits that firms, unions, and other interests lobby to obtain.

While laissez faire capitalism is supported by everybody in the abstract, in the political arena everybody argues for benefits targeted toward them, under the guise that such benefits are in the public interest.  Nobody has an incentive to argue for the level playing field laissez faire capitalism would provide when the alternative is to support policies that use the force of government to target themselves for benefits.  Thus, as Schumpeter (1950) lamented, the people who have benefited the most from laissez faire capitalism do not support it, looking instead for increased government involvement in the economy, which eventually undermines the very system that provided the prosperity they take for granted.  When everybody argues for their own narrow interests, nobody represents the larger general public interest.  That is a good characterization of the South Korean policy divide between industrial policy and economic democracy.

South Korea’s economic past and future appears to fit the story Mancur Olson told in his Rise and Decline of Nations (1982).  Olson argues that when the political structure of a nation is disrupted, which erodes the old networks of political power, the lack of political connections and political power gives people an incentive to engage in productive market activity, and a nation’s prosperity increases.  South Korea, under forced occupation by Japan from 1910 until the end of World War II, found itself in the position after its independence of having an immature political power structure, so it was relatively difficult to get ahead through political favoritism, which led entrepreneurial individuals toward productive rather than predatory activities, in the framework Baumol (1990, 1993) develops.

Another Viewpoint on South Korea’s Economic Success

When President Park came to power in 1961, intent on establishing an industrial policy that targeted potential export industries for support, the firms that appeared to warrant that support were the firms that were already entrepreneurial, and that already showed some success in international markets.  The more success they had the more support they were able to get from the government.  By taking firms that had already demonstrated their ability to succeed in international markets and providing them with additional government support, they were able to further grow because they could be low-cost competitors.  South Korea was a low-wage country, and government support further enabled exporters to lower their costs.

The firms that garnered initial favors from the Korean government were those that already demonstrated their entrepreneurship and productivity.  But government support then produced a political network between the government and those the government favored.  The level playing field from which the Korean conglomerates arose became an unlevel playing field on which special interest benefits went to those with established political connections – the Korean elite – rather than to those who were the most entrepreneurial.  Over time, as Olson (1982) describes, political networks develop and special interest politics produces public policies that benefit some at the expense of others, which Olson says is the cause of the decline of nations.

South Korea is now in the position now where special interest benefits have supplanted entrepreneurship as the way toward wealth and prosperity.  By providing government benefits targeted to particular firms, this gives those firms some leeway so that they do not have to act as entrepreneurially to maintain their presence in international markets, so their success is increasingly supported by government interventions rather than market competitiveness.  As political connections assume increasing importance relative to economic prowess, South Korea can expect decreasing economic growth rates, mirroring what has happened in Japan since the early 1990s.  Economic democracy, while it may seem worthwhile as a method of more broadly sharing South Korea’s prosperity, is in fact just another way of providing government benefits to a different interest group, again insulating them from competitive market forces.

Meanwhile, nobody supports the only alternative that will produce continued economic progress – laissez faire capitalism – because it favors no group and does not target special interest benefits to anybody.  While in the abstract people support the idea of laissez faire capitalism, in the political marketplace people advocate policies that further their own interests rather than policies that are in the general public interest.  The result is, as Olson described, the decline of the nation, as political power replaces economic productivity as the way to get ahead.  Entrenched political interests end up swamping private sector productivity as the way toward economic success, and as Baumol (1990) described, enterprising individuals shift from productive toward destructive entrepreneurship.

The short story of South Korea’s economic rise and future decline might be: Entrepreneurial firms that were able to make inroads into world markets got government support, lowering their costs and giving them competitive advantages, and allowing them to grow into industrial giants.  As the firms grew, their political connections became increasingly solidified.  Their continued success shifted from being based on entrepreneurship to being based on government favoritism.  The support they get from government will maintain their dominance within South Korea, but looking ahead into the twenty-first century, it will cause them to increasingly try to minimize risk rather than be entrepreneurial.  This points toward stagnation of those firms; meanwhile, the favoritism they enjoy, now a part of South Korea’s political environment, will make it increasingly difficult for new entrepreneurs to establish themselves.  Looking ahead, South Korea’s growth will slow as innovative firms in other countries take away market share from Korea’s government-supported giants.  Is this story, which follows Olson’s (1982) model of the rise and decline of nations, implausible?

South Korea’s Economic Institutions

Much of this analysis has taken a critical look at the South Korean policy alternatives of industrial policy and economic democracy, suggesting instead a policy of laissez faire capitalism that neither favors businesses nor workers.  Rather, it creates a legal environment within which Koreans can engage in economic interactions for their mutual benefit, as determined by the interacting parties themselves.  Under such a setting, government policy plays more of a passive than an active role.  It enforces property rights and contracts, and establishes rule of law, which means that everyone is treated the same under the law.  The less government intervenes in economic activity, the better public policy will be for the future of the Korean economy.

Using laissez faire capitalism as a benchmark for desirable economic policy, how does South Korea’s current economic policy measure up?  This section examines that question by looking at the Economic Freedom of the World (EFW) index compiled by Gwartney and Lawson (2009).  The EFW index can be used as a benchmark for evaluating the quality of economic institutions, because it measures the degree to which nations have adopted laissez faire economic policies.  The index aggregates 42 different measures and groups them into five general areas: (1) size of government expenditures, taxes, and enterprises; (2) legal structure and security of property rights; (3) access to sound money; (4) freedom to trade internationally; and (5) regulation of credit, labor, and business.

Gwartney and Lawson (2009: 10) rank 141 countries, and South Korea is 32 on the list.  The five top-ranked countries, in order, are Hong Kong, Singapore, New Zealand, Switzerland, and Chile.  The United States ranks sixth.  Table 1 lists several countries, showing where South Korea fits relative to other nations.  South Korea is close to Japan, at 28th on the list, and just above France, which ranks 32nd.  The rapidly developing countries of India and China rank 86th and 82nd, by comparison, so South Korea looks good when compared to other high-growth Asian economies.  Looking at European countries, Korea is ahead of Spain, Sweden, and Greece, but is well behind Chile, the United Kingdom, and Denmark in these rankings.

[Table 1 about here.]

The EFW goes back to 1980, and Table 2 shows that over the long run South Korea has been moving toward the laissez faire policies this analysis has recommended.  Looking at the EFW score, which is the index that rates institutional quality, South Korea’s score has continually gone up over the decades.  Higher scores indicate more economic freedom, so South Korea’s policies have been moving in the right direction, toward laissez faire.  In 1980 the index for South Korea was 5.71, and it has continually risen, to 7.34 in 2007.  The good news is, South Korea is moving toward more laissez faire policies, and has been for decades.

[Table 2 about here.]

The rank column shows where South Korea stood relative to other countries in the world in those various years.  Again, the rankings show that South Korea’s economic policies have been headed in the right direction.  South Korea ranked 40th in the world in 1980 and has risen to 32nd in 2007.  South Korea’s rank did fall from 1990 to 2000, even though its score improved, because the decade of the 1990s brought institutional improvements in many countries around the world, as after the fall of the Berlin Wall and the demise of the Soviet Union the idea that free markets worked better than government planning for producing economic progress spread around the world.  South Korea’s institutions improved in that decade too, but not as much as in many other countries, which led to a decline in South Korea’s rank.  Still, from 2000 to 2007 South Korea rose from 56th to 32nd, so more recently has shown more institutional improvement than other countries.

A look at the EFW rankings shows something interesting when viewed in relation to the alternatives of industrial policy and economic democracy.  While the policy debate has tended to focus on these two alternatives, both of which would push the Korean economy away from laissez faire capitalism, in fact, over the decades South Korea has continually moved toward more market-friendly institutions.  Looking at South Korea’s economic history, the economy has been moving away from government control of the economy, despite the rhetoric of industrial policy and economic democracy, both of which imply government intervention.  The facts (as indicated by the EFW index) show that actual economic policy in South Korea has been moving in the direction this paper recommends for decades.  Unless the rhetoric in the economic policy debate recognizes the facts, South Korea runs the risk of a turnaround in economic policy, away from the policies of economic liberalism that lead to prosperity.  South Korea’s actual policy direction has been good.  The country’s economic future would benefit from more rhetoric supporting a continued move in that direction, rather than more government control for the benefit of business, or labor.

Conclusion

While there is the widespread belief that Korea’s remarkable economic success in the past 50 years has been a result of its industrial policy, there is growing support among Koreans for economic democracy that would more broadly share the gains from this success.  Looking ahead, Korea’s economic policy alternatives appear to be a continuation of industrial policy, or economic democracy.  Both of these policies amount to rewarding particular interests based on political power and political connections rather than economic productivity.  Because of that, both of these policies will ultimately lead to slower economic growth and economic stagnation.  A better alternative is laissez faire capitalism.  Although many people will express agreement in principle with laissez faire policies, the reason it gains little support in public policy debate is that it does not favor one group over another.  Its even-handedness is a political liability.  When people engage in policy advocacy, they advocate for policies that use the power of government to favor their interests over others, not policies that subordinate their interests to the general public interest.

Japan’s rapid economic growth, supported by its industrial policy, started a few decades ahead of South Korea’s industrial policy, and the rapid growth Japan saw up through the 1980s yielded to two decades of stagnation in the 1990s and 2000s.  It would be naïve to argue that the same thing could not happen in South Korea.  In both cases, industrial policy “worked” by targeting for support those firms that had already demonstrated their entrepreneurship and productivity, and in both cases industrial policy turned those already-growing firms into giant producers and world-wide exporters.  But as the examples of IBM and GM in the United States illustrated – and as the stagnation of the Japanese economy since the early 1990s illustrates – firms that at one time were at the forefront of global competitiveness do not necessarily stay there.

The appropriate response to industrial policy is not to slant economic policy the other way, toward economic democracy.  That just favors a different group, and by creating government-mandated advantages for workers over their employers, stifles economic growth for different reasons.
  Regardless of who is being supported, when government policy favors one group over another, it creates incentives for people to seek benefits through the political process and reduces incentives for productive and entrepreneurial market activity.  South Korea’s continued economic success can only result from putting in place a system that rewards people based on their economic productivity, and that does not reward people based on political connections or the ability to use government power to their advantage.

Centuries of economic analysis supports the idea that laissez faire capitalism is the road to prosperity, and that government intervention in an economy stands in the way of growth and prosperity.  This idea goes back at least as far as Adam Smith (1776).  Moykr (1990) and Landes (1998) both give compelling historical accounts showing that when nations rely on capitalism and markets they prosper, and when they do not they stagnate.  A substantial literature built on the economic freedom index of Gwartney and Lawson (2009), some of which is discussed by Berggren (2003) and Gwartney, Lawson, and Holcombe (2004), shows that market institutions enhance prosperity and that government intervention into the economy lowers prosperity.  Is there any reason to think that the benefits of laissez faire capitalism, and the costs imposed by government intervention, that have applied broadly to economies throughout the world since the beginning of the Industrial Revolution do not apply to South Korea?

Because South Korea’s industrial policy appears to have been so successful, it is worthwhile examining why it has had such apparent success.  The firms supported by industrial policy had already demonstrated their ability to be internationally competitive, so industrial policy started by supporting firms that already were winners.  That can work in the short run, as both Korea’s and Japan’s experience shows.  Over the longer run, however, firms that are insulated from competitive pressures do not perform as well, and supporting larger established firms hinders the startups that have the potential to be the leaders in the future.

The alternatives of industrial policy and economic democracy are both bad options for South Korea, because they tie economic success to the use of political power rather than economic productivity.  Economic growth and prosperity depend upon resources being directed by the competitive forces of the market, where profits reward decisions that add value to the economy and losses penalize those who, in hindsight, have made unproductive economic decisions.  Laissez faire capitalism is the system that does this.

South Korea should move toward dismantling its industrial policy and allowing firms to stand on their own in the world economy.  Whatever the arguments for supporting smaller Korean firms in a larger world market in the past, it would be difficult to argue that today firms like Samsung and Hyundai are small by world standards and are unable to stand on their own productivity, without government support.  Indeed, at this point, if that is true the firms should be pressured by economic forces to retrench, because that would mean they are taking more value out of the Korean economy than they are putting back in.

A dismantling of industrial policy would force Korea’s firms to be entrepreneurial and innovative to remain competitive in world markets.  By creating a level playing field it would also make room for startups to grow into a position where they might displace, or coexist with, Korea’s current industrial giants.  Just as an industrial policy that might have supported IBM in the US economy decades ago could have prevented the rise of Apple and Microsoft, South Korea’s current industrial policy surely has a stifling effect on Korean startups that could be internationally competitive two decades from now.

South Korea’s future economic progress would benefit from a dismantling of industrial policy, but not by displacing it with economic democracy.  A level playing field, where all individuals and firms are treated impartially, creates an environment where innovation and entrepreneurship is rewarded, which drives economic progress.  Laissez faire capitalism, not industrial policy or economic democracy, is the economic policy that produces prosperity.

Table 1

Economic Freedom Rankings of Select Nations




Country

Rank




Hong Kong

  1




Singapore

  2




New Zealand

  3




Switzerland

  4




Chile


  5




United States

  6




United Kingdom

  9




Denmark

 12




Costa Rica

 20




Germany

 27




Japan


 28




South Korea

 32




France


 33




Spain


 39




Sweden

 40




Greece


 52




China


 82




Russia


 83




India


 86




Vietnam

101

Source: Gwartney and Lawson (2009: 10).
Table 2

EFW Rankings for South Korea, Various Years

Year
        EFW Score      EFW Rank

1980

5.71

40

1990

6.18

39

2000

6.58

56

2007

7.34

32

Source: Gwartney and Lawson (2009: 120).
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� The automobile companies were not allowed to jointly bargain for employment conditions with the UAW because that would violate US antitrust laws.  Unions are exempt from antitrust laws.  See Holcombe and Gwartney (2010) for a more detailed discussion of the analysis of unions in the United States and elsewhere, in the context of economic democracy.


� Kia did suffer bankruptcy in 1997 and a majority interest in the company was purchased by Hyundai.  Hyundai has subsequently sold some of its ownership and now owns less than 40% of Kia.


� See Bauer (1972), who examines the mainstream arguments in favor of government planning, and who presents a persuasive rebuttal, at a time when his views were in the minority.


� Holcombe and Gwartney (2010) examine the effects of unionization and regulations that support workers and find that they impede economic adjustment, result in higher unemployment (despite their stated intent to do the opposite) and slow economic growth.





