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I. INTRODUCTION AND SUMMARY

I.1 Context of tlhie study

The present study aims to contribute to the development of a differentiated
model framework to evaluate the impact of international trade on the socio-
economic structures of the ESCAP-countries, In a region as heterogenous
as the ESCAP-region a great many of development issues prevail in an equally
diverse amount of specific socio-economic structures. The nature and causes
of main economic and social constraints to development are different in Bangladesh
from those in Malaysia and Indian economic and social development differs from
South Korean development,
In a previous paper (1) an outline was given of a differentiated model
framework on basis of a specific country typology. The following criteria
were introduced to allow for a distinction between different types of economies:
1} openness of the economy;
2) size of the economy;
3} demographic characteristics (such as population density, migration);
4) mineral resource richness or dependence on oil imports.
These criteria led to a distinction between the following 'poles' of country
types:
1. large (closed) economies : a) densely populated

b] sparsely populated
2, small {open} econaomies : a) densely populated

b} sparsely populated.

* I owe special thanks to Mys. Hermine Weyland, whose knowledge of the
broad spectrum of development issues was of great help to me in writing
this study. Discussions with Valpy FitzGerald sharpened my views on the
role of the state in the process of capital accumulation. I would like
to thank Roel Vriezen for his conscientious data compilation, providing
basic material for the issues treated in chapter V. Finally, I received
valuable critics on an earlier draft of this paper from Pitou van Dijck,
Hidde Smit, Roel Vriezen and Hermine Weyland. Of course, I alone, have
responsibility for the presented views and remaining errors.

1)} Smit, Vos and Weyland (1980), Medium- and Long-Term Models for the ESCAP-
Region, Paper prepared for the conference 'On Global Modeling',
Dubrovnik September 1-5 (revised version, mimeographed, October 1980} .



I.2

It was analyzed that the macro—economic clogures will differ according to
the type of economy involved and, additionally, the level of economic
development. Analysis was stylized around the agriculture - non-agriculture
dualism, The importance of agriculture in the process of accumulation was
analysed to be different in economics with high population density and land
shortage vis-a-vis economies which are sparsely populated and 'enjoying'
relative lapnd abundance. High population density prevails in many Asian
countries (such as India, Bangladesh, South Korea) and has generally led to an
‘agrarian structure with small average size of the holdings and a high
productivity per hectare., Land abundance in sparsely populated countries,
like many in Latin America and few in Asia (Malaysia, The Philippines), has
often created large inequalities in the size of the holdings and a duality
in the productivity per hectare. These different demographic and technological
factars together with institutional characteristics, esp. ownership pattexns
create different agrarian structures with different conditions with respect to:
(i) the supply of food;
(ii) the determination of the level of productive and remunerative
employment to the rural labour force, and labour force availability
to non~agricultural sectors;
(iii} the importénce of foreign exchange earnings through agrarian exports;
{iv} the financing of non-agricultural development through transfers of
agricultural surpluses.
The importance of international trade (import-, export-structure) will further
determine the internal structure and the adjustment processes of the economy.
In imperfect market economies, as most LDCs are, the state plays a significant
role in the process of structural change of the economy. State policies
directly and indirectly influence the real and monetary transfers between
different sectiomns (production sectors, socio-economic groups) of the economy.
In many Asian economies (also non-centrally planned} the state has become a
dominant actor in the economy. Therefore special attention will be paid to
the nature and role of the state in the different country types.

It was perceived that the model framework was to be made substantial through
the undertaking of various pilot studies. The current study aims to he a
first step in that directicn. In the first place, the study gives a set-up
for a model framework of the South Korean economy. In the second place, the
methodology used and the basic features of the proposed model specifications
are meant to present an éxample according to which other {types of) economies

can be modelled comparatively.



The emphasis of the study is on the qualitative assessment of the main macro-
economic development issues of the South Korean economy, i.e. the economics
of the modeling effort is heing emphasized. Every modeling effort will have
to be clear on the causalities involved, for when models do not show the
directions of causality properly, the model conclusions are apt to be-
perverse when applied to conditions for which they were not invented. Though
this may sound quite evident, caution in the model specification is often

blurred by econometric enthusiasm.

1.2 The Korean economy

The Republic of Korea (2] has known very rapid econcmic growth rates during
the 1960s and 1970s and has developed to a socalled semi-industrialized
country. The successful export-led industrialization strategy has made the
econcomy a memher of the."Gang of Four" of rapidly growing Asian economies
(with Taiwan, Hong Kong, Singapore).

The economy is characterized by a high population density (358 persons

per km2 in 1975} (3), a medium-sized (potential) domestic market (total

population of 35 million persons in 1975} and poor natural fesource endowment.

The agrarian structure is characterized by small land holdings and relatively

equal land ownership after two land reforms {(in 1947 and 1250). Some factors

have been of major importance in post-war Korean economic development:

1) The high population pressure on the land produced a low wage structure
which allowed for 'vertical financing! of industrialization.

2) The transition of a mainly agrarian society towards an urban and industrial
oriented economy was further financed by high levels of foreign capital
inflows (initially mainly U.S. aidl. This latter condition allowed for
high foreign exchange gaps caused by the high import component of industrial
production.

3) After the wars {(World War II and the Korean-war} the Southern paft of
the Korean peninsula was left with a rather weak social class formation.
Former dominant agricultural elites (femdal land lords} and Japanese
colonialists were virtually eliminated due to social breakdown after the
war and two land reforms. This created a base for a strong hold by the
gstate over society. The international political context ('threat of
communism'} ‘necessitated' guidance of the Korean state by American inter-
national policies. Still, the Korean state has had strong influence on
economic development and especially since the 1360s coherent government

policies have been another major factor in economic growth performance.

{2} Or Scuth Korea. In this study we will generally simply refer to the
country as Korea.

(3) cf. Japan with 294 persons and The Netherlands with 383 PErsons per sguare
kilometer.

-3 -
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A perigdical breakdown of post-war economic strategies can be made as follows.

a)

b}

)]

1953~63: Period of economic reconstruction (financed by foreign aid),

vast education programs and import substituting industrialization
emphazing on light manufactured and non-durable consumer goods;

1964-72: The understanding that (i) Korea's natural resource endowment

is very poor and (ii) the realization of further opportunities were only
to be found in intermediate and durable consumer goods for a (still)
limited domestic market, led to a radical redirection of economic policies
towards an 'outward lecking' strategy based on labour intensive
manuféctured exports. Foreign exchange gaps remain high, but are
increasingly financed out of public and private foreign loans.

1973-80: The maturing of the industrial sectors and competition from other
low cost producing LDC exporters lead to attempts to diversify the export
sector towards more skill and capital intensive industries. Some selective
import substituting policies have not led to a cleosure of the foreign
exchange gap. An increasing share of foreign capital inflows consists of

direct private investments.

It is, however, not the aim of this study to explain the Korean "political

economy of success™ as such, but to provide the gualitative material for a

model framework of an open economy in the ESCAP-region,

I.3 Main issueg of the study

The focus of the study is mainly macro-economic. Starting from the internal

trade structure, the process of capital accumulation is linked to the structure

of production and income distribution. Special emphasis is given to the role

of the state as a dominant actor in the economy. Following the sequence of

the chapters, the main issues can be summarized as follows:

1.

Foreign trade (chapter II):

Exports increased very rapidly from the 1960s onwards, through successful
expansion of manufactured export production. As factors underlying this
type economic strategy have been mentioned: Karea'ls poor natural resource
endownment, the limited gcope for import substituting industrialization, a
large labour force available for industrial production with relatively
high educational levels and external conditions as external demand for

light manufactured exports, foreign aid and other capital inflows.



Imports increased at least proportional t¢ export growth. The import
component of the industrialization process has been high due to Korea's
poor natural resource endowment and relatively low levels of import
substitution in intermediate and capital good sectors. Additionally,
significant food imports have remained necessary to feed a rapidly growing
urban population and have been due to a relative neglect of the agrarian
sector.

Political ties with the U.S. and Japan and high economic growth rates have
'secured' high levels of foreign capital inflows (aid, borrowing and direct
investments). Due to sufficient foreign financing and a high velocity

of foreign capital into productive investment, the foreign exchange gap
has not been a constraint to economic growth. Although trade dependence

on the U.8. and Japan has been reduced in the 1970s, these two political

allies remain the main suppliers of foreign capital.

2. Capital accumulation and development finance {chapter III):

At the macro—economic level the political econamy of growth can be well
analyzed by using the accumulation balance of national account aggregates,
which specifies the main economic actors at the macro-level. The process of
appropriation of surplus, decision-making on investment and savings and
transfer mechanisms between surplus and deficit entities in the economy will
have to result into ex-post equilibrium of the accumulation equation, which

can be derived as follows (4).

Aggregate income : ¥Y=C+I+E-M
Income outlay : ¥Y=C+ 8 ¢ S0 that
Accumulation balance : I =858+ (M - E).

The accumulation balance defines the ex-post equality between capital
formation (investment) and demestic and foreign savings. By introducing
an institutional split between households (H)}, enterprises (E)} and the
state (G} (the main 'actors' at the aggregate level}, the accumulation

balance can be reformulated as:

(T, = 8) = (S, — I} + (S, - I} + (M - E).

(4) In which: ¥ = gross domestic product, eqgqual to gross domestic income;
C = total consumption; I = total investment; E = total exports of goods
and services; M = total imports of goods and services; S = total savings.



The process of reconciliation of the eax-ante bhehaviour of the various
institution to an ex-post equilibrium of the above investment and saving
gaps, will differ according to type of economy and the political balance
of power, mediated through the state (5}.

A Kaleckian approach is adopted to analyze the process of developmént

finance, which means that investments are not considered to be constraint

by saving, but will be determined rather by profit expectations and
structural features of the economy.

The Korean adjustment mechanism towards the ex-post equilibrium of the

accumulation balance is characterized by:

~ a certain extent of Keynesian effective demand adjustment {(income-
related savings growthl;

~ high levels of foreign financing (external dependence};

- increased domestic resource allocation, due to monetary and tax reforms.
Households are identified as surplus units transferring funds to the
enterprises and the state through the banking sector (financial inter-
mediation) ;

~ "forced savings' through excess money creation to cover the government
deficit (IG - SG)'is the residual determining the closure of the
accumulation balance. Excess money printing is still of minor importance
in relation to foreign financing. However, the ultimate effect is a
downward adjustment through the price mechanism of private consumption

to investment requirements (6).

Money, credit and inflation (chapter 1IV):

The flow of funds between non-financial entities has been analyzed more
specifically by introducing financial accounts of the domestic banking
sector. Korean ecconomic growth has been accompanied by a rapid growth in
financial intermediation. This growth has been strictly controlled through
a state dominance of the financlal sector. The Bank of Korea (central

bank) is directly controlled by the Ministry of Finance and monetary
policies are inbedded in the whole of govermment sconomic policies. Credit
expansion of commercial banks is to a large extent controlled through
government measures earmarking funds for target industrial sectors. The
above mentioned closing mechanism of the accumulation balance is formulated

more accurately through the addition of financial accounts.

{5} I.e. the coercive power of the state to tax certain groups, to reallocate

resources to productive sectors, etc.

(6) In Korea, however, this downward adjustment has only been analyzed in

terms of a slower growth of consumption compared to total income growth.
The major burden will be carried by low income groups.

-6 -
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4. Income distribution, productivity and employment (chapter V):

Income distribution in Korea is generally considered to be relatively

egalitarian. As major causes of the fairly equal income distribution, one

generally refers to:

- equal asset distribution after two post-war land reforms and as a
consequence of which only a small amount of landless labourers exist:

~ high educational efforts allowing for rapid industrialization;

~ labour-intensive manufactured export expansion, creating high absorptive -
capacity of labour of urban sectors;

- maintenance of the internal terms of trade.

There is no empirical evidence rejecting the above hypothesis. However,

income distributicon data still suffer from a lack of coherency and

consistency. For the model system it will be necessary to link the

procegs of income formation and distribution to the production structure

and to the process of capital accumulation. In doing so, chapter V

describes the main bady of the proposed model system, which can be

schematically summarized as:

Table I-l: Scheme of the model systenm

Exogenous variables Endogencus variables

Technoloagy, ownership
patterns

Production structure,

-
Domegraphic featurxes

production functions

Nz

Factor and commodity
markets (rural and

migration, wage and
price determination)

urban labour markets, ‘ |

Value added distribu-
tion (wages and
profits)

Income distribution

:* -Household incomes by

socio—economic
_ groups
~Enterprise incomes
{retained profits)
~Government revenue

Capital

; accumulation

Final demand




In ordexr t¢ be able to understand the political-econgmic workings of

Korean society, the composing parts of the model system will have to

differentiate between the main actors of the system. The first three

chapters allow for a distinction of households, enterprises and the state.

In order to identify political leadership, class dominance and social

mebility a further distintion has been made:

- within housholds: 15 socio-economic groups are distinguished according to
mode of production {traditional, modern), location {rural, urban), economic
status (employer, labourer, self-employed) and education (skilled,
unskilled labour);

— within the enterprise sector: enterprises are differentiated according to
type of ownership (domestic, foreign), mode of production and size of
the firm (traditional, modern; small scale, large scale) and produ&tion
sector;

- within the state sector: a distinction is being made between general

government bodies and public enterprises (in productive activities).

The model specification will be affected accordingly:

a) production functions differ according to mode of production, industry and
type of labour used;

b) lLabour market determination: the disﬁinction of different socio-economic
groups based upon economic status, location and skill level allows to
investigate the specific determinants of labour demand and supply and
their interlinkage teo changing patterns in the economic structure;

¢} distribution of value added into profits and wages by labour groups and
enterprises will follow after allowance for price changes (commodity
prices and internal terms of trade);

d) after allowing for transfer payments and taxation redistributed incomes
can be specified according to household incomes by socio-economic group,
enterprise incomes (retained profits) and govermment revenue (taxation);

e) given income distribution, consumption and saving behaviocur can be specified
according to socio—-economic actors; final demand will further be determined
by investment behaviour, export demand and import dependence {(through the
input-output structure);

f) the model system is ultimately demand driven (with investment and export

demand as main components) .



5. Clesure of the model and the role of the gtate {chapter VI}:

The closure of the model system needs to describe the process of the
economic variables and socio-economic groups which adjust to the behaviour
of the dominant actors of the system. As it has already been said above,
the Korean state plays a major role in the economic process. A whole

range of policy measures have been implemented to stimulate (successfully)
economi¢ growth. Traditional Keynesian analysis views the state as a
neutral, autoncmous economic subject standing above society and correcting

economic distortions like a deus ex machina. State intervention then merely

becomes a matter of political will and ‘good! knowledge of the economic
situation., However, not even under political dictatorship such a voluntaristic
view can be maintained.

In the Korean case, it c¢an be argued that the state pursues a certain
qualitative target, i.e. economic growth as a functiom to ratiocnalize
political dictatorship. Such. a target necessarily meets certain constraints
in an open and mixed economy:

~ from private investment behaviour;

— from the determination of wages; and

~ from external conditions (foreign demand and capital).’

From this angle, the main components of the adjustment mechanism from the
process of capital accumulation are being pieced together once more,

The emphasis of the study is on the gualitative assessment of the main
development issues. The formulation of the base relations or equations

are still in the prepatory stage. Model specifications as presented at

the end of chapters II, III and IV are still of a tentative nature, which
statistical significance has not yet been tested. Therefore a chapter VII
has been added as a (tentative) working program for the continuation of the

project.



IT-1

II. FOREIGN TRADE

II.1 Foreign exchange gap

In spite of the impressive export growth performance of the Korean economy, a
foreign exchange gap has remained persistent. The shift, early 1960s, in
economi¢ strategy from inward-looking development (import substitution)

towards export-led industrial development has also induced significant

growth in import requirements, While exports of goods and non~factor services
as a ratio to GDP grew from 3.4 percent in 1960 to 34.0 percent in 1978,

there was an import growth from 12.8 percent of GDP in 1960 to 37.1 percent

in 1978. The foreign exchange gap in terms of the current account balance

of the balance of payments shows a deficit for the 1960-1977 period as well
{see table II-2 of statistical annex at the end of the chapter). The size of the
foreign exchange gap iz considerably lower than the trade gap in the 1960s, due
te high inflows of foreign aid, registered as current transfers from abroad.
Thus the need for foreign financing (including foreign aid) has remained high.
The trade and current account gaps seem to close by the end of the 1970s and

in fact do in 1977. However, the gaps increase again in the 1978-80 period as
high export growth could only continue by diversifying towards more capital and
skill intensive export production. As no significant import substitution policy
has accompanied the diversification up to now, high import demand for inter-
mediate input and capital goods has caused continued existence of the external
deficit.

Below we will deal with structural changes in both sides of the external

balance: exports and imports.

II.2 Export performance

Export growth has been immense since the beginning of the 1960s. In the

pexiod 1860-1977 average growth has been 28.7 % annually (see table II-2).

Acceleration of export growth has been induced by a radical shift in economic

strategy in the early 1960s from inward-looking economic development

towards an outward-loocking strategy based on exports of manufactures. As

major reasons for the policy shift are often mentioned:

a) Korea's poor natural resource endowment and the reduced demand for primary
products of former its colonial ruler Japan:

b) the by and large completion of import substitution in non-durable congumer
goods and the narrowness of domestic markets which put a limit to the scope
of import substitution in intermediate products, capital'goods and consumer

durables;

- 10 -
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availability of a large labour force with relatively high education level
and relatively low wages, glving a comparative advantage in export markets

to light industries using large amounts of low skilled labour.

The successful expansion of export production can be explained additionally

by
d)

e}

several other factors, which helped Korea in its efforts:

Emerging shortage of unskilled workers in the U.S. and especially Japan
led to a sharp rise in labour cost, which stimulated imports

demand of these economies for labour intensive products. Rapidly rising
wages also reduced Japanese competitiveness on American and European
markets, enabling countries like Korea to increase their market share

in labour intensive, light manufactures (1).

Enoyrmous inflows of foreign grants and loans contributed considerably

to financing a large share of initial domestic investment requirements.
Moreover the U.S, Agency for International Development provided a wide
range of technical assistance to (export) industries. In the 1970s direct
foreign investments(mainly from the United States and Japan) became a
significant source of capital inflow and technical assistance as well.
Foreign firms dominate in rapidly growing expeort sectors, like ceramics,
metals and products, electrical equipment, and others (&ee chapter III,
table IIT.4}.

£} In the early 1960s the major share of foreign exchange

receipts were earned from military procurement (incl, U.S. off-shore
procurement for the Viet-Nam-war) and Won sales to U.N. military
personnel, amounting to 53.6 % of total foreign exchange earnings in 1960
however declining to 25.3 % in 1965 and 20.0 % in 1970, to become
insignificant by 1975: 2.7 % (2). Most of the earnings were, however,
remittances from Koreans stationed in Viet-Nam and revenues from construction
and service contracts. Export of goods [both commercial and militarv)
accounted for 8.0 % of total Korxean exports mid 1260s (3).

These earnings were of some importance, because foreign aid flows from

the U.S. begin to decline rapidly from the beginning of the 1960s onwards.
However, military earnings were no dJdominant factor explaining Korea's
successful transition towards industrial export production. It therefore
seems to be exaggerated to state like Long has done (4) that: "the Viet-

Nam war played the same 'locomotive role' for Korea's economy that the Korean

war had played for the Japanese economy fifteen years earlier".

(1}

(2)
(3)
(4)

Non-econcomic international factors also helped in some cases. In 1965 a
large U.S. market for Korean human hair and wigs opened up when the U.S,
government imposed a complete ban on such imports from HongKong for
political reasons {S. Watanabe, 1972, p. 516).

Westphal (1978), p. 358,

Cole and Lyman (1971), p. 135,

D. Long (1977), p. 33.

- 11 ~
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g) The new, ocutward-looking economic policies were implemented by a military
contrelled regime, which had taken over power from 1961 onwards. Export-
oriented industrial and trade policiés contributed in large measure to the
economic growth 'success'. Without going into detail, these policies
consisted among others of: )

(i) Liberal import policies towards intermediates and capital goods.
Unrestricted access to and tariff exemptions on these type of
imports were also used for encouragement of foreign investwment
in the form of 'bonded processing! trade, by which foreign buyers
are permitted to supply materials duty free for processing in
Korea, i.e. a form of international subcontracting. Export
manufacturers then do not pay for raw materials, but receive cost
remittances of processing work from foreign buyer (5).

(ii} Establishment of export industrial estates with low prices for

factory sites and the establishment of the Masan Industrial Free
Export Zone.

(iii} Several fiscal incentives like: exemptions of iIndirect taxes on

) inputs and direct tax reduction on export incomes; provisions for
accelerated depreciation in export sectors; discounts on energy
and transportation cost and immediate access to subsidized short-
and medium-term credit to finance working capital and fixed
investment.

{iv} Maintenance of a realistic exchange rate: in early 1960s frequent

devaluations stimulated export production.

These factors were of major influence to the rapid increase in manufactured
exports and economic growth. In 1965 a turning point in industfial growth
and export performance can be seen from aggregate data. Manufactured export
production contributed largely to the growth in manufactured output,
amounting to a compound annual growth of 24 % in the 1965-75 period, compared
to 11 % in the period 1955-65. The share of exports in manufactured output
rose fxom 0 % in 1955 to 9.7 % in 1965 and 28.6 % in 1976. The share of
manufactured products in the exports of goods and non-factor sexvices
increased from 19.2 % in 1960 to 90.7 % in 1978.

Table ITI-3 shows dominance in the first expansion period of manufactured
experts of relatively labour-intensive industrial sectors like clothing
(SITC-84}, textiles (SITC-65), footwear (SITC-85), wigs and false beards
{SITC-89995), which accounted for about 50 % of merchandise exports during

second half of the 1960s. In the 1970s there is a continuous shift towards

(5) 8. Watanabe (1972}, p. 519.

- 12 -
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more capital - and skill-intensive products, like machinery and transport
equipment (incl, shipbuilding) and also the level of diversification
increases, towards a.o. wood products and within miscellaneous all types

of electronic equipment and appliances. A simular trend of diversification
has set in with regard to penetration of markets. Table II-4 shows that
Korea succeeded in reducing dependence on U.S. and Japanese markets. This
makes the Korean economy less dependent on political relations with America
and Japan and trade policies of these countries. Bowever, as has been noted
above, several export sectors are dominated by foreign firms which by and
large originate from Korea's 'big brothers', the United States and Japan.
Korean export performance will depend in the medium and long-run on
diversification efforts as it will be threatened by competition fram other
'low wage' LDCs in the region such as Sri Lanka,Thailand and The Philippines
(6) and major part of Korea's merchandise export consists of products
risking trade discrimination by developed importing countries, i.e. products

like textiles, clothing, footwear and electronics.

II.3 Import structure

Import growth rates (table II-5) have been generally below export growth

rates, As the latter were based on lower initial absolute levels, import

growth has been significant enough to 'secure' a sustained foreign exchange

gap. Only in recent years (1975-1977) by attaining high export growth rates

exceeding import growth, Korea succeeded in closing its trade balance

{1977 only).

Major share of commadity imports (80 to 90 percent) consists of imports of

intermediate goods and capital goods, whereas consumption good imports mainly

relate to food imports (table II-6).

Several <characteristics of the Korean economy explain such import structure:

1) The poor natural resource endowment of the South Korean economy, leaves
the country with a high level of minimum import reguirements, which can

be clasgified as non-competitive imports (7). A significant domestic

(6) In fact Korean average wages do exceed wages in these countries. Cf.
D.C. Rac "The Pattern of Economic Growth, 1961-76", in: Hasan and Rao
(eds) (1979), p. 18.

(7) Imported commodities are defined as competitive, when these are close
substitutes for commodities domestically produced, whether they are used
for further production (intermediates)} or for final use. Non-competitive
imported commodities are defined as commodities for which there is no
domestic counterpart, of which imported raw materials form the most
important 'complementary' commodity category. In terms of input-output
accounting, non-competitive imports enter the I-0 table as a row in the
primary input matrix, Imports classified as competitive enter the I-0
table as fipnal demand with a negative sign. In the latter case intermediate
demand flows contain both domestic and imported produce; imports thus
influence technical input coefficients. However, for many items the true

(see page II-5, below}
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3)

4)

(7.

1I-5

natural resource base only exists for silk textiles, cements and ceramics.
0il imports amount to 15.2 percent of total imports on average for the
1972-1978 period.

Food imports remain necessary as domestic food production remains
insufficient to meet consumption requirements. Food demand has incfeased
with rising incomes and the agrarian sector needs to produce an increasing
surplus toc meet consumer demand of a rapidly growing urban population

(see figure II-1). Agricultural productivity has developed rather slowly
up to the 1970s, Higher investment efforts in the 1970s under the third
development plan did raise productivity increases to about 4 percent
annually, but still appear as insufficient to cover supply deficits of
especially cereals (wheat, barley) (see figure II-2).

Economic development in the 1950s has been characterized by import
substituting industrialization., In that period import substitution for
non-durable consumer goods has been virtually completed., Import substitution
policy has not been pervasively extended towards intermediate products,
capital goods and consumer durables as domestic demand was considered

to be too smell. Import substitution only took place in some intermediate
sectors {with large public investment funds), such as fertilizers, natural-
fiber yarns, steel. Government policy towards imports of consumer durables
{8), only created a miniscule contribution to overall growth (9). However,
it does explain the low component of non-food consumer good imports in total
imports, The share of durable consumer good imports in total did not exceed
2.0 percent in the 1972-78 period.

Imports of intermediate products and capital goods absorbed the major

share of import growth. This part of import growth is narrowly related to
industrial export production. It has been estimated that the direct import

component of exports roughly reaches a 50 percent level (10},

cont.} separation of input between imported and domestic components by
sector is not easily achieved, because in many cases it is simply not known.

_ The same holds fox the distinction between competitive and non-competitive

(8)

(9}

imports, because for scme items there will be no domestic produce in one
stage of economic development, whereas domestic production may have been
developed in another stage. As such it presents a problem which has to be
handled carefully.

Imports of automobiles, refrigerators and televisions have been largely
prohibited. Satisfaction of most domestic demand only was made possible
after start of domestic production.

See L., Westphal, "Manufacturing®, in: Hasan and Rac {eds) (1979}, p. 248.

{10} PFrank, Kim and Westphal (1975}, pp. 81 ff and Westphal (1979), ibid,p.259.
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5}'Import substitution policy has been rather selective from the 1960s
onwards and these could bhe selective as export growth remained high and
huge foreign aid and capital inflows filled the throats of hungry Korean
investors. These conditions, export growth and no difficulties in
attracting foreign capital, release imports to a practically unconstrained

level,

Although the trade balance closed in 1977, import growth did not stagnate,
On the contrary imports grew significantly in 1976 and 1977 (26.9 and 23.8
percent respectively), and import requirements are expected to rise
continuously in the near future as well, as the currently most dynamic
industrial sectors are the more capital-intensive sectors like machinery,

electrical equipment and transport (esp. shipbuilding).
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11.4 Model equations foreign trade

Mocdel equations

_E@.rt_s- (W/mG
or
= i
(II-1) B, = fi (e.pe TS ; SubsE. E, eri)
i for
i
i=1l, ..., n; input-output sectors
Impor{s
(1I1-2) M = Megoa t M P M t Mcap * M ther
»
(II-3) Mz = fi (Cfood " Xeood, ! 6Stfood + P food.)
: i i i i m i
(11-4) M =F{C
i i
(BI=5) Mppe o S E (Bp oWy Xy)
i i
(I1I-6) M =f (I , I )
cap ipy gi
(II-7) =M

Mother ~ Mother

Foreign Trade Ralance

(II-8) F = LM -1IE;

List of symbols

Ei = Exports by industry i
e = Exchange rate
p: = World market export prices of commodity output of industry i
i
Weor = Wage level in Korean industry i
i
VA, = Value added in Korean industry i
or,

- 18 -
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Wfor = Wage level in competing foreign industry i
Ti
VAfor = Value added in competing foreign industry i
i
SubsE = Export subsidies
WTRi = World trade volume by industry-linked commodity
Mi = Imports by industry (or type of commodity) i
Mfood = Food imports
Cfood = Feod consumption
xfood = Domestic food production
&Stfood = Use of food stocks
E 3
P rood T Jmport prices of food items
Mc = Imports of non-food consumer goods
Mint = Intermediate imports
tm = Import tariffs
ui = Input co@fficient of output of industry i
Xi = Odtput of industry i
Mcap = Imperts of capital goods
Ip = Private investments
Ig = Public investments
Mother = Other imports

IT.4.1 Exports

Exports largely are determined by exogenous factors, by world market prices for
each commodity (p: }; wage cost differentials per unit of production in Korean
export sectors coméared to wage levels prevailing in competing economies
(W/VA) or
} and world trade volume per sector (WTRi).

((W/VA)fori
Government policy has been introduced as directed towards influencing prices
of export sectors to a competitive level. This can be effectuated by trying to
influence the cost structure of export production, i.e. by keeping Korean wages
low and by subsidizing export prices in relation to world market prices ox

changing the exchange rate (e).

- 19 -
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It is clear that exports largely are demand oriented. Differences between
cost structure of Korean industrial production and that resulting from inter-
national market competition will determine foreign demand for Korean products.
Export oriented industrialization has been supported by liberal import
policies towards intermediate and capital goods. Therefore Korean exports
(having no natural resource base) are not considered to be supply oriented
or supply constrained.

First entrance towards export specification will be disaggregation by
commodities according to SITC-numbers. Disaggregation should be most detailed
towards manufacturing products. Linkage of commodity data to input-ocutput
sectors will be the following step which is, however, with regard to certain
commodities and sectors a very difficult procedure. Some compromises probably
will have to be made.

As penetration of developed market economies ig important for Korean export
performance, disaggregation by bilateral trade flows will have to be included
as a final extension. The trade matrix to be comstructed must contain inter-

national, national and sectoral consistency reguirements.

I1.4.2 Imports

It is fashionable to distinguish between competitive and non-competitive
{complementary) imports. As has been noted above (footnote 7} a problem

occurs in defining whether a product or sector output is competitive or not and
whether it remains in the same category in the period analyzed. Therefore as a
first entrance the distinction is made by type of and use of import goods.

Imports are defined to contain imports of food (M }, non-food consumer

food
goods (MC), intermediate goods (Mintj’ capital goods (Mcap) and other

ther)'
Equation II-3 relates food imports to aggregates of demand for and supply of

commodities and services (Mo

food., Food demand (Cfood} will be determined elsewhere in the system, depending
on income levels and demand elasticities of food consumption to food prices
and incomes. Domestic food supply will comnsist of domestic food production
(x

od) and use of grain stocks (A St }. The former variable is determined

byfzhe agricultural production functiiﬁ?dGrain stocks will depend on government
policies in previous periods, as the Korean state organized grain funds and
grain stock accumulation as a base for the food price control system. The
development of domestic food prices vis-a-vis world market prices of food
products (esp. grains), the size of the grain stock and the size of the grain
funds (to subsidize food prices) will determine the level of food imports to

cover the domestic deficit {see alsc chapter V, par. 4 on this).
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Equation II-4 shows that imports of non-food consumer goods are assumed to

be exogenous, or more correctly to be an instrument of government policy (11).
Import substitution has been ox is being effectuated for these type of
commodities through import quota, or even by simply prohibiting imports of
certain commodities (see above par. II1.3}). If policy changes would lead to

indirect controls through import tariffs, the equation can be easily transformed
into:

(II-4a) M = (p -e p* ) m Cnf A=1, ...; k; socio~economic groups
e, . m, m e, 1 A
ij i i i
in which m is the import coéfficient by commodity or sector ocutput sz 2!
. r
i

non-food consumer demand for commodities or sector cutput by socioc~economic
group. The import tariff (t } eguates domestic prices to world market or import
prices and is formulated as (p - e.p ). Consumer demand again will be related

to income levels by socio-econoiiic groups and their respective consumption

elasticities.

Equation IT-5 explains functicnal relationships of intermediate imports. Inter-
mediate imports (Mint ) relate to input requirements of production (ui, xi'

where u, are technical input coefficients) and their import component (Mint.)’
Import tariffs (p - e.p ) form the import substitution policy instrumentl
and will be low (or zero) %or export production, Here one might make a split
between non-competitive and competitive intermediate imports (raw materials).
For competitive imports the price will be determined in the domestic market,
and thereby determining the import tariff, In the case of non-competitive
imports domestic prices are determined by world prices. Intermediate imports
are related to production and not to investments as intermediate imports are
part of the supply of working capital to production and will vary proportional

t¢ preduction changes given input and import coefficients.

Equation II-6 relates capital good imports (Mcap) to public and private
investment efforts (Ip and Ig]. The functional relationship can be considered
to be quite standard in LDCs, which economies generally lack a significant
capital good sector. Import coefficients of private and public investments
probably will differ. The import component of public investments isgenerally
lower than that of private investments, as a large share of public invegtments
are in social overhead activities like roads construction which do not have a
high import component.

{11} No distinction has been made between consumer durables and non-durables
as both contain, also taken together, insignificant importance in the
overall import structure.
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Equation II-7 assumes the remaining imports (Mot

her) as being autonomous

oY eXogenous.

The foreign trade balance {egq. II-8) defines the foreign capital requirements (F),
when leaving aside current transfers from abroad {net) and factor incomes

from abroad {net). The latter two categories will be included in the next
-chapters (IITI and IV). In fact the trade block closes through the adjustment

of foreign financing to import requirements, which are by and large endogenous
with the rest of the system (consumption, production and investment). In reality
the contribution of import substitution peolicies in closing the trade gap is
small, as imports of consumer goods are insignificant and import tariffs for

intermediates are kept low in order to stimulate export production.

STATISTICAL ANNEX TO CHAPTER IT

Tables II-1 to II-6.
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Table II-1 South-Korea: Foreign exchange gap, 1960-19278

{bln_Won)
1960 1965 1970 1971 1972 1973 1974 1975 1976 1977 1978

Volume

Exports of goods & non-factor services 8.2 68.6 38L.7 516.9 819.1 1577.7 2071.2 2748.4 4358.5 5966.8 7584.9
Imports of goods & non-factor services 31.0 127.8 643,2 866.6 1015.1 1739.6 2916.4 3612.6 4595.1 5967.4 B264.3
Net current transfers from abroad i18.5 54.0 56.1 58.5% 66.9 75.7 90.4 109.7 168.8 107.9 226.5
- Net to government 16.9 35.7 26.5 22.1 19.8 14,0 27.9 32.6 74.0 25.3 18.9
- Net to private sectors 1.5 18.2 29.6 36.4 46.9 6l.8 62.4 77.0 94.8 82.5 209.6
Net factor incomes from abroad 1.8 7.7 11.8 - 3.5 -15.2 - 37.0 - 65.6 -148.9 - 83.8 -101.3 - 49.4
— Compensation of employees 1.5 7.3 23,1 28,6 40.0 31.9 32.86 36.7 ‘66.4 139.2 n.a.
- Property income 0.3 0.4 -1.3 -32.1@ - 55,2 - 68.9 <+ 98.2 -185.6 =-150.2 -240.5  n.a.
Current Account Deficit of Balance _ _

of Payments 2.5 - 2.5 193.5 294,7 144.,7 123.2 820.5 913.3 151.7 5.9 500.3
Percentage of GDP

Exports (E} 3.4 8.6 14.3 15.8 20.4 30.1 28.2 28.0 33.2 35.6 "34.0
Imports (M) 12.8 16.2 24.1 26.4 25.3 33.2 39.7 36.8 35.0 35.6 37.1
M-E 9.4 7.6 9.8 10.6 4.9 3.1 11.5 8.8 1.8 0.0 3.1
Net current transfers from abroad 7.6 6.8 2,1 1.8 1.7 1.4 1.2 1.1 1.3 0.6 1.0
Net factor incomes from abroad 0.8 1.1 .4 -0,2 -0.4 =-0.7 =-0,9 ~1.6 =-0.7 - 0.6 =-0.1
Current account deficit 1.0 - 0.3 7.3 9.0 3.6 2.4 11.2 9.3 1.2 0.0 2.2

Socurces: UN, Yearbook of National Accounts Statistics: IMF, International Financial Statistics.
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1
Table II-2 South-Korea: Export ) growth, 1960-1977

{annual percentage increase)

Year growth rate year growth rate
1960-63 18.9 1971 20.4
1963-65 29.5 1972 36.9
1966 42,4 1973 55.4
1967 32,7 1974 - 3.1
1968 39,5 1975 16.6
1969 36.1 1976 43,0
1970 19.6 1977 25.7

Source: UN, Yearbook of Natiocnal Accounts Statistics.

1} Exports of goods and non-factor services in constant prices (1970 = 100)
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Table II-3 South Korea: Major Merchandise Exports and Export Shares
{mln. US $, percentage of total merchandize exportsi

SITC code Category 1962 1963 1964 1965 1966 1967 1968 1969 1970 1971 1972 1973 1974 1975 1976 1977 1578
0-4 Prinary exports’’ 80.6 54.3  SL.I 38,9  38.4  31.9 25,5 22,8 2.7 16,5  14.0  12.6  12.4  16.3  10.1  12.5 9.0
a Pood and related prcductszl 39.8 20.5 22.2 16.1 16.5 11.8 9.6 7.6 7.0 5.2 5.0 5.6 5.1 10.2 5.1 7.8 5.8
1 Tobaceo 6.2 0.3 0.3 0.5 2.8 2.2 1.9 2.4 1.8 1.4 0.9 07 1.1 1.3 1.1 1.1 0.9
2 Crude materials, excl.fuels’! 35.4  30.4  26.4 21.1  18.5  17.3 13,5 11,7 1.9 8.8 7.0 5.2 3.8 2.7 2.0 2.4 2.0
3 Mineral fuels 5.0 3,0 2.1 1.1 0.6 0.6 0.5 0.8 1.0 1.1 1.1 1.1 2.4 2,1 1.9 1.2 0.3
4 Animzl and vegetable fats 0.2 0.1 0.1 0.1 - - - - - - - - 0.0 0,0 0.0 - -
5-8 Manufactured exports’ 19.2  45.4  48.7 60.0  6l.4 68,0 74.5  77.5  78.3 B35 5.9 87.2 87.2  83.5 89.6  B7.5  90.7
L] Chemicals 1.8 1.0 0.5 0.2 0.3 0.7 0.7 1.6 1.4 1.4 2.2 1.5 2.1 1.5 1.5 2.3 2.7
6 Basic Manufactures 11,3 32.4 35,3 37.8 337  32.5 3.5 28.0 26.4 0.9 32.0 35.1  33.7  20.5  30.7  30.7  30.7
62 Rubber manufacturas (0.2} (0.6} (0.8} (0.€) (0.6) (0.1} . (G.5) (0.4} (0‘4)  {0, 4} (G.7) (0.6) {1.5) (1.8) (1.8) (1.6} {1.8)
6 Wood products”) 4.2) (71.3) (9. (0.4 (12.3) (12.2) (14.5)  (12.0) . (11.2) (12,1} {10.8) (9.2) (5.1) (4.8) (5.2} (4.8} (4.2)
65 Textiles 0.4) (9.0 (16.5) (15.0) (13.8) (15.3) (13.4) {10.6] (10,2} (12.9} (10.9) (13.5) (11.0) {(12.8) {(12.4) (10.8} (12.1)
67 Iron and steel (1.1} (13.5) (3.8) {7.2) (3.2) (0.6 (0.3)  (0.8) (1.6} (2.3} (5.7} (5.9) (l0.1) (4.6) (4.8} (3.9) (4.5
7 Machinery and transport
equipment 2.6 4.7 1.8 3.1 3.8 4.4 5.4 8.5 7.4 8.2 10.6 12.3 15.1 13.8 16.6 17.5 20.4
8 Miscellaneous® 1.5 7.3 111 197 23,7 30.4 36.9  39.4 43,1 42,0  4L.1  38.3  36.3  38.7  40.8  37.0  37.2
84 Clothing (2.2 (5.3)  (5.5) (i1.8) (13.3) ({18.5) (24.6) (25.8) (25.6) (28.5) (27.2) (23.3) (2L.5) (22.6) (23.9) (20.6) (20.3)
85 Footwear (0.5)  (0.8) (7.6} (2.3} (2.2) (2.5 (2.4 (L7)  (2.1) (3.5 (34 (3.3} (4.00 (3.8) (5.2) (4.9 (5.4
89995 Wigs and falee beards,etc. (- 3 (0.0) (0.2) (1.3} (4.8) (7.1} (7.7} (9.7) (12.1) (6.5}  (4.5) (2.5 {(L.8) (1.5 (1.0) {0.8) (0.7)
9 Unclassified 0.2 0.1 0.2 02 ol 0.l 0.0 - 0.0 0.0 0.0 0.2 0.4 0.2 0.3 - 0.3
09 Total 100.0  200.0 100.0 100.0 100.0  100.0 106,0  100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0  100.0
Volume index of merchandise experts = 43 17 25 32 19 54 78 100 129 193 306 333 40 623 €15 I
Merchandise export to GDP (%) 2.0 2.3. 3.6 5.9 6.6 6.8 7.7 8.4 9.8 11.4 159 24,5 24.7 25,1  28.4  29.0  27.6
Exports of goods and - . :
services to GDP (%) 5.2 4.9 6.1  B.6 10.5 1ilL.6 13.3  13.5 14,3 15.8  20.4  30.1  28.2 28,0 332  35.6  34.0
Manufactured exports to gross
marufactured output (%) n.a. 3.1 n.a. 9.7 10.0 10.9 12.5 14,1 15.5 19.9 24.8 Jp.z2 330 25.1 28.6 n.a. n.a.
Manufactured exports to GDP (%) 0.4 L0 2.1 3.6 4l 4.7 5.9 6.9 7.8 0.1 13.9 21.3  25.6  20.9  25.5  25.3  25.0

Sources: UN, International Trade Statistics; UN, Yearbook of Haticnal Accounts Statistics;
IMF, International Financial Statisties.

General note: The definition of manufactured exports has been based on that given by
Van Dijok and Verbruggen {1978}

Wotes: 1) excluding STTC-032, 055, 099 and 243,
2) excluding SITC-032, 055 and 099, i.e. processed fish products, processed ve
getables and other processed £ .
3) excluding SITC-243, i.e. shaped wood products, ! BT cod respectively
4) including SITC-numbers 032, 055, 099 and 243
3) including SITC-243
6) including SITC-032, 0S5 and 099.
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Table II~-4 South Korea: Origin of Merchandise Imports and Destination of Merchandise Exports

(percentage shares)

1960 195 1970
Imports

United States n.a. 39.3 29.5
Japan n.a. 36.0 40.8
Othexrs n.a, 24,7 29.7
Exports

United States 6.7 35.2 47.3
Japan 63.4 25,1 28.0
Eurcpe 14.1 12.2 9.1
Other Asia 11.6 23.9 9.8
Rest of world _ 4.3 3.6 5.7

Sources: D, Long (1977), p. 31 and L. Westphal (1978}, p. 36l.

1975

25.8
33.4
40.8

30.2
25.4
18.4
14.9
10.9
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Table II-5 Scuth Korea: Importl) growth, 1960 - 1977

year

1960-63
1963-65
1966
1967
1968
1969
1970

{annual percentage increase)

growth rate

17.3
- 7.6
56.2
30.8
43.6
26.6
8.0

1971
1972
1973
1974
1975
1976
1577

growth rate

2l.1

1.2
36.9
16.7

0.2
26.9
23.8

Source: UN, Yearbook of National Accounts Statistics.

Note

1) Imports of goods and non-factor services in constant prices (1970=100).
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Table II-6 South Korea: Major Merchandise Imports and Import Shares

{mln. US §, percentage shares}

Category 1961 1962 1963 1964 1965 1966 1967 __ 1968 1969 i970 1971 1972 1673 1974 1875 1976 1577 1978
Consumption goods 23.0 16.0 25,6 20.3 17.4 12.8 4.9 ; 7.5 22.2 22,9 23.8 21.0 21.5 17.6 15.7 14.8 12.7 11.6
12,7 11.5 21.5 1.9 13.7 10.1 9.4 1.4 16.6 16.1 16,7 14,2 13,4 11.9 13.1 7.1 6.6 6.2

- Food products

- Others 10.3 4.5 4.1 3.4 1.7 2.7 5.5 6.1 5.6 6.8 7.1 6.8 8.1 5.7 5.6 7.7 6.1 5.4

40.9 39.3 42.4 42.3 44.2 47,2 51.2 50.8 53.1 54,3 48.3
34.3 32,2 34.7 38.2 36.0 36.8 40.4 43,5 45.3 45,3 39.7

55.6 60.5 47.2 57.3 8.8 52,0 45.9
44.8 50,5 37.1 50.4 53.86 41,3 39.0

Intermediate goods

- For consumption goods

- For capital goods 10.8 10.0 10.1 6.9 5.2 10.7 6.9 6.5 7.1 7.7 7.2 8.2 10.4 10.8 7.3 7.8 0.0 8.6
Capital g . 16.3 25.3 27,1 20.5 18.7 29.6 ag,3 - 41,6 37.% 34,7 l -33.7 34.8 31.2 31.2 0.4 32,0 3.9 39.2
Gocds n.e.c. 5.1 0.1 0.1 1.9 5.1 5.6 0.9 c.0 g.8 0.0 0.1 0.0 0.1 0.0 0.1 0.1 0.1 0.9
Total commodity imports
(percentage share)Z} 100.9 100.¢ 100.0 100.0 100.0 100.0 100.0 0.0 100.0 i00.0  hOOL.0 100.0  100.0  100.0  100.0 :00.0 100.0 100.0
(vaiue in mln. US $)l) 299.8 421.5 559.90 396.5 439,8 675.6 986.7 1471.6 1810.7 1983.4 2390,.4 2522.0 4236.6 6864.5 7270.5 8767.5 10803.0 14950.8
(value in mln. US $)2) 316.1 421.8 560.3 404.4  463.4 T16.4  996.2 1462.5 1822.8 1983.3 2393.6 2522.0 4240.3 ¢€851.8 7274.4 A773.6 10810.5 15074.4
Importa) ratio to GDP 14,9 17.0 16.4 13.9 16.2 0.4 22.4 26.5 25.4 24,1 26.4 25,3 33.2 35.7 36.8 5.0 5.6 37.1
Terms of trade (Pelpm’ (1970=100} 82.9 B1.8 B4.9 5.3  100.0 103.4 198.9% 100.0 99.1 28,4 93.0 76.3 68,5 79.5 85,3 89,0
Per capita Eood imports. :
index (1970=100} 15.9 18.1 44.8 29.5 2.5 25.1 31.7 55.9 103.2 100.0 128.3 105,8 120.6 131.4 - 123.8 Bl.& 90.5 n.a

Sources: UN ESCAP, Statistical Yearbook for Asia and the Pacific; UN, Yearbook of
National Accounis Statistics; IMF, Internaticnal Finance Statistics.

Notes: 1) Total of classified items.
2} Data consistent with other international sources; the category “goods not

aisevhere classified” becoming a residual as weli.
3) Imports of goods and non-factor services.
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CAPITAL ACCUMULATION AND DEVELOPMENT FINANCE

Economic growth is still highly correlated to capital accumalation, i.e.
investment. Korea's impressive economic growth rates are reflected in an
equally impressive increase in investment efforts since 1960. Table III-1
indicates, gross investment increased from 10.% % of gross domestic product

in 1960 to 28,4 % on average for the 1974-1977 period.

Though the relation between capital accumulation and economic growth is

generally acknowledged, this is not to say that the relationship is

unilinear. The closeness of the relation between investment and economic growth

will depend on:

- the distribution of investment over sectors, as there will exist productivity
differences between sectors;

~ the gestation-lag of investments may be large and result to a time-lagged
effect on economic growth;

-~ investments may lead to an increase in domestic production {capacity), but
may meet jinadequate demand (domestic or foreign), thus creating excess
productive capacity;

— learning by doing effects and other externalities, which may result to
economic growth without corresponding investment increases.

However, the suggested mutuality of investment growth and economic growth does

not mean that the relationship is automatic or the mere result of the working

of the market mechanism. Especially when dealing with less developed economies
structural disequilibria from institutional rigidities and sectoral dis-
crepancies may hamper the occurrence of Keynesian multiplier or acecelerator
effects. Public investments then may become important to remove supply

bottlenecks (1).

In line with the above argument, it can be argued from a ‘'structuralist' stand

that development finance (gavings) is no major constraint to investment. The

argument may hold the more for open economies, in which case export surpluses
or capital inflows will allow for the closure of the accumulation bhalance,

i.e. investments eguralling savings ex post.

This chapter will deal with the above issues within the context of Korean
economic Gevelopment, for the sake of identifving the basic relations between
investment and savings and the mechanism underlying the closure of the
accumulation balance.

{1) A global treatment of some issues in state intervention in industrializing
LDCs can be found in A.M. Choksi (1979) and also Vos (1980).
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III.1 Sectoral investment behaviour and investment decision-making

Annual growth of real gross fixed capital formation averaged to about 18 %
for the 1960-1977 period. Major share of investments has been absorbed by

manufacturing sectors and social overhead capital development (exceeding

50 % of total fixed investment). As table III-2 indicates,investment in the
form of social overhead capital (esp. electricity, gas and water, transport
and communication) exceeds investment in manufacturing. It has been pointed out,
furthermore, that investment growth both in infrastructure and manufacturing
has been closely linked with export expansion (2). Of course, in the Korean
case this does not sound like a very surprising conclusion. However, for

the model system the information is important for the formalization of

investment behaviour:

a}) to a large extent investment behaviour in manufacturing will be linked to
export demand and additionally by state policy towards stimulating export
production and influencing wages;

b) direct govermment influence on investment behaviour is éignificant as
public enterprises dominate social overhead sectors (two-thirds of

electricity, etc.; one third transport and communication} {3).

II1.1.1 Private investment behaviour: manufacturing

Investment growth has bheen predominant in manufacturing sectors, and more in
specific in manufacturing export sectors. The Korean economy is, however, not
a very small one {regarding the size of the population} and there exists a
considerable (potential) domestic market. Therefore one may allow for two
types of investment functions, i.e. one for domestic market production and

one for export markets. Continuous growth of Korean investments and related
economic growth allows for a predominantly demand-oriented investment function.
Domestic demand will be determinant of profit expectations of investors in
domestic market sectors. To private investors for export production, of course,
trends in export demand will have an important impact on profit expectations.
Parameters for investment behaviour by sector and market orientation will

have to be estimated with the help of sectoral production statistics.

{2) D.C. Rac, "“The Pattern of Economic Growth, 1961-1976", in:
Hasan and Rao (eds) (1979), Ch. 1.

{3) For a thorough analysis of public enterprise impact on the
Korean economy, see L.P., Jones (1975).
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The elasticity of real wages ¢o productivity changes does not prove to be a major
explaining variable of profit expectations in recent years. As will follow from
analysis in chapter V real wages have grown - on average - in line with
productivity increases; in several years real wage increases even exceeded
productivity growth. The development of real wages to productivity changes

as such then will not explain investment behaviour, but rather wage costs
comparative to wage costs in competing iIndustrial export countries. It has
been indicated (4}, that Korean wage costs remained internationally competitive
as these were lower than those in HongKong, Singapore and Taiwan and were

about one fifth of wage rates in Japan., However, industrial wage costs were
highexr than in The Philippines, Malaysia and Thailand. ARvoidance of meeting
high competition from the latter economies will have to bhe done by export
diversification or shifts in sectoral gpecialization. As we have seen in
chapter II Korea succeeded in changing its export structure towards

more skill-intensive sectors like electronics, machinery and shipbuilding.

III.1.2 Public sector investment: basic industries and social overhead

The direct influence of the Korean State on investment is hséavily under-
estimated by the figures supplied in tables III-1 and III-2, Public
investments as indicated in the tables only refer to general government
investment efforts, Direct investment by the state through a public enterprise
'sector' is far more significant to Korean development than it is often
suggested. The underestimation of direct public sector intervention in
production in Korea is probably due to the fact that, unlike many LDCs, the
Korean state's reliance on public enterpriges is not a function of ideoclogical
or rethorical imperatives. In most cases public enterprises operate as a
rather pragmatic response to the deficiencies and imperfections of the market
(5). Or put in other words, they operate in order to remove supply ‘bottle-
necks', As in many LDCs, most public enterprises in Korea are in the very
capital-intensive sectors characterized by large indivisibilities and strong
economies of scale. They operate in highly imperfect product markets and
dominate the most concentrated sectors of the economy such as petroleum
refining, fertilizers production, tobacco manufactures and non-ferrous ore-mining.

The {Gini-)concentration ratio's in each of the above industries in 1972

were 0,98, 0,70, 0.77 and 0.92 respectively (Jones, 1975). From 1963 to 1972,

(4) Rao, ibid
(5) c¢f. L.P, Jones (1975), pp. 129 ff.
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the output of public enterprise sector grew at a real average rate of 14.5 %

. per year, while the economy as a whole grew at about 9.5 % annually and the
non-agricultural economy at 12,2 % (Jones, 1975, p. 74). During the same
period Jones's estimates show that about 30 percent of gross investment was
absorbed by public enterprises. Its investment share even amounted to 42 %

of total investment in 1972.

Developmental motives have dominated the eXpansion of public enterprise
activities over other motives as revenue requirements of the central government
{holds only for the historically established cigaretted monopoly) or a state
ideology to gain economic power and control. Public enterprise activities have
been directed towards creating externalities for the private sector. This makes
a functional relation between public investment and private sector behaviour
plausible, as it will be suggested in par. IIT.4. Major share of public
enterprise activities have been in import substituting sectors. However, due
to the capital-intensive and large scale nature of P.E. production (petroleum
refining, mining, transport} and Korea's poor natural rescurce endowment,
public enterprises contributed te an increase of the nation's current account
deficit rather than reducing it. In 1971, the public enterprise sector as a
whole induced direct and indirect imports that exceeded the sector's total
exports, resulting in a 11.6 percent sectoral trade deficit. However,
pecuniary externalities of public sector activities towards the private sector
are considered to be significant., Import cost of private production might have
been considerably higher (given the same economic growth rates) without direct

state involvement in production (6).

117.1.3 Investments in other sectors and household investment

Investment in agriculture is predominantly government financed as well.
Investments in this sector have been directed towards improving rural infra-
structure (irrigation, etc.). Absolute investment levels have increased
significantly in the 1970s, maintaining a constant share of 9 to 10 percent
of total fixed investment, The major effect of increased agricultural
investment effort has been an increase of agricultural productivity to an
average of 4 % for the 1970-77 period. Korean agricultural productivity

has long been relatively stagnant. Recent investment efforts can be seen as
making up for long lived relative neglect of agriculture. Agricultural
productivity growth thus depends predeominantly on government intervention

(through rural public invesgtments and large gubsidies on fertilizers).

(6} Jones (1975) has estimated that Korea's current account deficit would
have been 25 percent larger in the abhsence of the import substituting
public enterprises.
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Investment in the private services sector may be seen as a function of industrial
activity or domestic demand, depending on the type of service activity. Except
for one major component: household investment in owner-occupied dwellings. Major
part of investment by households consist of this type of real estate investment.
The level of household investment will presumably be positively correlated to

househeld incomes.

IrI.1.4 Direct foreign investment

Three decision-making entities on an aggregated level have been mentioned

thus far: private enterprises, the state (and its public enterprises) and
households. B more realistic picture of the political economy of Xorea can

be obtained by identifying the significance of foreign investment behaviour.
Foreign productive investment can be analyzed in two respects: (i) direct
foreign investment reflected as a capital flow on the balance of payments;

(ii) total investment by foreign owned enterprises. The former will be dealt
with below in the context of total investment financing. The amount and relative
importance of direct foreign investment inflows can be easily calculated from
the balance of payments data. The latter related to the ownership structure of
production. Investment behaviour of foreign investors will differ from that of

domestic investors.

Data on foreign ownership of productive assets are often hard to obtain. In the
cage of Korea one may rely on the excellent study by S.H. Jo (1977), although
data from this gtudy are not completely congistent with the data given here (as
far as these are related to macro-economic totals). The relative macro-economic
impact has been estimated not to be very significant: amounting to 3,1 % of
domestic fixed capital formation in 1974; its share in manufacturing fixed
investment amounted to 4.5 % in 1974, However, the significance of foreign
controlled investment has been dominant in some sectors. In the period 1962-68
US—investors were predominant (81.7 % of total foreign productive investment),
whereas Japanese investors 'took over' in the 1968-74 perijiod (72.3 % of

foreign investment in the period from 1968 to 1974). The shift in nationality
of investors coincides with a shift in distination by sector of foreign
investments. Whereas foreign investment in import substituting industries
{domestic market production) predominates in the 1962-68 period, thereafter
from 1968 to 1974 (and presumably today) foreign investors have been attracted
to export oriented industries. By industry branch within the manufacturing
sector the major shift is from chemicals and petroleum to export sectors

like clay (ceramics), metals, machinery, electronics and transport. Except

for the transport equipment sector, foreign firms have dominated total

exports of these sectors. These trends are indicated in tables III-3 and IIT-4.
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IIT.1.5 Investment demand: conclusion

Four major investing entities have been distinguished: three private
institutions: domestically owned enterprises, households and foreign
investors and one public institution: the state. Enterprise investment

{local and foreign) in manufacturing results into two behavioural equations:
one for enterprise inwvestment in sectors producing predominantly for domestic
markets and one for investment in export sectors. Investment behaviour

will be linked to domestic demand and domestic market protection (import
substitution} and export demand and international wage differences respectively.
Sectoral disaggregation, shares of local and foreign ownership and parameter
estimates are to be obtained from production censuses. If these do not
supply the wanted disaggregation level, the above cited studies may supply
hypotheses on sector shares and ownership shares.

Household investment will be related to househeold incomes.

Public sector investment is determined as an instrument of government policy
having on the one hand an avtonomous component and on the other hand will

be determined with a year's time-lag to supply bottlenecks of domestic
production (reflected in private investment levels in sectors like agriculture
and social overhead in relation to economic growth rates).

Public enterprise investments are to be included in investment by the state,
as these are closely linked to general govermnment policy. Data-sources,
however, seldomly categorize public enterprise investments, but rather include
these in enterprise investment. However, the studies by Jones and by the Bank

of Korea (flow of funds analysis) will supply sufficient data for Korea.

IrI.2 Saving behaviour

I11.2.1 Mobilization of financial resources

Korean domestic savings ratio (gross savings to GDP)increased enormously in
the 1960-1977 period: from 0.3 % in 1960 to 26,2 % in 1977, The estimate for
1960 is considerably lower than figures generally given in the literature

as it excludes high levels of foreign aid supplied to the Korean government
{7.1 % of GDP in 1960). This increase in domestic resource mobilization
especially reflects an increase in household savings and public savings. In
September 1965 the government amnnounced an interest rate reform, raising
substantially interest rates on both commercial bank time and savings deposits

and loans. Improved fiscal policy through several tax laws (7), decreased

(7) See a.o. Frank, Kim and Westphal (1975}, p. 27.
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state's reliance on Central Bank finance {money creation) and control of the
money supply and inflation was increased. As inflation decreased and nominal
interest rates on time and savings deposits rose, real interest rates increased
in the mid-1960s at approximately 10 % per annum ©n average. These
developments are reflected in table III-S5.

Enterprise savings (retained profits) increased as well, but remained a deficit
sector, financing approximately 50 percent of its investments out of own
savings, therefore requiring additional finance from credit expansion to

make up for the other half of investment finance. The rapid rise in bank
intermediation from the 1960s onwards, relieved bottlenecks associated in

the past with a scarcity of working capital,plaguing the economy,.

Entrepreneurs found new access to bank finance, creating opportunities

embarking on profitable ventures of investments of higher productivity.

South-Korean reconstruction after the Korea-war was financed largely from

U.8. foreign aid flows, These remained significant until mid-1960s as follows
from table IIT-6. After 1966 South Korea's foreign exchange holdings continued
to accumulate rapidly, mainly as a conseguence of both short-term and long-

term foreign loans. The trade balance continues to show deficits, needing
foreign financing. Policy reforms implemented in the early 1960s - like the
changes in the exchange rate system moving to a unified rate of 270 Won to

one U.S. dellar in 1965 (from 130 Won per dollar in 1963) and the increase

of the nominal interest rates - these reforms, together with rapid export
expansion, created high incentives to foreign leoans flowing to the Republic.

The high domestic nominal interest rates locked like high real rates to
foreigners, who had the option of repatriating short-term financial investments
at a stable exchange rate parity. frefarencial policies towards foreign investors,
including a packaye of tax concessions for direct foreiyn investments, were
established simultaneously to stimulate the inflow of direct foreign investments
and technology. Conditions to private foreign investors were made very favourahle
as the limits on equity investment and profit remittances were completely removed
in 1966 (8). Around 1970 measures were taken to reduce dependence on foreign
capital flows, by devaluating the Won and relieving credit expansion by

changing bank reserve requirements and compulsory deposits. The creation of
Export Processing Free Zones to stimulate exporté decreased dependence on
accommodating financial capital flows, but increased dependence on autonomous

direct foreign investment inflows., These trends are reflected in table III-7.

(8) Westphal (1978), p. 380 note 27.
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However, as investment rates increased significantly an investment-saving gap
continues to exist. It follows from table III-5 that the enterprise sector
and the general government are to be considered as deficit entities, whereas
households are to be considered as a surplus entity. Dependence on foreign
financing remains, Thexre is, however, no reason to assume that investments
are constrained by savings. Investment decisions are assumed to be taken in
the light of domestic and export demand, wage cost and investment incentives,
hence decision-making to save and to invest appears to be independent rather

than interdependent.

The idea that accumulation of savings should precede additional investment seems
to be characteristic in a 'primitive' economy in which savers and users of
gavers are invariably the same. At the level of the firm it can be argued,
however, that in 1DCs due to an inadequately functioning capital market and
monopoligtic market conditions, enterprise investments are by and large
financed from retained profits (9). However, it has been emphasized {10}, this
is not the same as to say that investment will be savings constrained. It
rather explains that firms are able to finance their own investments and that
lew investment levels in 1IDCs will be caused by supply bottlenecks on the one
hand, and by political constraints on mobilizing savings from other parts of the
economy on the other; rather than by a lack of saving potential.

In the Korean case a few features reject a 'prior to savings'’-approach:

1) Though investment rates have been high, agricultural surplus and savings
have been relatively low due to rather low productivity levels (relative
to other sectors) and labour-intensive small size agricultural land-
holdings. Moreover, agriculture did not produce significant export crops,
thus has not been able to raise import capacity. On the contrary food
production does not even meet food consumption requirements,and thereby
raises the need for foreign financing.

2} Increase in domestic savings has been linked to industrial growth, leading
to an increase in incomes and consequently to increases of savings and tax
potential. Enterprises have been deficit entities, but credit expansion
allowed for the adjustment of the deficit. Here one qualification to the
above statements must be made. That is that domestic entrepreneurs will
react in their investment behaviour to credit availability from the banks

in the previous decision-making period.

(3} The argument can be found in Kalecki (1954) "The Problem of Financing
Economic Development", in: Kalecki (1976), McKimnon (1973}, FitzGerald
{1978; 1980) and Bhatt and Roe {(1979). '

{10} Explicitly by Kalecki and FitzGerald.
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3} Economic growth, and especially export growth have allowed for sustained
foreign financing to cover investment regquirements.

4) There is no reason to adopt any form of ‘crowding-out' hypothesis, that
government claims on financial resources to finance public investment
will reduce availability of investment finance to the private sector.
This hypothesis is empirically rejected by:

{i) the development of the Korean banking system, i.e. enormous credit

expangion to the private sector in spite of increasing public investments,and

(1i) the direction of public investments towards creating externalities and

reducing supply bottlenecks, thereby stimulating private investments
rather than reducing them,

1I11.2.2 Flow of funds

Table III-5 shows the relationship between net deficit ingtitutions
(enterprises and government) and surplus institution (households). Ex-post

the accumulation eguation needs to balance, i.e.:

(IG - SG} = (SE - IE} + {SH - IH) + (M - E)
Ex~post equilibrium will be established through:
- foreign financing, i.e. capital inflows covering the current account of

balance of pavments deficit:
-~ the financial system: financial intermediation through the banking system

and money creation by the Central Bank (i.e. 'forced savings').
Ex post closure of the accumulation balance also follows from table III-5 however,
financial sector flows have been consolidated. Transfers hetween enterprises,
households and government will, however, be largely channeled through the
financial system. Also, foreign financing will enter the economy through the
Central Bank. The functioning of the financial sector will be analyzed

extensively in the next chapter {(chapter IV).

Financial transactions can be assumed to be 'neutral' towards non~-financial
sectors as far as inflows and outflows of the financial system will weigh out.
Financial sector behaviour will be 'non-peutral' te the rest of the system to
the extent that inflation leads to relative price changes that will affect
'real' sector behaviour (adjustment of private consumption, declining saving

propensities as real interest rates will decline, etc.).
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Consistency of total inflows and outflows of financial resources can be
derived from a flow of funds matrix. Scheme III-1 gives a consolidated
flow of fund matrix of the Korean economy in 1276, representing net flows
between non-financial sectors, the rest of the world and the financial
system. The columns of the table represent net inflows or receipts by
sector, whereas the rows show net outflows or expenditure by sector. The

data are percentages of GDP and are derived from table III-5.
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SCHEME Iil-~l: Consolidated Flow of Funds Matrix for Korea: 1976

{parcentages of GDP)

I11-11

1 2 1 4 L 5 o 5
expenditure inancial System
— outflow} Housaholds | Enterprises {Govermnment | External [Total transfers '‘Ovn' Savings | Aggregate
(inflow) . ‘b sector - Financial
receipts e greg;te Resources
- rrowing
Household iHousehold [Total borrowing Housiehold Acquisition
borrowing borrowitg by households savings of funds by
1. Households From From (gross) households
enterprises |government 9.2 9.2
Entarprise rEnt.erprise 1 Short- Total borrowlng Retained hequisition
2. Enterprises borrowlng borrowing term by profits of of funds by
from from capital enterprises enterprises entarprises
households lgovernment inflow to after
- 1(incl. on enterprisas taxes {gross)
ending of { and direct
Ipublic foreign
fexternal investients
resources)
3.2 1.8 1.3 6.3 8.4 14.7
Leng-term [Total borrowing Government Aoquisition
capital by government current of funds by
3. Government government government inflow to account government
borrowing borrowing government savings
£rom from {excl. on (gross}
households snterprises lending to
enterprises)
0.6 0.6 ©.2 6.2
Forelgn Acquisition
savings of foreign
4, External sector (= palance of| funds
payments
current
account
deficit)
1.8 1.8
5., Pinancial System: Total Total [Total Tatal Aggregate - Aggragute
Total transfers lending lending lending lending borrowing lending
= from fram [£xrem £xrom =
Aggregate households | enterprises [government | external [Aggregate
Lending sector lending
{foreign
financing)
3.2 1.8 1.9 6.9 6.9
6. Gross Investment | Investment Investment Total savings | Total
Capital by by by = investment
Formation households | enterprises |government | *Potal
{EInvestment) investment 1)
6.0 14.7 5.0 25.7 25,7
7. Increase in Increase Increase Increase Increase fAggregate Total Increase
total assets in asgets in assets in assets in assets |borrowing savings in tota.lﬂ
{f1low) of of of of assets
households enterprises |government external
sectar 2
9.2 14.7 6.8 1.9 6.9 25.7 32.6

Hurca: Table ITI-5.

Notes: 1) Statistical discrepancy is 0.1 % of GDP
2) Increase in total agsets: the figure represents only the transfers between non-financial
sector through the monetary system. According to Bank of Kerea data (Econcomic Statistics

Yearbook, 1977) total increase in financial transactions amcunted to §,845.7 bln. Won in 1976

or 52.2 % of GOP (see table ITI-B).
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ITTI.2.3 B8aving behdviour and income distribution

Traditional models on economic growth basically represent a conflict between
equity and economic growth, such as the Harrod-Domar or Solow neo-classical
aggregate growth model. The conflict between income equality and economic
growth is, however, seldom made explicit when the assertion of a conflict is
made. The initial effort to make the conflict explicit was made by Kaldor (11).
This was done simply by dividing society into two classes (capitalists and
workers) which possess different saving propensities so as to bring income
distribution into the model. In the model thus formed, output is limited only
by fixed capital formation which, in fturn, cannot exceed domestié savings
since the model is closed. The aggregate marginal propensity to save is .
simply the sum of the class marginal propensities to save weighted by the

class income shares. Thus we may formulate:

S=5 N1+ W
r w

=
1]

S (12)

Since empirical observation seem to confirm that high-income groups are the
higher marginal savers (Sr > sw)' it follows 'logically' that redistribu-
tion of income in favour of the workers' share will result in a diminished
level of economic growth. However, the model abstains from govermment inter-
vention, and foreign financing. Public savings mobilized through taxation can
be directed towards productive investment. Foreign capital flows may finance
increased investment efforts as well.

The model can be extended in several directions:

- introduction of a corporate sector, i.e. identifying retained profits as a
form of self-finance of enterprise investment (13};

- to build in government instruments, such as tax rates on enterprise incomes
(profits) and household incomes (redistributed profits, wages) and, of
course, public investment;

- to allow for foreign capital flows;

- to jntroduce an increased numbher of income groups orx distinguish more socio-

economic groups.

(11) N. Kaldor, "Alternative Theories of Distribution", Review of Ecconomic
Studies 1956.

{12) Where: I = investment W = wages
8 = total savings g = capitalist savings rate
.= profits 8 = workers savings rate

W
(13) Cf. the Kaleckian approach of development finance: Kalecki {1976} and
Asimakopoulos (1977).
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In fact the first three elements have already been included in the

description of the development of Korean savings- and investment effort.

To build in the fourth element is most important with regard to specifying

income distribution and distributive policy issues, however, it is the most

difficult aspect as well, especially with regard to data gathering. In a

growth oriented economy govermment policy will also depend on the view on

the relation between growth and equity which dominates within the state.

The general idea is that high income groups save a higher porportion of their

incomes than do low income groups. However, what is often neglected is the

effect of - say - an income redistribution in favour of low income groups

on effective demand, i.e, the effect on economic growth of a change in demand

pattern and {(possibly) growth of consumption and the import component of such

changes, To analyse such it will require a further study of demand composition
effects of income redistribution. Therefore one needs to establish a linkage
between commodity categories {(demand pattern}, household budget surveys

(income or socio-sconomic group categories) and the industrial sectors of the

input-output table (to derive the employment effect). Then it will become

possible to estimate the relevant elasticities and the consumption, labour
apd import coefficients. Three studies (14) have extended the Kaldor-type
model by introducing a larger number of income classes. The studies conclude
that a change in income distribution in favour of low income classes {through
progressive taxation):

-~ only has a mild effect on savings mobilization (a slight decrease);

- will effect a rise in non-competitive imports (such as 'industrial® food
crops and non-metallic minerals);

- changes the demand pattern towards an increase of consumption of labour
intensive products {esp. cereals) and a decline in demand for capital
intensive products (esp. real estate).

Though these studies acknowledge deficiencies in data sources, the¥ conclude

that there is no argument in favour of inequity in economic growth.

Another study, that by Adelman and Robinson {(1978) ,has built in income
distribution by distinguishing 15 socio-economic groups (7 groups of wage
earners by skill, 2 groups of self-employed, 5 groups of agricultural income
earners by farm size and land-ownership and 1 group of rentiers). As such the
study presents a better political-economic framework to study the relationship
between econcmic growth and income distribution. The savings behaviour by

socio-economic groups thus can be analyzed.

(14} J. Skolka and M. Garzuel (1977); S.M. Suh (1974) and UN, ECAFE {(1972).
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There is, however, one major difference between the Adelman-Robinson study
and our approach: investments are assumed to be savings constrained. Also as
a consequence of general equilibrium type modelling, this leads to different

interpretations of the closing mechanism of the model.

III.3 The clasure of the accumulation balance

In a growing economy like Korea, it is not easy to disentangle the closing

mechanism of the accumulation balance.

Investment sources directed towards export production {directly or indirectly)
still predominantly 'feed' the economic growth engine, R certain econcmic
growth target based on export growth expectations will require a certain
level of private investment and complementary public investments (to remove
infrastfuctural and supply bottlenecks). To meet a growing investment effort
more savings are to be mobilized. The following steps can be distinguished

in the Korean adjustment mechanism towards ex-post equilibrium of the

accumulation balance: ‘

1} There will be some Keynesian effective demand adjustment, Investment growth
will induce income growth and an income-related growth of aggregate savings.
The mere income effect presumably will not be sufficient to cover demand
for investment funds, as leakages (the import coefficient!) will be
large.

2) PFiscal policy instruments have been implemented to influence savings
behaviour and increase domestic savings:household savings have been
increased considerably under influence of rigorous monetary reforms
{changing the interest rate) and several tax reforms have increased public
savings. These measures certainly have had considerable impact on savings
in the mid 1960s, though only related to the structural c¢hanges in the
economy. No major adjustment effect from fiscal and monetary policies is
currently present as financial intermediation is at a stage of only
allowing for 'fine-tuning' policles and tax revenues being exempted by
export subsidies and tax facilities,

3} Import growth is proportional to investment and output growth, because of
poor natural resource endownment and only mild import substituting policies.
The foreign trade gap still does not close, thus dependence on foreign
capital ('savings') remains. Forelgn aid dominated capital inflows from
abroad until the mid 1960s, thereafter long-term and short-term borrowing
{increasingly from U.S. and Japanese commercial banks) largely covered the
foreign exchange gap. In recent years autonomous capital inflows in the
form of private direct investments have become a significant source of

foreign finance as well.
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4) 'Real’ economy imbalances increasingly find equilibrating adjustments in
money-holding behaviour, as the financial system has become a major mediator
of flows of funds. Money-holding behaviour can be influenced as mentioned
above by changing interest and tax rates (increasing household savings and
government savings). If these Keynesian fiscal policy instruments prove to
be insufficient, money-~creation may induce Pigouvian cash balance effects.
Or, in our own terminology, 'forced savings' are created through price
increases. In that case private consumption will be the ultimate adjusting

variable.

The latter adjustment mechanism will be elaborated more in the next chapter

on the monetary sector, Our findings on the Korean economy conclude to an
endogenous adjustment of the accumulation balance by foreign financing

(imports still exceed exports) and that money creation is a residual source

of finance after foreign capital inflows. Apparently unconstrained inflows

of foreign capital characterizes the dependent nature of the Korean economy.
Reliance on foreign investors, banks and governments on the one hand has allowed
for avoidance of radical domestic adjustments in the financial sphere, but on
the other hand has created significant political influence of the major

suppliers of foreign resources, i.e. the (.8, and Japan.

Dynamic adjustments of the real variables are induced through the price system:
imported inflation and money creation related inflation, affecting incomes and
consumption behaviour. Income redistributive effects are to be analyzed from

the whole model system, which will need to allow for specification of consumption

and savings behaviour by different socio-economic groups.
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I1I-16

Model equations

% a. INVESTMENT BEHAVIOUR
dom for
- = o+
{ITI-1} EIij'l EIEij + EIEij + ZIHl,j EIGj
in which i = 1, 2 1 = domestic market
. production sectors
2 = export gectors
; i=1l, ..., n: input-output sectors
A=D1, ..., k ; socio-economic groups
1. Housgholds
(I1I-2) IHLj = £ (HOI,, i/p)
2. Enterprises
dom  _ *
(111-3) IElj = fij([GDY], (p~ep ) M, I 1, b T )
- {W/VA)
(111-4) 12F = £ (Jeoy], (p - ep® ) M, 1 _, oty g
El, 1] m G-l ——
3 (W/VR) ¢
or, .
1]
dom *
(I11-5) IE2j =f,, B, (p-ep ) E I, AL )
for x /R kor,,
(ITI-6) Lo, = f2j (E, (p - e.p _e) Er I, T )
] for., .
2j
(III-7) Ip = IH + IE
3. Public sector
I1II-8 I.. =A,+ail_,,
( ) GJ 3 pij~1
b, SAVING BEHAVIOUR
— = +
{III-9) zsij,h ESHl ZSEij + SG + F
1. Households
{(11I-10) Chi = f (HOIA, 1°R ll/p

(III-—lOa)Chl Chhtl - thA} HOI

A

{I;I-—ll) (] Shl(l"‘ tm) HOI,
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1. Households (cont.}

(I1I-12) Ta, = £ (HOI}‘]
(III-12a) q, =f£ (il/p)
(IIT-12b) IHA = {al + qx) SHl
(ITI-13) AQy = (1 - oy = q;) 8y

2. Enterprises

(F11-14) sEij = Sty (3 - teij} Hij
(ITI-15) T, = Spy % BT 0 + ALy,
3. Public sector
(I711-16) GR = (t_ BOI +t_ 1) + [t _c
(I1T-17) GE = €, + I_ + (p - e.p’e)a + Subs_
(111-18) €y = gy + o (SR AL,
(IT1-19) S, = GR - (GE - T.)
(I11-20) I, = S, + b F_ + & Cur
4. Rest of the world
(III-21) F =M - E
(111-22) F

=A FG + &FE + AIF + AR

H

ITxr-17

! -
+ txx + (p - e.p m) M| + GR ot her

i3
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Irr-18

List of symbols
Iij}k = Investments by market orjientation {i), sectors (j) and socio-economic
groups {(A).
Igom = Privéte investments of domestically owned enterprises.
I;or = Private investments of foreign~owned enterprises.
IH,A = Household investments by socio-economic groups.
Ig = Public investments by general government and public enterprises,
HOIl = Household incomes by socio-economic group.
GDY = Gross domestic income.
P = Domestic price level.
e = Exchange rate.
p*m = Import prices in terms of forejgn exchange.
= Imports
ror = Wage level in Korean industry.
VAkor = Value added in Korean industry.
Wfor = Wage level in competing foreign industry.
VAfor = Value added in competing foreign industry.
E = Exports.
p*e = World market export prices in terms of foreign exchange.
ﬂLE_l = Credit supply of commercial banks to enterprises in previous period.
Ip = Private investments.
Sij,l = Savings by sector and socico-economic group.
SH,A = Household savings by socio-economic group.
SE = Enterprise savings or retained profits.
SG = Public savings
F = Poreign financing.
CHl = Household consumption by socio-economic groups
Sy = Marginal propensity to consume of households
thl = Marginal tax rate on household incomes
ay = Parameter of income related household investment.
a4y = Parameter of real interest related household investment.
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ACur

AR

Increase in demand and time and savings hank deposits of
Nominal interest rate on time and savings deposits.
Marginal savings rate of enterprises.

Marginal tax rate on enterprise profits.

Direct foreign investment inflow,

Credit supply of commercial banks to enterprises

Enterprise profits.
Government revenue.
Marginal tax rate on consumption.

Marginal excise tax rate on production

Gross domestic product,

Other govermment revenue.

Govermment expenditure.

Government consumption (current government expenditure).
Government subsidies to enterprises.

Parameter of government consumption to income growfh.
Increase in foreign aid and borrowing to government.
Money creation (change in money supply).'

Increase in foreign borrowing by commercial banks.

Use of foreign exchange reserves.

ITI-19

households.

All aggregates are in nominal values, so that to get hold of real values

aggregates are to be divided by their respective price deflators,

To get the complete flow of funds one will have to add the model equations

of the monetary sector given at the end of the next chapter. Consistency

hetween financial and non-financial sectors is shown there.

Disaggregation has been made according to market orientation, type of ownership,

input-cutput industries and socio-economic groups. The first twe disaggregation

eriteria are important for specification of enterprise and public sector

investments, The latter distinction of households into socio-economic groups

allow for a detailed analysis of income distribution in relation to savings-

and investment behaviour.
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II1I.4.1 Households

Households consist of various socio-econcomic groups, classified accoxding to
location (rural and urban), economic status (enterprise owner, self-employed,
worker), skill and size of the firm. The distinction will be elaborated in
chapter V,

Equation IIT-10 relates the marginal propensity to consume to household incomes,
domestic prices and the real interest réte on time and savings deposits.
Consequently consumption (III-10a) and savings (III-11} are determined as well
(15). The relation between the propensity to consumption and the real interest rate,
or in other words the decision of households whether or not to put more money

in the banks instead of using that money for present consumption, will probably
be more significant the higher the income level., For instance, households

around or under a line of abgolute poverty (landless agrarian workers, urban
poor and unemployed) will approach a zero savings rate (16) and will react on
price increases by eating into their capital stock first to maintain consumption
levels as far as possible. Also middle and upper class consumption and savings
behaviour may differ. It has been analyzed, that some demonstration effect

seems to 'bother' certain middle income groups as they try to copy living
standards of high income groups. At first sight income increases accruing to

these groups appear to induce a higher marginal propensity to consume (17).

Household savings are directed towards either household investment (IH) or time
and savings deposits in the banks (AQ). Household investment behaviour, mainly
in owner-occupied dwellings (land, housing) has been related to household

incomes and the real interest rate. Price changes and changes in nominal interest
rates will change the relative attractiveness of fysical investments (IH)
vis-3~vis financial investments (AQ)} (eq. III-12b and IXI-13). Again the
relations will differ according to socio-economic group.

Households as a whole are assumed to be units with financial surpluses.
Investments therefore are agsumed to be 'self-financed' and 'excess savings'

are deposited in the banks (SHA = A + AQ).

5

(15} Savings thus are specified as a residual after consumption. If both
savings and consumption behaviour would have been specified independently,
the system would be overdetermined.

{18) Cf. J. Skolka and M. Garzuel {1977), Appendix C.2.

(17) Bnalyzed in $.M. Suh (1974}.
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111.4.2 EnterErises

Four equations have been made to formalize enterprise investment behaviour.
Disaggregation has been made towards market crientation (local and world
markets) and ownexrship (domestic and foreign).

Further disaggregation is according to input-output sectors.

Equations III-3 and IIX-4 show investment for local market production by

local (Igom) and foreign-owned (Igor) enterprises. Both react on the size of

the domestic market ( GDY 1}, proteigion by import tariffs {[p - e.p’;ﬂ), and
infrastructural investment by the govermment (IGel)' Domestic entrepreneurs

are assumed to take credit availability from the banks in the previous decision-
making period (ﬂLEwlj into account. Foreign-owned enterprises will not
necessarily see constraints in domestic credit supplies as these will have

more easy access to international capital markets or can rely on capital powerful
‘mother'companies. Foreign-owned enterprises will reinvest, or otherwise, remit
profits to abroad considering the profit advantage of low wages. Such behaviour
includes direct foreign investment, i.e. egtablishment of new foreign holdings
or foreign capital supply to already foreign-owned enterprises, U.S. and Japanese
foreign investors will decide to invest in Korea if infrastructure, export
subsidies and wage cost per unit product are favourable compared to their own
economies and those of other 'low-wage' countries (eq. III-4 and III-6).
Ecuations III-5 and III-6 present comparable équations for investment in export
gectors like those for investment for domestic market production, exXcept that
export demand {(E) and export subsidies (Eb - e.p*e]E) replace domestic demand
and import tariffs.

Entexrprise savings, i.e. retained profits (SE) have been related to enterprise
income, i.e. profits (II) after corporate taxes (eq. III-14).

Equilibrium of demand and supply of investment funds for enterprises are

given in equation IXI-15. Part of investments is £financed from retained
profits or is ‘'self-financed', part is covered by direct foreign capital
inflows (A IF) and the remaining deficit will be covered by credits from the
banking system (A LE). As will follow in the next chapter, credit creation

for enterprise investment will bhe an adjusting variable to investment needs.
Korean experience seems to prove that liquidity shortages of the banking system
do not immediately lead to credit restrictions, but rather are covered by

foreign borrowing of commercial banks.

ITI.4.3 Public sector

Bquation III-8 relates public investment behaviour to private investments (in

certain sectors) of the previous period, the latter being an indicator of supply
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bottlenecks. This is where the role of the state is directly linked to trends
in private capital accumulation. One might refine the relation by introducing
import capacity as well as a determinant of public investment behaviour.
Import substitution policy would then be seen as & form of direct state
intervention, In some cases this certainly reflects Korean reality (such
as chemicals and fertilizexrs production}. However, it might as well be argued
that in most cases public investments have been related to an export oriented
strategy. The autoncomous component (Aj) relates to targets of investment
growth. Public investments in import substituting sectors are assumed to fit
a2 growth target, rather than to serve a systematic policy to close the trade
balance, Moreover, public investments have been rather import augmenting

than import reducing.

Public finance is accumulated in the form of various forms of taxation.

Direct taxation: income and property taxes on households (tax rate: th), and
corporate profit tax (te). Indirect taxation includes taxes on consumption
(tc}, excise taxes (tx) and import tariffs.

Government revenue (GR), as formalized in equation III-16, will consist
additionally of operating surpluses of public enterprises included in the
residual category (GR other) (18).

Government expenditure (GE, eq. I11-17) consists of current exXpenditures
excluding transfers, (CG), public investments {IG) and current transfers:
export subsidies and other subsidies to private enterprises fSubsE). Current
expenditure to maintain and expand the state apparatus is a function of previous
levels of current state expenditure (Cqu) and GDP_g;owth {eg. III-18). Current
government expenditure is not seen as a policy instrument, as cut-backs will
be hard to implement, presumably as a result of the self-interest

of state bureaucracy and the dictatorship in maintaining

expenditures (salaries, military expenditure). The same factors may tend to a
drive in the expansion of public administration and defense. Rapid GDP growth
will allow for satisfaction of such authoritarian state 'basic needs® without
real financing constraints.

Export- and other subsidies, as well as tax rates are considered to be policy
instruments.

Public savings (SG} are defined as current revenue minus current expenditure

(equation III-19).

(18) These are not included in the data presented in the previous sections
and the statistical annex. These can be obtained, however, by using
Bank of Korea flow of funds data.

- 51 -



III-24

The government budget (inel. puhlic enterprises) is 'closed! by public
savings, foreign aid and lending to the government (BFGI and money creation
(ACur}. EFG is congidered to be exogenous, leaving money creaticn as residual
{eq. III-20).

IIt.4.4 Rest of the world account

Behavioural equations of foreign financing (predominantly exogenous) are
introduced in the next chapter on the financial sector. Only definitial
equations are introduced here: the balance of payments (ITI-21), i.e. capital
inflows (A F} covering the current account deficit (M - E)., Capital inflows
consist of foreign capital flows to government (A FG), foreign borrowing

by the bapking sector (A FE}, direct foreign investment (A IF) and the

resulting change in foreign exchange reserve positions (A R) (eq. III-22),

STATISTICAL ANNEX TO CHAFPTER III

Tables III-1 to III-8,
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Table III-1 Korea: Gross Capital Formation (Investment), 1960-1977

1860 1963 1965 1967 1968 1969 1970 197F 1972 1973 1974 1975 1976 1977

Total gross investment
(as % of GDP) 10.9 18,2 15,1 22.5 27.2 29.1 27,0 25.4 21.8 25.7 31.0 29.3 25,7 27.7

Private inX?stment

(s of GDP) 7.6 14.7 11.2 17.5 20.4 21.2 20.6 19.5 16.3 20.5 27.0 22.9 20.7 21.5

Public invE?tment

{% of GDP) 3.3 3.5 3.9 5.0 6.8 7.9 6.4 5.9 5.5 5.2 4.0 6.4 5.0 6,2
Vvolume gross investment3) 13.7 31.9 28.0 52.4 72,2 101.3 100.0 106.3 94,8 130.5 154.8 156.3 179.3 228.2
(index 1970=100)

Private investmenta) 12.5 34.1 27.2 53.8 70.9 97.3 100.0 107.6 110.6 136.1 176.7 172.7 187.0 234.1

{index 1970=100)
Public investment
(index 1970=100)

3) 18.3 27.1 32,2 51.1 80.7 119.7 100.0 107.7 110.4 121.0 96.2 173.8 166.3 223.5

Scurce: UN, Yearbook of National Accounts Statistics.

1) Includes investments by households, public enterprise investment and foreign investment.

2) Investments by general government only.

3) Deflated by weighted implicit price deflator of gross fixed capital formation in all industries.

4} Peflated by welghted implicit price deflator of gross fixed capital formation in all industries
except ISIC sectors 8-9 (including public sector services).

5) Deflated by weighted implicit price deflator of gross fixed capital formation in ISIC sectors 8-9
{including public sector and other services).

A



Table II1-2

Korea: Gross Fixed Capital Formation by Industry, 1960-77

{percentage distribution)

1960 1963 15465 1969 1970 1971 1972 1973 1974 1975 1976 1977
Gross fixed capital formation
(total, bln Won) 26.5 68.0 112.0 355.8 654.1 742.4 828.5 1255.6 1870.6 2544.0 3152.4 4420.9
Sectoral shares:
1. Agriculture, hunting,
forestry and fishing 12.8 10.3 11.5 6.3 8.0 8.1 10.5 9,7 11.8 2.0 9.4 9.1
2. Mining & gquarrying 1.5 1.3 1.3 0.7 0.6 0.7 0.7 0.7 0.9 1.2 1.2 0.8
3. Manufacturing 20.0 22.4 26.6 2,6 19,6 19.4 19.4 29,5 22,9 21.1 22.7 20.9
4, Social overliead capital 28.3 40.8 29.4 43,7 40.3 39.7 42.2 30.0 32.5 37.4 36.7 35.4
- Electricity, gas & water 4.2 12.6 5.9 11.6 11.2 8.2 5.3 4.5 6.7 6.8 10.5 9.5
- Construction 1.1 2.1 1.5 2.2 1.2 1.1 1.4 1.8 1.0 1.4 1.2 1.8
- Transport & communication 19,2 24,0 20.3 30.¢ 25,9 27,0 32,0 21.6 23.2 27.6 23.1 22.0
- Government services 3.8 2.1 1.7 1.9 2.0 3.4 3.5 2.1 1.6 1.6 1.9 2.1
5. Trade and other services 37.8 25.5 31.2 26.6 31.5 32.2 27.3 30.1 32.4 31.3 29.9 33.8
- Whole sale & retail trade,
hotels & restaurants 8.3 6.8 9.7 8.0 8.5 8.9 6.7 7.7 7.6 7.0 7.8 9.5
- Finance, insurance &
real estate 20.8 10.6¢ 12,3 11.3 15.2 15.5 4.4 14.7 18.&6 19.0 15.7 17.2
of which: owner-occupied
dwellings {(20.0) (10.1) (11.4) (10.0) {(13.7) (14.3) (13.3) (13.8) (17.5) {(17.5) {(14.4) (l6.4)
- Community and personal
sexrvices 8.7 8.1 9.2 7.3 7.8 7.8 6.2 7.7 6.2 5.3 6.4 7.1

Source: UN, Yearbook of National Accounts Statistics.

Note: Figures do not always add to a 100 % total, due to rounding differences.
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Table III-3 Koxea: Types of Foreign Private Investment Projects by Market Orientaftion

Total foreign investment

approved ( 000 § )

1962-68 (% share)
1969~74 (% share)

Number of firms

1962-68 (% share)
1269~74 (% share)

I

Agriculture and
Mining

528.0 (0.29)
2,509.0 {0.39)

6 (9.09)
3 {0.39)

Source: S.H. Jo (1977), table I-4, p. 12,

IT

Import substituting
industries

99,366.0 (54.22)
349,831.5 (48.58)

33 (50.00)
o3 (12.16)

Note: One may translate the sectors into motives of foreign investors, i.e.
I. exploitation of primary products
II. penetration of protected markets
ITI. exploitation of cheap labour.

Irx

Export-oriented
industries

83,378.0 (45.49)
346,593.5 (51.04)

27 {40.91)
669 (87.45)

Total

183,272 (100
515,662 (10Q)

66 (100)
765 (100}
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Table III-4 Foreign Private Investments Approved by Industry and Foreign Firmg Contribution to " Output and Exports

{percentage share)

Composition of foreign
investment by industry

Exports by foreign
firms to total exports

by industxry

Output of foreign
firms to total output

Industry 1962-68 1968-74 1974 1974
Agriculture, Forestry and Fishery 0.2 2.2 9.2 n.a.
Mining - 0.4 0.3 0.3
Manufacturing B87.7 72.7 31.4 11.0
Foods 0.7 1.2 8.6 1.5
Textiles & Apparels 21.4 15.4 12.2 5.0
Lumber & Wood Products - 0.5 2.1 0.7
Chemicals 21.4 6.4 57.33) 15.03)
Petroleum & Products 23.0 1.6 56.2 100.0
Clay & Products 0.0 3.5 73.9 28.6
Metals & Products 3.2 7.3 84.2 37.0
Machinery & Parts 1.4 5,2 93.4 19.0
Electric Machinery 14.0 16.8 g8.6 44.0
Transport Equipment 0.0 6.8 0.7 1.2
Others 2.6 4.0 12.6 10.4
Sccial Overhead Capital & Services 12.0 24.8 0.1 n.a.
Money & Bankihg 2.8 0.4 =
Construction & Related Sexrvices 0.4 1.3 0.1l
Electric Power 5.8 1.5 -
Transport & Storage - 0.6 -
Hotel & Tourisgm 0.3 21.0 -
100.0 100.0 22.81) 10.02)

Total

Source: S.H. Jo, tables I~-5, III-3 and IIIl7.

Note: Figures do not élways add to 100 % total, due to roundings.

1} Average of total exports by foreign firmg to total exports

2) average of total output by foreign firms to total output (mining and manufacturing sectors only).

3) at first sight there seems to be an inconsistency, in that the foreign firm share in output of the petroleum
sector is 100 %, whereas the export share amounts to only 56.2 %. The difference may be explained by different

data sources used by Jo, or, what might be more plausible, by a large government control of marketing of

petroleun products.
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Table ITI~% South Korea: Savings and Investment Ratios, 1960-1977

{% of GDP, billiong aof Wons, current prices}

1960

1963

1965

1867

1969

1976

Total Gross Fixed Capital

Formation (GFCF)}
Increase in Stocks

Total Gross Capital Formation (GCF)

Financing Gross Capital Formation

Private Sector
Enterprises:
- GCF

- Savings (net of depreciation})

- Depreciation

{Savings - Investment gap}E

Households:l)

- GCF

- Bavings {net of depreciation}

- bepreciation

(Savings - Investment gap)H

Savings - Investmeént gap of

private sector

Foreign savings to private sector

Net transfer from public to

private sector

Public sector
- GCF

- Savings (net of depreciation)2

- Depreciation

Foreign Savings to public sector3
Net transfer to private sector

Domestic Financingq)
Poreign Pinancing

M -=-X)

Statistical Discrepancy

-
o090
o w

13,6
4.6
18.2

b

[
nO ok
[l ST+ )

21.9
0.6
22.5

—

B [+ ]
Do B
Il
o

N
(L ol
e =]

Source: UN National Accounty Statistics

General note to the table: The inflows of foreign savings to private and public sector
may be generally underestimated as these flows are corvected

Notes: 1} Includes "Private non-profit institutions, serving hcouseholds™.

for the statistical discrepancy.

2) Defined as general govermment current revenue minus ceorrent expenditure;

excluding net current transfers n.e.c. from the rest of the world,
3) Equals net current transfers to government n.e.c. from the rest of the world.

4) Bquals external rescurce gap.
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Table III-6 BSouth Korea: Current Transfers to Government from Abroad

(% of GDP)
1960 7.1 1970 l.0 1976 0.6
1963 5.3 1971 0.7 1977 0.2
1965 4,5 1972 0.5 1978 0.1
1967 3.0 1973 0.3
1968 2.2 1974 0.4

1969 1.5 1975 0.3

Source: UN, Yearbook of National Accounts Statistics.
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Table ITI-7 South Korea: Trend in Foreign Capital Inflow and its Share in Domestic Fixed Capital Formatjion

1959-66 1967 1968 1969 1870 1871 1972 1973 1974 Total

Loans 325.0 229.6 338.6 547.6 482.0 648.6 650.9 712.9 932.7 4,867.8
7.89) (23.62) {24.42) {30.11) (23.43) (33.15) (33.20) (24.26) (21.54) (21.49}

Public loans 140.8 105.6 70.2 138.9 115.3 303.4 324.4 368.5 316.7 1,883.9
3.42) (10.41) (4.79} (7.64) (5.60} (15.51) (16.55) (12.54) (7.32) (8.32)

Commercial loans 184.1L 124.0 268.4 408.7 366.7 345.2 326.4 344.4 616.0 2,983.9
( 4,47) (12.22) (18.32) (22.47) (17.83) (17.64) (16.65) (11.72) (14.22) (13.17)

Foreign Private 23.8 7.6 19.2 12.7 66.1 42.8 78.8 143.3 124.1 518.0
Investment ( 0.57) (0.74) (1.3 (0.69) (3.21) (2.19} (4.01) {4.87) (2.,87) (2.29)

Total 347.8 237.2 357.8 560.3 548.1 691.4 729.6 856.2 1,056.8 5,386.5
{ 8.45) (23.37) (24.42) (30.80)} (26.44) (35.34) {37.21) (22.13) (24.41) (23.78)

bomestic Fixed Capital 4,114.8 1,014.7 1,464.9 1,818B,9 2,057.6 1,956.4 1,960.4 2,938.3 4,329.1 22,655.1

Formation (100%} {100%) {100%) (100%) {100%) (100%) (100%) (100%) {100%) (100%)

Notes: Figures in parentheses are the percentage share of the respective forelgn capital
in domestic fixed capital formation.

Sources: Econcmic Planning Board: "The Current State of Foreign Private Investment Projects

{as of the end of 1974)",

The Bank of Korea: Bconomic Statistics Yearbook, 1975
Taken from: S.H, Jo, table A-2, p. 100.
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Table III-8 South Korea: Financial sector development, 1971 and 1976

{thousand bln. of Won, current prices)

1971 1976
Won % of GDP Won % of GDP
Total financial transactions 1.29 39.4 6.8% 52.2
-~ Transactions between financial institutions 0.40 12.2 2.56 19.5
of which: - Commercial Banks {0.29) (8.7} (1.43) {10.9)
- Bank of Korea (0.01} {0.1) (0.74) (4.3)
- Other Financial Institutions {0.11) {3.4} (0.76) (4.3)
- Transfers between non-financial institutions
through the financial system 0.89 17.2 4.29 32,7

Source: BOK, Economic Statistics Yearbook 1976.
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Iv. MONEY, CREDIT AND INFLATION

I¥.l Introduction

Korea's post-war development has been characterized by a rapid monetary
expansion. This development has been both cause and effect of rapid economic
growth. This can be said without making any preassumptions on the role of

the money supply in economic development on basis of neo-classical, Keynesian
or monetarist theories. Also in LDCs money plays an increasing role in
accompanying the 'real' (in terms of commodity supplies) economic process.
Adequate supply of money is a necessary requirement to pay for the transactions
of the actors in the economy and to finance investment requirements. However,
the function of money and monetary expansion cannot be considered as completely
'neutral' to the economic process, as it was assumed in neo-classical (or
rather Walrasian) general equilibrium theory. Price increases, inflationary
pressures can be induced by monetary expansion and will affect the real
variables of the economic process. In reality the rate of inflation (and its
changes) affects the relative real incomes of various socio-economic groups:
wage income versus profits, wages versus farm incoﬁes, private incomes versus
government revenues and so on. A model system which only deals with real

aggregates cannot capture these effects.

To evaluate the expansion of the meonetary system, some monetary variables are
of crucial importance in determining the money supply.

First, of course, there is currency. The amount of currency brought into
circulation will reflect, formulated in the standard terminclogy of monetary
theocry, the preferences of the 'public' to hold currency as opposed to bank
deposits and the requirements of the government to finance its deficits.
Enterprises will hold cash balances to meet direct payments of their working
capital {raw materials, wages). Households need cash balances in order to pay
for their (consumptive)} transactions.

Second, bank reserves which form an established rate of the liabilities of

the banking system. The liabilities of the banking system consist of the total
demand and time and savings deposits held by the 'public'. The domestic money

supply is a multiple of the reserve or money base, often called ‘'high-powered’
money {B), which consists of currency in circulation (Cur) and bank reserves

for demand deposits (ql) and bank reserves for time and savings deposits or

near money (qz).
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The money base is defined as:
= +
{1) B = Cur + q, q2

If Q is the total of deposits of the public in the banking system, with Ql being
total demand deposits and Q2 total depeosits of near money, then the money

supply (H) becomes,
{2) H = Cur + Ql + Q2 {1}

Expressing the money supply as a function of the money base we get
Cur + Ql + Q2

H
(3 o=

: +

B Cur + ql q2
From equation (3} we may define ¢ = Cux/(Q1 + Qz), the currency-deposit
ratio and r = (ql + q2)/(Ql + Qz), the reserve-deposit ratio.
Equation (3} may then be expressed as,

c+ 1

{4) H = o B = m.B,

which expresses money supply as a multiple, m, of the money base. Reserves are
always a fraction of total deposits, thus r < 1 and m will exceed unity, so that
H > B, The difference quantifies the credit creation of the banking system

: = + - - - -. ).

[L = (g + ¢ +cur) (qy + q, + Cur) = & Bl (2

Thirdly, the monetary system can be 'fed' by foreign financing. Capital inflows
result from a current account balance of payments deficit. It could be'financed’
by a rundown of the internaticnal reserves of the Central Bank, or else by an
increase in foreign lending to the commercial banks or to the government.

Since foreign borrowing is usually tightly controlled in LDCs, current account
deficits of balance of payments will be linked to changes in the asset position
of the Central Bank. Te¢ the extent that foreign financing covers domestic
deficits (of private and public sectors}, it leads te money creation without
inflationary processes.

Below, the expansion of the Korean financial system will be described first
(sections 2 and 3). Then it has been attempted to formalize the findings into

model egquations, composing the monetary block of the model system (section 4).

{1) A distinction is often being made between the 'narrow' money supply
(Hl = Cur + Ql) and 'broad' money supply (H2 = Cur + Ql + QZ),

(2) The formulations of the above equations fit into consistent monetary balance
accounting, as can be found in e.g. Taylor (1979}, Ch. 2.
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Iv.2 Growth of the Financial System

Financial intermediation can be described as the process of reconciling the
financial deficits and surpluses of the various sectors and institutions in
the economy. In Korea as we have seen in the previous chapter, the housechold
sector counts as & surplus unit, whereas the enterprise sector and - on
average - the public sector are deficit entities. Domestic funds appear as
insufficient to cover investment requirements and need to be supplemented by
large amounts of foreign finance.

In many LDCs financial intermediation hag been insufficiently developed to
allow for a smooth 'flow of funds' process, allocating funds to productive
deficit units. A low degree of monetization of the economy, the non-existence
cof a domestic capital market and the fragmented character of the economy, all
are factors hampering adequate financial intermediation and the develcpment

of a well-functioning banking sector (whether privately or publicly owned).

I will not discuss the generality of the problem {3), but deal with the Korean
case only, which alsc with regard to development of the financial system as
such has often been described as a 'success story'. Again, the character of the
Korean state is an important explanatory factor here. Government control over
the monetary system has been very strict and pervasive since the early 1960s
and the development of the monetary system has well-fitted into overall economic
pelicies of the State.

The profound government control over the monetary system cannot be read immediately
from quantitative institutional setting of Korea's financial sector. At the
end of 1975 the Central Bank, Bank of Korea (BOK), accounted for about 16
percent of total financial agsets, whereas the commercial banking system took

a share of about 61 percent (4).

These data do not reveal actual state influence on the financial system for

four reasons:

1) The BOK functions under tight control of the Ministry of Finance. The
Central Bank is thus no 'independent' lender of last resort, but monetary
development has been directly integrated into the State’s economic policy.

2} The commercial banks are used by the government as tools of national
econcnic policy as well. These function as mediatorg/of’a system of

selective cxredit to channel financial surpluses or newly c¢reated funds to

(3) Introductory texts are that by McKinnon (1973} and Bhatt and Roe (1979).
{4) A.V. Que, "Financial System", in: Hasan and Rao (1979), p. 366.
The remaining 23 percent is made up for by non-financial institutions
like trust accounts, development banks, insurance companies, etc.
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sectors to be stimulated according to National Plans, i.e. export sectors.
These selective credit schemes amounted to 31 % of the credit expansion to
industry in the period 1965-71 and 43 percent in 1971-75 (5). For that part
the commercial banking system has been n¢ more than a deposit box, as
according to Que. "..,. enterprises needed only to maintain relationships
with their primary banks to apply for and receive earmarked funds™ (6).

3) A large part of the specialized commercial banks, such as the Korean Exchange
Bank (KEB),the Korean Housing Bank (KHB) ,Korean Development Bank (XDB) ,etc.,
(have) know(n) significant degrees of government ownership and have been
established under government control (7).

4) In spite of larée foreign capital inflows, foreign owned banks or holdings
are of minor importance. Foreign aid and loans are put under government

control.

The government'’s effective use of the monetary system reflects policies from the
mid 1960s onwards. Before the 1960s the expansion of the monetary system is
explained mainly by government borrowing from the BOK, i.e. inflationary
financing, and by direct foreign aid (from the U.S.)} to the government.

Inflation rates are high in the period, averaging from 1953 to 64 about

24 percent per yvear. With the shift in econocmic strategy towards industrial
export promotion, the government did choose to follow an 'intermediation-led'
model of price stabilization. No deflationary policies were issued of restricting
bank lending directly but the demand for money was being stimulated by
significant increases of the real interest rate. The idea behind this
'unorthodox' monetary approach was that by increasing the real rate of return
on money, individuals would switch from keeping commodities in stock to holding
real money balances in the banks, thus entrepreneurs would he stimulated to
invest because of a larger availability of bank credit.

The banking reform of 1964-65 included a significant increase of the official
ceiling on the nominal interest rate on time and savings deposits. The ceiling
was raised from 15 to 30 %. The weighted nominal interest was in 1966 24 %,

the real interest rate becoming about 10 %.

The monetary reform aimed at three effects:

- increasing private savings;

- attracting foreign capital (8);

(5) Ibid., p. 389.

{(6) Ibid., p. 367.

{7) See L.P. Jones {1975). For a description of the principle functions
of these banks, see Que, ibid, p. 368-369.

{8) The high domestic nominal interest rates locked like high real rates to
foreigners, who had the option of repatriating short-term financial
investments at a stable exchange rate parity. '

- 64 -~



~ drawing private capital of the 'unorganized', curb market, into the

‘organized* financial system,

Private savings and foreign capital inflows have increased significantly indeed,

though the monetary reform cannot be seen as the only cause {9). Curb market flows

were drawn into the official system. However, the high investment growth from the
- mid 1960s onwards caused the continued existence of a still significant curb
market. The curb market has not been effectively minimized until the measures
issues by the 1972 Presidential Decree, freezing all loans and obliging to
report all curb market borrowing to the govermment for all licensed business
enterprises. The curb market has been pushed back further by the establishment

of short-term finance companies under the Korea Investment and Finance

Corporation (KIFC).

The growth of the financial institutions by source since the 1960s is given

in table IV-1, Most important source of growth has been the increase in time

and savings deposits. The enormous growth of this form of near money since

the interest rate reform of 1964-65 can be read from table IV-2. The overall

growth of the mbnetary system can be measured by relating the monetary

expansion to gross domestic product. Figures can be found in‘table IV-3, where

it shows that total money supply increased from 10,4 % of GDP in 1960 to

about 34 % on average in the period 1972-1977. Domestic credit expanded in the

game period from 9.1 % to 40.1 % of GDP.

The large increase in foreign loans in the period from 1967 onwards is also

clearly demonstrated in the tables IV-1 and IV~-2. This increase in foreign

borrowing coincides with the decline in direct foreign aid supplies. Sources and

composition of foreign borrowing are reflected in tables 1IV-6 and IV-7.

The end of the 1960s and the 1970s show a significant increase in external

indebtedness, as total debt outstanding (publicly guaranteed) as a ratio to

GDP increased from 13.8 % in 1967 to around 28 % in the mid 1970s (10). Also

the debt service ratio increased to very high levels in the period 1968-72,

Accelerating export performance has led to a significant decline in the debt

service ratio from 1973 onwards. The debt burden, however, does not seem to

be a real burden on the economy. Foreign saving requirements to cover the

internal savings gap averaged in the period 1967-75 to about 6.5 % of GDP

per annum, whereas the growth of debt outstanding to GDP averaged to only

(9) The interpretation of these effects will also depend on the view on bias
on the relation between investment and savings, or in other words, whether
investments are savings constrained or not. See chapter III,

(10) Private, unguaranteed debt is of minor imporxtance: about 8 % of total
debt outstanding (incl. unguaranteed debts}.
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1.8 % a year. BEven after discounting for direct foreign investments, this
indicates at a high velocity of foreign savings. Some shifts in the origin
of foreign loans can be read from table IV-7. Firstly, within the category
of private creditors there has been a considerable shift towards lending
from private international banks, whereas the share of suppliers credits in
total external public debt decreased {(from 57.1 % in 1967 to 18.4 % in 1977).
This can be explained by the fact that Korean entrepreneurs apply to the
commercial banking system to cover their financial deficits, as subsidized
credits can be obtained through the private banks. Industrial growth and
simultaneously increased demand for investment funds have led to the situation
that private banks are continuously 'loaned up', i.e. credit expansion from
the domestically supplied reserve base appears to be insufficient to meet
credit requirements (11). Long;ferm private borrowing by the commercial banks
then has come up to cover their financial deficits.

Lending from private internaticnal banks has been highly concentrated by
countxy of origin. Again the USR and Japan appear as the 'care-takers® of
Korea's needs; estimates show that U.S. banks supplied 83.5 % to total
‘commercial loans to South Korea by August 1975 and that Japan provided 5.6 %
{12). Secondly, the growth of borrowing from international private banks did
not lead teo a decline of the share of official lenders as a source of total
external debt. World Bank assistance to the Korean development strategy has

been a major source of the growth of lending by multilateral organiiations.

From the above findings one might be inclined to conclude to a rather

'voluntarist®' view of the role of the state in the development of the

fipnancial sector. The significant state influence is evident, but certain

factors tend towards adopting a less 'voluntaristic' view:

a} First of all, the growth of the financial sector has been a reflection of
economic growth raising demand for and supply of financial assets.

b) In spite of the rapid expansions of domestic credit, dependence on

foreign finance has not been reduced significantly.

{11) This is enforced by the development of a govermnment security market, by
which the government allocates directly savings from households and
consequently implies that households invest a declining share of their
incomes in time and savings depogits of the commercial banks. See table
Iv-5.

(12) Long (1977}, p. 30.
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c) Money creation by the state, i.e. currency issues by the Central Bank,
appears to be the residual or c¢losing variable of the financial system,
Or put otherwise, foreign financing compensates for inflationary financing.
This can also be read from table IV-3, where it holds most significantly
for the 1970s, that money growth (Hl) is inversely related to foreign

financing (M - E).

iv.3 Money creation and inflation

As money creation is considered as a closing variable it is important to
analyze its effects. From the simple quantity of money equation: ¥.P = H,V
it can he easily seen that, if total economic transactions (Y} are given and
the income velocity of money (V) is fixed, a change in the

money supply (B) by currency issues will lead to an increase in the price level

(P). Or put in other words, prices will have to rise adequately to establish

the ex-post equilibrium between the demand for money and the money supply.

Excessive money creation thus appears as a type of 'forced savings', which

will affect the non-financial sectors of the economy (13):

1. Inflationary financing will be required to cover a government budget deficit,
which may result from high levels of public investment. The macro-economic
effect of the increase in public investments will probably be an increase
in the real economic growth rate (assuming that it leads to higher capital

efficiency or profitability and thus higher capital information) and an

increase in the rate of inflation (a more rapid monetary expansion to finance

the government deficit). The rate of inflation may exceed the increase of

nominal household incomes from economic growth, thus real household incomes

will decline (14), This in turn will lead to a downward adjustment in private

consumption and household saving. The net effact being a transfer of

resources from households to the state, Decreasing household savings may
further lead to a liguidity shortage of the private banking system (which in
turn will need to be financed either f£rom borrowing from the Central Bank,

or by foreign borrowing).

(13) Theoretical foundations of (some of) the effects mentioned are explained
in Cardoso and Taylor {(1979), Taylor (1979}, ch. 9; FitzGerald (1980);
Von Firstenberg and Malkiel (1977).

(14) It is agsumed that enterprises are able to pass on price increases into
domestic consumer prices and/or that nominal wage adjustments will be
determined by productivity levelg rather than by price increases (which
seems a plausible assumption under a 'low wage regime', with trade unions
being effectively repressed}.
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2. If price increases exceed nominal wage adjustments (cf. note 1l4), real

wages will decline, meaning a shift in the functional income distribution

towards profit incomes. A tendency towards more income inequality within

the personal income distribution may follow from declining wage incomes,

The tendency may be enforced as a conseguence of the higher propensity to

consume among low income groups.

3. The above mentioned effects can be blurred in at least two ways:

{i) Economic growth from increased investment efforts may increase
employment and income levelsz so that the monetary equilibrium will
be established without high inflation.

(ii) The effectiveness of money creation to finance a government deficit can
be choked off as high inflation will induce households to hold less
cagh balances, as the value of money is going down all the time, An
increase in the income velocity of money (V) will be the result and
induce more inflation as the money supply then will exceed money demand

even more. The effects mentioned under 1 and 2 will thus bhe enforced.

Obszservations from recent development in the Korean economy can be summed as

follows:

- Poreign finance is still significant and appears to compensate for
inflationary financing. Govermment deficits have long been covered reduced
by direct foreign (U.S.} aid flows to the govermment. In the 1970s net
government claims on domestic credit supply incredses significantly (table
IV-3) as direct foreign aid flows have been reduced to insignificant levels
and government savings are declining (15).

- Still, inflation rates have remained high. The average annual change in the
general price level amounted to 14,8 % in the 1970-77 period. These high
rates are explained by two causes: (i) significant imported inflation
egpecially due to increased oil prices and the accompanied boom in raw
material prices (the 1973 and 1974 inflation rates were 21.2 and 30.3 %
respectively): (ii) rapid monetary expansion to meet government financing
requirements.

- Inflation rates have been accompanied by sustained high growth levels, i.e.

9.8 % on average per annum in the 1870-77 period.

These observations tend to the following conclusions considering the

significance of 'forced savings':

a) Money creation to cover the govermments liquidity shortages appears to be
a minor, though increasing residual after foreign borrowing {replacing
foreign aid).

(15) The latter mainly due to the 1972 policy changes with renewed high tax
exemptions and exXport subsidies.
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b) The inflationary impact of money creation added to the level of imported
inflation did not lead to a stagnation in econocmic growth, nor of declining real
household incomes (table IV-4, column 4), There was only a slow down of
growth in the latter during 1974 and 1975.

¢} Real wage income alse has increased steadily (table IV-4, column 5). The
rising inequality in incomes (see income distribution section, chapter lj
has been caused by sectoral differences in productivity increases rather
than by a process of 'forced savings‘. -

d) The inflationary impact appears to have had most significant impact on

private consumption. During the 1970s real private consumption declined
at an accelerated speed as a share of GDP: from 70.7 % in 1971 to 55.6 %
in 1977 (see table IV~-4, column 6)}. The preference of households to hold
money balances has significantly declined, but households tend to hold
more financial assets in the form of (government} securities (table IV-5).
The gross acquisition of financial assets in real terms only slowed down
in 1974 and 1975 as real growth of incomes slowed down as well. Thus the
inflationary impact on household behaviour seems to have been a decline
in consumption expenditure and a shift towards holding near money.

Changes in the income velocity of money seem to have been negligible,.

IV.4 The monetary equations

The previous paragraphs have indicated that the financial structure is such
that the liabilities of the Central Bank plus commercial banks account for

a high percentage of all claims on intermediary financial jnstitutions
(including the curb market) that are held by the public., The monetary sector
therefore has been consolidated into two banking entities, i.e. the Central
Bank {ﬁOK) and the Commercial Banks.

As a basis for flow of funds analysis the financial sector has been made
consistent with investment and savings patterns. Thus the monetary system
has been made an integral part of the total economic system. The socioc-economic
groups having assets and claims against the financial sector are the same as
in the rest of the model system and again have been consolidated intoc house-
holds, enterprises and govermment. The system is completed by the foreign

sectorx.

Below, schema IV~l, represents a consolidated balance sheet for the monetary
system in such a way that it is linked to the flow of funds of the non-financial

sactors. On the left are the assets of the various entities, i.e. their claims
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IV-10

on stores of wealth in the form of the various financial variables listed.

on the right side are their liabilities, ox the financial claims on the

various entities by others, Economic actors will try to equal assets against

claims as long as assets include net worth. However, reality shows that

entities may show net deficit or surplus positions (assets exceeding

liabilities, or the other way around); in fact this is the basis of the whole

system, The net deficit or surplus positions in Korean reality have been made

c¢lear in the balance sheet:

- households are considered to be in a surplus pogition, depositing their
financial gurplus in the commercial banking system (A Q):

~ enterprises are a deficit entity, covering their deficit by borrowing from
the commercial banks (A LE);

- commercial, banks show up with a liquidity shortage as thegse have been 'loaned

up® by the enterprise sector; the deficit is covered hy foreign borrowing
(4 FE):

— the Central Bank covers its deficit by money c¢reation (A Cur), for most
making the government a net debtor to the rest of the system as the
government in its function of executive of fiat money can cover its budget
defit (D) ultimately simply by printing extra money; -

- the foreign sector appears as a net creditor to the system through foreign

lending and direct foreign investments 'financing' the current account

deficit of the balance of payments.

To allow for consistent accounting assets have to be egual to liabilities (16).
For the household sector we have:

(IV-1) IH + A Ql + A Q2 + A Ct.u:_H =g

H
The enterprise identity holds if:

{IV-2) IE + A CurE = SE + A LE

(N.B. IE includes direct foreign investment A I SE is net of profit

wi
remittances to abroad, PF).

Commercial banks find an equilibrium at:

- + + = + +
(Iv-3) A q; + A a4, A LE DSP A Ql A Qz A FE
The Central Bank identity is:

(Tv-4) AR+D=A4A 9 + A q, + A Cur

For the government we have:

(Iv-5) IG + DSG = SG + A FG + D

(16) Equations IV-1 to IV-6 represent identities. The balance between left and
right of the equation sign is identical to the balance of scheme IV-1.
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Finally the foreign account closes as:

Iv- E + + AF_ + I = +
{ 5a} A FG A - A F M + DSP DSG + PF + AR

The monetary equations have to be consistent with the rest of the economic

system through the capital account:
- + + + - = + +
(Iv-6) SH SE SG (M E} IH IE IG

Thus all varjiables appear on both sides of the equation sign.

- 71 -



SCHEME IV-1:

Iv-12

Monetary and Real Balancesg: Congsolidated Balance Sheet

Liabilities 1. Households Assets
Investment by households IH Household Saving SH
Demand Deposits A Ql
Near Money A 92
Cash Balances A CurH
2. Enterprises
Investments by enterprises I Retained Profits (net of P_) 8
E F E
{incl. A IF)
Cash Balances A CurE Credit from Banking Sector A LE
3. Commexrcial Banks
Regexrves for Demand Deposits A dy Demand Deposits A Ql
Reserves for Near Money A a4, Near Money A QZ
Lending to Enterprises A LE Liquidity shortage financed
Debt Sexvice for, borrowing DS E by Private Foreign Borrowing A FE
i
4. Central Bank
Net Foreign Reserves AR Reserves for demand deposits A q
Credit te Govermment Regerves for near money A d,
Currency and ceoins (money
printing} A Cur
5. Govermment
Public Investment IG Public Savings SG
Debt Service for.borrowing DSG Foreign aid and borrowing A FG
Excess Budget Deficit D
6, Foreign Sector
Exports E Importsg M
Foreign aid and lending to Debt service public for.loans DSG
government A FG Debt Service private for.loans DSP
Foreign lending tec private A FE Profit Remittances to abroad PF
Direct Foreign Investment a_IF Net Foreign Reserves AR
~ 7. Capital Account -
Domestic Saving SH'SE'SG Domestic Investment IH,IE,IG

Fereign Saving

M- E
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List of symbols to monetary egquations

Household sector

IH = Household investment

SH = Household savings

HOI = Household income

il = Nominal interest rate on time and savings deposits
P = Domestic price level

ACux = Household demand for cash balances (currency)

Enterprise sector

IE = Investments by private enterprises

SE = Retained profits or savings of private enterprises
W = Wages

VAint - = Production inputs of private enterprise sector
&CurE = Enterprise demand for cash balances {currency)

QLE = Credit supply to private eénterprises

Commercial banks

Ql = Total demand deposits

Q2 = Total time and savings deposits

q = Reserves for demand deposits

4, = Regerves for time and savings deposits

r = Reserve-deposit ratio

AL = Potential credit expansion of banking sector
ﬁLE = Credit supply to private enterprises

&FE = Private foreign borrowing by commercial banks
DSp = Debt service on private foreign loans

i* = Interest rate on foreign loans

i2 = Interest rate on credits to the private sector

Central Bank

&ql = Reserves for demand deposits deposited by commercial banks

aqz = Regerves for time and savings deposits deposited by commercial banks
AR = Net use of international reserves

D = Credit to government

ACur = Money creation

- 73 -



v-14

Government

IG = Public investments

SG = Public savings

FG = Qutstanding public external debt

&FG = Foreign aid and lending to government

DSG = Debt service on foreign loans for government
ig = Interest rate on foreign loans

D = 'BExcess’' deficit on government account

Foreign sector

M = Imports of goods and gervices

E = Bxports of goods and services

ﬁFG = Foreign aid and lending to government

ﬂFE_ = Foreign lending to commercial banks

ﬂIF = Direct private foreign investments

DSG = Debt service on foreign loans to government
DSP = bebt service on private foreign loans

PF = Profit remittances to abroad

AR = Net use of international reserves
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IV.4.1 Household financial transactions

Behavioural eguations of the financial transactions of households are treated
below.

aousehold investments (IH) and household savings (SH) have already been
determined in the savings and investment block (equations III-2 and III-10}.
Demand for near money is determined by the level of household incomes (HOI)

and the real interesﬁ rate on time and savings deposits (ilfp). The latter

is considered to be a government instrument and positively related to household

demand for bank deposits.

(1v-7}) A Q=140 +AQ =¢§ (HOL, Iz/p)

The same variables are assumed to determine the demand for cash balances
(A CurH) as this demand can be formulated also as the preference of house-

helds to hold currency vis-3-vis bank deposits. Thus:

(IV-8) A Cur, = f (HOI, ilf‘p).

As the equilibrium of the household sector was formulated as:

(IV-1) 'IH + A Ql + A QZ + A CurH = SH

The system seems to be overdetermined: A CurH appears to be determined, both
behavioural and as the residual of the household sector. This apparent over-—
determination is a consequence of the consolidation of the whole system, in
which money creation by the Central Bank (A Cur) has to be made consistent
with money demand of households and enterprises (A CurH + A CurE). However,
because prices are not determined yet there is no real overdetermination. The
system then may close through price changes and consequently the process of
'forced saving' (passed on to the household sector) as described in paragraph
IV.3 has thus been included in the model.

Iv.4.2 Enterprises

Again enterprise investments (IE) and savings (SE) have already been
determined in the investment and savings block (eq. ITI-3 to 6 and III-14).
Enterprise demand for cash balances will depend, firstly, on the immediate
payment requirements of wages and bills of supplied inputs (i.e. the working

capital (W + VAint} and secondly, on the price level. Thus:

(Iv-9) A cur, = £ ([w+ VAint], p)
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Enterxprises are a deficit entity and investment requirements are to be covered

by credit from the banking sector (A LE) (17). So that A Lg is calculated

as a residual:

(IV-10) A LE = IE + A CurE - SE.

Iv.4.3 Commercial banks

Households deposit their financial savings {A Q) in the banks, which in turn
are obliged to ensure a minimum reserve position (A q) required by and deposited
in the Central Bank. The reserve-deposit ratio (r} will be considered as an
instrument of monetary policy and is defined as:

9 + q,

fH Yy

(Iv-11) r =

The necessary change in the reserve position of the banks, thus will depend on the

change in demand and savings deposits and the reserve-deposit ratio, i.e.:
(IV-12) A q, + A 9, =r (& Ql + A Qz}

Potential credit expansion of the banking sector is determined by total

deposits minus the banking sector's reserve position:

(Iv-13) AL =Q - q.

It has been assumed that the commercial banking sector is a net supplier of
funds to the enterprise sector only (A LE). Furthermore it follows from Korean
reality that the private sector as a whole (households and enterprises)
suffers from a lack of funds. Household financial surpluses are insufficient

to cover credit requirements of the enterprise sector (A L, > A L}. Korea's

export performance and the open character of the economy aﬁlows for foreign
financing, thus a monetary or credit constraint on private investment can

be avoided through coverage of the liquidity shortage of the banking sector
by private external borrowing. As we have seen, funds from this source have
increased significantly in Korea over the past decade. Debt services {interest
and repayments) on private foreign loans (DSP) then will have to be included
in the model and will increase the domestic liquidity shortage of the private
banking system. Private eXternal borrowing will be modelled as a residual

in equation (IV-14):
(Iv=14} A FE = A LE + DSP - AL

(17) The degree of self-finance of the enterprise sector as a whole averaged
to 41.5 % of total investment of enterprises (incl. public enterprises)
in the 1970-77 period.
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Debt service on private foreign loans is a function of foreign interest (i*)

and repayment requirements as a share of outstanding foreign debt:

bl
(IV-15) DSp = i . FE + A FE

- = +

{Iv-16) FE FE—l A FE
The liquidity shortage of the private banking sector will determine the
interest rate on credits to the private sector (12).A liquidity shortage
will drive up the interest rate and therefore will alsc allow for the
coverage of the shortage by expensive private external borrowing:

: . _ -

(Iv-17) i, = £{(A L+ Ds, - A L), it
The liquidity shortage and the cost of lending from the banking sector will
influence - with a time lag -~ private investment levels, because the
enterprise sector, especially enterprises owned by local entrepreneurs, is
ultimately dependent on sufficient credit creation to finance its investments

(cf. the investment-savings block, eguation III-3 and III-S}.

IVv.4.4 Central Bank

No behavioural equations result from the Central Banking activities. The
activities of the Central Bank reflect the requirements of all other actors
in the system (money demand, government deficit, current account deficit of
balance of pavments).
Reserves of the private banking sector are deposited in the Central Bank.
Fiscal authorities are assumed to operate through the Central Bank and do
not issue obligations directly to the private sector; it is assumed tha£ there
is no market for government bonds (18). The major implication is that
government deficits can be met only through borrowing 5? the Finance Ministry
from the Central Bank (D). Government savings and dissavings are directly
linked to changes in the Central Bank's holdings of government debt. In the
same way, a current account deficit of the balance of payments has to be
(18) This is a simplification of Korean reality as from 1974 onwards

a comprehensive capital-market development plan resulted in an

important growth of the security market. See Que, (1979), p. 376 ff.

Further investigation may conclude to expand the monetary block with

the inclusion of Development: Finance Corporations (like KITC and KIC)
for a more adequate description of the Korean monetary system.
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'financed' by a rundown of the Central Bank's foreign reserves (4 R}, after
allowing for an increase in private foreign lending, foreign capital inflows
to the government sector and direct private foreign investments.

The Central Bank deficit resulting from these financing requirements then
needs to be covered by money creation (A Cur).

The identity equation for the Central Bank holds as:

(Iv-4) AR + Db = (A 4 + A q2) + A Cur
or formulated as a residual:

(Iv-18) ACur = AR+ D - (A q + A qy).

Iv.4.5 Gevernment

The'government sector is assumed to run into a deficit as public investment
requirements are assumed to exceed public savings from the current account
of the government budget. Foreign aid and public external borrowing (A FG)
may cover part of the deficit. The remaining 'excess' deficit (D) needs

to be financed from inflation, i.e. govermment borrowing from the Central Bank.
Public investments (Ig) and public savings {SGJ are determined elsewhere in
the system {eq. IXI-8 and III-19). Foreign aid and lending to govermment
{A FG) is assumed to be autonomous and to result from political ties with
allied countries (U.S., Japan). Debt Service on public foreign debt (DSG)
is modelled in a similar way as private debt service requirements.

The following monetary equations result for the government sector:

{IV-19) A FG = A FG

il
|
)
+
™
T

<x
(Tv-20) DSG c G

i
1
+
=
3

(v-21)  Fg a1 <

The balancing equation can be formulated as:

(IV-22) D= IG + 1:)sG - SG - FG (19}).

Iv.4.6 Forxeign sector

The foreign sector account consolidates the balance of payments,

The current account deficit will be financed by capital inflows from various

{19) However, most statistical sources will already have included DS in
current goverpment eXpenditure and thus SG is already net of DSG.
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sources: foreign aid and lending to govermment, foreign lending to the
private sector and direct foreign investments. Foreign lending to the private
sector (A FEJ is determined as a residual by the liquidity shortage of the
private banking sector {eq. IV-14). Direct foreign investments are autonomous
capital inflows (A IF) and have already been included in private enterprise
investments (determined by eq. I¥I-4 and III-6), Foreign aid and borrowing

(A FG) is considered to be autonomous (eq. IV-19). After allowing for debﬁ
sexvice payments, the foreign balance closes over the change in the foreign
reserve position (& R).

- =M + + + - E - - -
{(IV=-23) AR M DSP DSG PF E A FG A FE A IF

M and E are determined in the extermal block of the model system.

STATISTICAL ANNEX TO CHAPTER IV

Tables IV-1 to IV-7.
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Table IV-1 Sources of Growth of Financial Institutions, 1963-75

{current prices)

Change in Outstanding Stock

1963-67 1967-71 1971-75

bln. % of bln. % of bln. % of
Instrunents Won total Won total total
Money {Hl) 78.6 22.1 240.8 15.5 820.9 18.0
Time and Savings Deposits 121.8 34,2 585.2 37.7 1,401.,9 30.8
Insurance and Trust 32.3 9.1 126.0 8.1 130.0 2.9
Securities 10.1 2.8 65.3 4.2 243.6 5.3
Equities other than Stocks 6.4 1.8 42.7 2.8 260,3 5.7
Government Loans 31.8 8.9 109.8 7.1 333.4 7.3
Foreign c¢laims and debts 3.0 0.8 173.3 11.2 776.7a) 17.1
Other”’ 71.8  20.2 207.5 13.4 586.5 12.9
Total 355.8 100.0 1,550.6 100.0 4,553.3 100.0

Sources: Hasan and Rac {eds)
Economic Statistics Yearbook

(1979}, p. 375; originally Bank of Korea, Flows of Funds in KoXea and

a) Estimated on the basis of outstanding indebteness of Bank of Korea, Korean Development Bank and
commercial and specialized banks at the end 6f 1975.

b) Calculated as a residual,
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Takble iV-2 Korea: Monetary Survey; 1960-1977
{bln. of Won, current prices}

1974

1960 1961 1962 1963 1964 1965 1966 1967 1968 1969 1970 31971 1972 1973 1978 1976 19077
Domestic Credit 22.1  50.3 71.2  83.4 90.4 118.7 153.3 260.6 468.6 751.0 962.4 1239.7 1600.1 2073.8 3164.4 4160.5 5074.2 6260.0
- Claims on government (net) 7.8 12.8  24.2  26.1  23.0 2.3  16.0 19.5 9.0 12.7 13,0 6.5 103.1 130.9 28i.9 529.5 S82.8 570.4
- Claims on official entities .= - 0.2 0.5 2.6 2.1 12.3  18.5 20.1  27.9  32.0 30.¢ 32.0 34.0 43.0 20.0 110.0 110.0 210.0
- Claims on private sector 14,3 36.3  46.5 54.7 65.3  85.1 118.8 221.0 431.7 706.3 919.4 1201.2 1463.0 1899.9 2862.5 3521.0 4381.4 5479.6
Foreign Assets 10.4 27.5  23.0 17.9  33.9  40.0  67.6 96.4 106.6 167.2 195.8 190.6 292.8 46l.1 503.2 753.1 1432.8 2316.6
- Foreign assets in BOK 10.4 27,5 22.3 17.5 33.4  36.7  65.3 69.0 104.5 148,8 170.5 146.5 130.2 166.1 102.2 366.9 927.3 1513.6
- Foreign assets in commercial .
banks - - 0.7 6.4 0.5 1.3 2.3 27.4 2,1 18,4 25.1 44,1 162.6 195.0 401.0 3B6.2 495.5  805.0
Other assets’’ 2.1 5.8 1.0 8.1 6.5 14.6  36.2 49.5  79.4 107.1 167.6 127.8 210.3 336.7 417.3 940.8 108L.5 1661.1
Total assets’’ 34.6  B83.6 105.2 109.4 130.8 173.3 257.1 406.5 654.6 1025.3 1325.8 1558.1 2103.2 2871.6 4084.3 5754.4 7588.5 10259.7
Money (8) % . 22,8 35,8  39.4 41,9 48.8  6€5.6  B5.1 123.0  177.7 252.0° 307.6 35B.0 519.4 730.3 945.7 1181.8 1544.1 2172.6
Near Money _ 3.0 5.5  12.3  13.5 14.7 315 7L.9 130.8 258.8 452.6 500.2 726,9 932,4 1243.3 1489.6 1935.2 2586.4 3562.2
Poreign Liabilities 4.0 8.7 11,2 13.6 22.1  21.4  15.8 16,0  21.1 59.3 83.0 148.6 183.3 154.1 613.1 920,0 1114.7 1344.4
- Foreign liabilities in BOK 4.0 B.7 11.2 13.6 22.1  21.4  15.8 3,1 2.5 10.6 9.2 4.1 4.6 4.5 93,7 187.2 272.2 233.3
~ Foreign liabjlities in . .
commercial banks - - - - - - - 12.¢ 18,6  48.7 73,8 144.5 178.6 149.6 519.4 732.8 042.5 1ill.1
Other Liabilities® 4.8 33.6 43,7 40.4 45.2 54.8  84.3 136.7 197.0 26L.4 345.0 324.6 468.1 743.9 1036.5 1717.4 2341.3 3160.5
Total Liabilities®’ 38,6 83.6 105.2 109.4 130.8 173.3 257.1 406.5 654.6 1025.3 1325.8 1558.1 2103.2 2971.6 4084.9 5754.4 7588.5 10250.7

Source: IMF, International Finance Statistics.

General note: Table covers Bank of Korea and Commercial Banking Sector balance sheets
only, which amounts to about 80 % of total assets of organized financial
system.

Includes leoans and discounts, securities, loans in foreign currency and

claims on KDB,

b) Total assets and liabilities are slightly underestimated due to net charxacter
of claims on government.,

c) Includes cerrency in circulation and demand deposits.

d) Includeg timé and savings depostis and resident's deposits in foreign currency.

e} Includes bords and debentures, gquarantess and other.

£) Includes reserves and restricted import deposits.
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Table IV-3 Korea: Monetary Growth, 1960-1977

1560 1961 1962 1962 1964 1965 1966 1967 19689 1969 1970 1971 1972 1973 . 1974 1975 1976 1977

Anmial Percentage Growth Rates
Money (Hll 8.1 57.0 1C¢.1 6.3 16.5 34.4 29.7 44.5 44.5 41.8 22,0 16.3 45.0 40.6 29.5 24.9 30.7 40.7
Near Money ma. 6.0 12507 s.v 127 w131 1272 86.3 97.6 74.8  30.2 23.0 28,1 33.3 19.9 30,1 23,0 38.3
Domestic Credit n.a. 127.6 41,6 17.1 8.4  31.3 29,1 7.0 79.8 60,3 28,1 28.8 29.1 29,6 52.6 31,5 22.0 23.4
GDP (neminal 11.4 12,9 20.9 41.8 42.3 12.2 28.3 23,1 29.4 30.7 25.0 23.1 22.5 30.3 40.3 33.5 34.0 27.5
GOP ({real, 1970 = 100} n.a. -2.6 6.1 10.1 7.7 11.3 12,2 5.9 11.3 13.8 8:5 9.5 6.1 15.1 7.8 8.0 13.0 10.3
Percentage of GDP
Money Supply (Hzlzl 10.4 14,1 14.6 11.0 8.9 12.1 15,2 20.2 26.8 33.1 33.7 3.0 36.0 37.6 33.1 31.8 31.5 34.2
Domestic Credit a,1 17.3 20.2 16.7 12.7 14.9 15.0 20.7 28.8 35.3_ - 36.1 37.8 39.8 39.6 43.1 42 .4 38.6 37.4
- Claims on government (net) 3.2 4.7 6.9 5.2 3.2 2.7 1.6 1.5 0.6 0.6 0.5 0.2 2.6 2.5 3.8 5.4 4.4 3.4
- Claims on other official

entities - 0.1 0.1 0.5 0.3 1.5 1.8 1.6 1.7 1.5 1.1 1.0 0.8 0.8 ¢.3 1.1 0.8 1.3
= Claims on private sector 5.9 12.5 13.2 11.0 8.2 10.7 11.6 17.6 26,5 33,2 34.5 36.6 36.4 36.3 39.0 35.9 33.4 33.7
Government Deficit (I -8} 5.5 1.9 2.2 0.8 0.4 1.9 -0.2 0.4 1.9 1.0 1.8 2,0 -1.2 0.3
Import-Export gap ( M - E) 9.4 11.1 7.4 10.9 13.2 11.8 9.8 10.6 4.9 1.1 11.5 a.4 1.8 0.0

Sources: IMF, International Finance Statisticg, varicus issuesy UN, Yearbook of
Mational Accounts Statistics, various issues.

General note: Percentages are calculated from data in current prices (bln. Wen),
unless otherwise indicated. .

1} Increases from very low levels.

2) Equals Money, H., {currency and coins plus demand deposits) plus near money
{time and savin&s depostis, a.0.).

3} General Government deficit, excluding public enterprises.
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Table IV-4 Korea: Rates of Inflation and Trends in Real Incomes, 1960-1977
{indices, 1970 = 100}

1l 2 3 4 5 6
GDP Wholesale Consumer Real disposable Real wage incomez) Real private
deflator price price 1) househa}d {(bln. Won) consumption
index index income™ " (bln.Won) . . _ {% of GDP)

1960 21.8 31 27 751.5 296.3 78.7
1961 25.0 35 30

1962 28.5 38 32

1963 36.7 46 38 1108.7 360.8 77.5
1964 48.5 62 49

1965 52.5 69 56 1201.8 404.5 73.6
1966 59.8 75 62

1967 68.3 79 69

1968 76.4 86 77 1594.0 72.1
1969 86.6 92 . 86 1954.8 818.1 71.8
1970 100.0 100 1a0 2050.1 890.7 69.5
1971 111.5 109 114 2224.0 965.0 70.7
1972 127.7 124 127 2440.7 1053.1 71.4
1973 139.7 132 131 3024.0 1241.5 67.4
1974 177.2 188 163 3401.7 1372.3 66.0
1975 220.9 238 204 3530.0 1485.2 64.7
1976 255.3 267 235 3991.7 1832.2 51.7
1977 303.1 291 259 4609.7 2256.8 . 55.6
Sources: - UN, Yearbook of National Accounts Statistics

-~ IMF, International Finance Statistics.
- UN ESCAP, Statistical Yearbook of Asia and the Pacific.

1) The consumer price index is for urban non-agricultural households in all cities.
2) Deflated by the consumer price index.
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Table IV-5 Composition bf Gross Financial Investments of Households, 1263-76
(percentages)
1963-66 1967-71 1972-75 1976a)

Money (Hl) 30.9 22.1 19.9 14.7
Time and Savings Deposits 40.9 43.5 35.2 33.4
Other Deposits and Loans 13.3 11.8 6.1 13.1
Insurance and Trust 10.3 13,1 . 5.6 8.0
Securitiesb) _ 8.9 15.9 33.5 29.7
Miscellaneous -4.,3 =-12.4 -0.3 1.0
Total®! (bln. Won in current prices) 130.3 920.2 2011.5 1180.5

Sources: Taken from A.V. Que, "Financial System", in: Hasan and Rac {eds) (1979), table 12.9,

p. 382; original data from Bank of Korea (BOK}, Flow of ¥unds in Korea, 1963-70
and BOK, Econcmic Statistics Yearbook 1973 and 1976.

a) Preliminary.
b) Includes equities othexr than stocks.
¢) Cumulated over the period.
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Table IV-6 Sources and Uses of External Capital, 1966-76
(millions of dollars in current prices)

Ttem _ 1966~71 1972 1973 1974 1975 1976
Sources ' 658 802 999 2,452 2,776 2,332
Capital grants 119 87 6l 64 - e
Private direct investment (net)a) 36 74 137 103 53 76
Medium and long-term capital (gross)b) 472 784 828 1,329 1,773 1,816
Short—term capital (net)®’ 137 -16 84 -45 680 602
International Monetary Fund 1 ~1 -18 i56 130 97
Bank borrowing {less than one year) 34 =53 =95 580 180 =131
other™ -141 -73 2 265 -40 -128
Uses -658 -802 -999 -2,452 -2,776 -2,332
Goods and services balance -670 =541 -499 -2,245 -2,113 —662
Current transfers (net) 175 170 190 222 226 349
Amortization ~116 =272 -350 -414 ~-396 -599
Inctease in reserves =47 =159 =340 -~15 -493 -1,419

«+. Zero of negligible.
Sources: Data supplied by BOK and EPB. Taken from Hasan and Rac (1979}, p. 444,

a) Excludes interoffice flows of foreign banks.

b} Includes bank borrowing for more than one year.

¢} Includes short-term trade credit (net), export on credit {(net), and export prepayments.

d) Includes interoffice flows of foreign and domestic banks, overdraft, non-resident deposits, and other.
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Table IV-7 South Korea: External Public Debt

(mln. of UE §)

1967 1968 1969 1970 1971 11972 1973 1974 1975 1976 1977
Total Outstanding, incl.Disbursed 632.6 955.5 1542.7 1797.2 2334.9 2863.6 3476.0 4297.6 5463.2 6696.3 8472.3
- Private creditors (% of total) 62.5 67.8 69.3 65.8 59.6 52.4 48,8 50.1 52.2 51.0 50.5
of which: '
{suppliers credits) {57.1) (63.1) (62.0) (55.6) (45.6) (38.7) (32.2) (25.7y (23.3) (19.6) (18.4)
{private financial institutions) (5.5} (4.8) (7.3) (20.2) (14.0) (13.6) ({(16.2) (23.8) (2B.5) (29.9) 1{30.2)
~ Qfficiel lenders (% of total) 37.4 32.1 30.6 34.2 40,2 47.6 51.5 49.8 47.8 49.0 49.4
of which: .
(multilateral) {2.2) (2.3) (2.1} {2.86) {4.3) (6.1} (7.7} (9.6) (12.7) (15.8) (15.0)
(IBRD) {(1.7) (3.3) {4.0} {5.2) (7.3) (10.1} (9.8)
{IDA) {(1.7) (1.8} {1.7) (1.8) (1.7) {1L.5) {1.3)
{(bilateral) (35.2) (29.8) (28.5) (31.6) (35.9} (41.5) (43.8} (40.2) (35.1) (33.4) (34.4)
Debt Service Ratio 7.0 9.2 14.1 . 22.3  22.5 19.5 15.4  12.3  10.8 9.2  n.a.
Debt Cutstanding to GDP ratio 13.8 17.1 21.1 21.2 27.6 29.5 27.9 30.4 28.6 26.1 26.7

Source: IBRD, World Debt Tables, Volumes 1975 to 1978 and supplements.

1) Means publicly guaranteed debt.

'Private', unguaranteed debt amounts to about 8 % of total external debt.
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V. INCOME DISTRIBUTION, PRODUCTIVITY AND EMPLOYMENT

%)

The relation between economic growth and income distribution is generally
accepted as the key issue in economic development (l). Real world experience
has led to a disenchantment with the traditional 'trickle down approach'

that economic growth and social modernization would take care of poverty

and improve income equality among the Third World population. Post-war
economic development in LDC's has been characterized by an overall rapid
economic growth, but as well by growth of malnutrition, rural and urban
poverty. Advocates of "redistribution policies first" have gained much more
influence and at least economic development theory has been subject to a
great deal of rethinking (2}). Economic growth has not become a forgotten
issue, but shall be given better way after firm redistribution policies. Such
policies have been advocated even while accepting given socio-political systems
and have not been necessarily related to socialist strategies. Whatever the
underlying ideclogy the issue opens up the question of the nature and power
of the State willing or even being capable to pursue such policies. This
question will be dealt with in chapter VI. This chapter attempts to analyze
the determinants of income distribution in Korea. To answer such a question
many issues are involved and which will relate to the functioning of the
whole political-economic system.

As it has been said in a previous project paper (3), three general guestions
are of importance:

- how is income distribution measured;

- which variables influence income distribution;

- what is the role of income distribution towards other variables.

Most studies measure income distribution as size income distribution related
to the size distribution of the population and a division of households into
income groups. The question how to measure income distribution is highly
related to the desired level of disaggregation of the population into
identifiable groups. It is our aim to identify wvarious groups on basis of
socio-economic criteria (such as employment, ownership, economic status, etc.)

rather than by income lewvels. Relating income distribution to sccic—economic

#) This chapter was prepated with assistance of Roel Vriezen.

(L) A good survey of (fairly) recent literature on distribution and
development has been given by Cline (1975}).

{2) This 'redistribution with growth' proposition has been advocated by a.o.
Chenery, et.al. (1974) and Adelman (1979).

(3) Smit, Weyland and Vos (1980), p. 44.
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groups will give a better insight in the functioning of the political-
economic mechanisms of the countries studied. Moreover, studies have shown
that the size distribution of income is rather stable over time and that the
relative position of socio-economic groups is more sensitive to policy changes
than the overall distribution (4).

The determinants of income distribution are to be found in the interrelations
between production structure, asset distribution, labour mobility and final
demand composition. The full analysis has not yet been undertaken, but can be
discussed within the context of the complete country model system. The
linkage of these 1ssues towards social groups disaggregation could not be
made as adéquate household budget surveys were not yet available. Analysis

of Korean empirical evidence ig still related to rather aggregate

variables such as wages, prices, productivity and sectoral labour supply and

demand.

The effects of income redistribution will have to be analyzed in detail from
the total model system, but such analysis will depend on the availability of
adequate disaggregated data on final demand composition and preduction. E.qg.
data which reveal consumption demand composition by social group, import
content of demand and labour content of commodities produced.

First step in this chapter will be to clarify c¢riteria to identify socio-
economic groups. Then a clasgification of socio-economic groups will be
suggested for the Korea-model {par. V.l). Mobility of socio-economic groups
will be related to changes in the structure of production {(par. V.2) and the
structure of employment through the functioning of rural and urban labour
markets (par. V.3). Intermal terms of trade between agricultural and non-
agricultural production sectors will be an important determinant of the rural-
urbal income balance (par. V.4). Finally some notes.on the modeling of income
distribution by socio-economic groups and institutions (households, enterprises

and government) are added {par. V.5}.

V.l Socio—-economic actors

v.1l.1 Identification and classification of socio-economic groups

To construct realistic models of economic development, it is necessary to
define and identify the actors of the {(socio-)eccnomic system. Ecconomic
mechanisms essentially refer to social velations. Restricting analysis to
a description of relations between economi¢ aggregates (national income,

investment, prices, etec.) can be a nice exercise for the economic advisors

(4) Adelman, Hopkins, et.al. (1979).

~ 88 -



v.3

of Robinson Crusoé&, but one will want to deal with the real world.

One may identify the actors of the economic system on various levels of
abstraction and aggregation. I will distinguish three levels:

- institutions;

- social groups;

- individuals.

At the micro-level, the behaviour of individuals (within the context of the
social system) will have significant importance., In the analysis, which deals
with a full economy, individual behaviour can be reasonably generalized

into social groups hehaviour. Even in extreme cases of personal power
hierarchies (the Somozas and Khomeinys) it is important to analyse social
dgroup structures underlying the socio-economic system.

It is rather conventional to distinguish between 3 types of institutions in
the economic process, i.e. between households, enterprises and the State.
National accounting systems use the distinction as well and for the non-closed
economy one will want to include 'the rest of the world' (external accounts)
as a semi-institution as well. There are no severe objections to such a
distinction and it would be unwise - from a statistical point of view - to
reject it. However, further disaggregation is desirable, as not all households
and énterprises will behave similarly, nor will each of them have the same
impact on the econcmy.

Enterprises will differ according to type of ownership (domestic and foreign),
gize of the firm {large and small scale), technological dualism (modern and
traditional), and type of activity (agriculture and non-agriculture)}, The four
criteria will identify the production structure of the economy. The State or
public sector can be split up inteo various bodies of government {(central,
municipal, etc.) and wvarious types of government-owned enterprises. To our
type of analysis it will suffice to distinguish between general government
{(influencing the economic system through tax and expenditure policies) and
public enterprises (which often are autonomous bodies, but differ from private
enterprise behaviour).

Households will differ according to size, number of income earners, type of
activities, economic status, etc. Many income distribution focussed studies
group households according to the level of their incomes. Such a distinction
is not tailored to make a linkage between incomes and employment and production
structure.

The relevance of introducing socio-gconomic groups into economic models and
criteria to define them, have been excellently analvzed by Cchen (i1980). Cohen

mentions several general conditions of socio-economic groups. These contain
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apeng others that a social group will be an aggregate of individuals with:
(1) common conditions of existence and living:
(ii) the consciousness and realization of these conditions in common social
behavicur (5).
The distinction covers the marxian terms of "Klasse an sich"™ and "Klasse fir
sich". Although the socio—ec¢onomic group will be more cohesive and be a more
' active actor in the economic process when both conditions are present, yet
the former condition may identify suitable analytical units. As Cohen states,
socico-economic groups identified under the first condition are only “"passive"
actors.
Many criteria may underlie "common conditions of existence and living", such
as mode of production (type of ownership, e.g.), type of activity (economic
sectors), location, occupation, education, age, sex, ethnicity, income, etc.
To establish the interlinkage between income distributicon and employment and
production structure one will have to take account of the following factors:
— mode of production, which may give a distinction between: 1. modern sector
-employers; 2. traditiocnal sector self-employed; 3. modern wage labour;
4, traditional sector workers:
- sector: 1. agriculture; 2. modern manufacturing; 3.'traditional manzfacturing;
4. modern services; 5. traditional services;
- location: 1, rural; 2, urban,
Reality, of course, will be more complex, as households may consist of various
income earners occupied in more than one sector. Equality and simularity of
occupational structure and household structure will never be inconclusive.
Education will be a positive function of industrialization and will require a
distinction between wvarious types of wage labour (skilled and unskilled}.
Societies with significant ethnical differences may require that socio-economic
groups are differentiated by their cultural background as well. This will be
especially the case if ethnic or racial differences determine economic policies,
such as in Malaysia. The Malayan economy has a segmented structure, which
also reflects the ethnic¢al stratification:Malays are predominantly active in
small scale farming (rubber small heldings and subsistence) and in public
utilities and administration; Indians are wage labourers on large rural
estates (rubber and palm oil} and are often gelf-employed in the urban services
sectors; Chinese dominate as entrepreneurs in rubber-estates, mining,
manufacturing, construction and commerce. A model system of Malaysia should
allow for analyzing social mobility and changes in income structures from the
interlinkage between structural change in production and political dominance

. of a particnlar ethnical group (the Malays).

{5) Cohen (1980}, p. 10.
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In many cases the classification will coincide with a hierarchy in income
groups. For iﬁstance, small landowners, rural poor and urban traditional
service workers will make up for the lower parts of the decile distribution.
Bowever, the socio-economic group classification as such will not reveal

the hierarchy of income levels. Income differentials can be caused as much
by sectoral productivity differences, differences in age and sex (male,
female), labour market distortions, etc. To analyse intragroup income

differentials one needs to include such factors as well.

Vv.l.2 Xorean actors

Next to a set of traditional macro and sectoral models, there exist already
at least two models on the Korean economy which identify soclo-economic
groups. One has been made by Cchen (1977) and which has been constructed to
serve for medium-term manpower planning. The model introduces wage earners,
salary-earners, non-earners and unemployed. The second model is more
comprehensive and has been constructed by Adelman and Robinson (1978). The
model focuses on income distribution and identifies 15 social groups in terms
of occupational structure which configurates to 15 household_groups. Intra-
group income differentials are simulated as well., The Adelman-Robinson
classification seems fairly adequate and is close to the classification

proposed below.
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SCHEME V-1: ¥Xorea : Socio-economic actors

. SECTORS
S0CIO~
MODE OF ECCONOMIC Agrii?l- Managacturing Services
INSTI'TUTIONS LOCATION PRODUCTION GROUPS ture Modern "Traditional Modern Traditional
1. 'Large’ b4
Land-owners EZ. 'Middle’ X
3. 'Small’ b4
— RURAL -—4[:
Landless labourers X
Households - 1. Employers, b4 b4
professionals
« Large scale 2. Skilled workers b4 be
{modern) 3. Unskilled workers X X
sector 4, Govermment
| __u | employees X
Small s?ale 1. Self-
- (traditional)
sector employed x X
2, Traditional
workers X X
Domestically owned b4 X X X X
Enterprises -—-ﬂa——-—{::
Foreign owned X
- General Government x
Government
- Public Enterprises X ®

Notes: 1) Includes fishing and forestry
2) Includes mining.




V.7

Scheme V-1 presents the proposed social-group classification for the South
Korea-model, The major actors are classified according to institution,
location, mode of production and sectoral activity.

The household sector has first been divided into rural and urban households.

The distinction between rural and urban populations is important as wvillage
and city represent different economic and social systems. In Korea, the
distinction by and large coincides with the division between agricultural
and non-agricultural sectors. Off-farm rural activities still are rather

insignificant source of rural incomes (6).

The rural population is stylized into four socio-economic groups: landless
labourers and small, middle and large landowners. The distribution of land-
ownership is fairly equal in Korea after a 'two-staged' land reform: the

first in 1947 under American auspices and the second in 1950 which was a
domestically controlled land reform. Most of the farms are guite small, as

can be seen in table V-l. The use of the words ‘large', 'middle' and 'small'
landholdings is thus purely relative. The marginal size of holding is probably
0.5 ha. Rural migrants to urban areas will probably be recruted from landless
households and peasant households owning less than 0.5 ha. land. Economic
behaviour of all three types of land-owners will be output maximization,
rather than profit maximization as input and price subsidies of the govermment

are in essence production subsidies. (7)

Table V-1 South Korea: distribution of farms by size

(percentage shares)

Farm size % of farm households % of cultivated area
1968 1974 1974
Landless 2.2 4.7 -

1. 'Small': under 0.5 ha. 33.2 28.3 10.6
*Middle': 0.5-2.0 ha. 57.8 60.5 68.9
'Large' : 2.0 ha. and

more 6.8 6.5 21,5
100.0 100.0 100.0

Scurces: Rao (1978), table 1 and Hasan and Rao (eds) (1979}, table 7.1.

(6) In 1970: off-farm rural employment amounted to 19 % of total primary
employment (the figure includes the relatively small Korean mining sector}.
(7) CE. Rao (1978), who concludes that there will be a tendency towards
increasing rural inequality as a consequence of subsidy policies of
the Korean government,
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Urban households are divided first into modern and traditional sector
cccupations. For reasons of data availability it will be more convenient to
indicate modern and traditional activities by size of firm.

Production census data are to supply the demarcation-line (say at 5 workers
engaged). It is acknowledged, of course, that this is only a very crude

proxy for dividing modern and traditional activities.

Thexre are two classes of owners: modern sector employers and professionals

and traditional sector self-employed. There is no reason to suppose a
different ‘rationality' of modern capitalists vis-d-vis traditional capitalists.
Both groups will be profit maximizing actors. However, their behaviour will
be reflected in enterprise behaviour. Within the household sector they are
'only' income receivers (receiving redigtributed profits). There are four
urban working classes: skilled workers, unskilled workers and government
employees in modern sectors and traditional {non—-family) workers in small
scale activities. As serious trade union action is effectively suppressed

by the State, worker groups are assumed to be passive, dependent on labour
market conditions., This is not the same as to say that there will be no.social
mokility within and between working classes. Only power and group behaviour

of working classes is assumed to be weak.

The corporate sector (enterprises) will be divided according to nationality

of ownership (see chapter III on investment behaviour), technological dualism
(modern vs traditional, i.e. size of the firm) and sectoral activity. The
current state of industrial development in many LDCs, and certainly in Korea,
makes it essential to identify a corporate sector where most investment
decisions take place, Enterprise incomes (profits) then are increasingly
separated from household incomes. Most direct links will remain between rural
household incomes and agricultural enterprise profits, and between traditional
gervice enterprise profits and self-employed incomes.

Foreign ownership is of increasing importance, especially in the dynamic
export~oriented manufacturing sectors (cf. éhapter IIT, table III-4). The
importance of foreign ownership is rather insignificant in the service sector.
Identification of foreign investors as a social group, thus may be restricted
to their influence in manufacturing sectors, Their behaviour will be determined
by profit maximization as well. However, the specific determinants of the
behaviour will differ from domestic investors, as foreign entrepreneurs may
choose to repatriate profits, invest in other low cost countries, etc. (cf.

investment behaviour specification in chapter IXII).
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The public sector has been divided into two bodies: general government (the

sum of central and decentral government institutions) and public enterprises (8).
General govermnent influences the flows of economic system by its revenue and
expenditure policies. Public enterprise behaviour differs from private
enterprise behaviour in terms of: (i) pricing policy, determined by social
cost-benefit weighing:; (ii) choice of activities which are complementary of
nature and often characterized by large indivisibilities (e.g. infrastructure)
or which are undertaken with infant industry arguments. In Korea public
enterprises are more or less an integral part of govermment policies and in
most cases controlled by one of the minist¥ies (9.

State action is thus identified both in (re)distribution (taxation and
government expenditure) and production. State behaviour will be related to
the accumzlation process (endogenous) but will contain a certain degree of
relative autonomy as well {exogenous). The issue is treated a bhit more in

detail in chapter VI.

Specification of institutions and economic groups should bhe allowed for in the

following composing  parts of the model system:

a) production: production functions will differ according to size of the firm,
mode of production (modern vs traditicnal) and technology;

b) labour market determination: the distinction between different socio-economic
groups based upon occupation, location and skill level allows to investigate
the specific determinants of labour demand and supply and their inter-
linkage to changing patterns in the economic structure and changing patterns
in the distribution of value added among profit earners and workers of
various skills;

¢} determination of wages and income distribution by socio-economic group then
follows from (a) and (b) with allowance for price changes (commodity prices
and internal terms of trade);

d} given income distribution,consumption and savings behaviour according to
socio-economic actors can be specified; final demand will be further
determined by investment behaviour and import demand (from the input-

output structuxe}.

(8) Public enterprises can be defined as production units which are owned and/or
contreolled by public authorities and the production of which is marketed.
See L.P. Jones {1975}, p. 22. To have government control of an enterprise,
it will not be a necessary condition that the state ownes 50 percent or more
of the stocks. The set of definitial criteria given by Jones (1975)
adequately demarcates the Korean public enterprise sector.

(9) Even the Central Bank, the Bank of Korea, is directly subjected to the
Ministry of Finance.
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The framework of analysis is globally specified in the flow chart of

scheme V-2. The following sections of this chapter will supply the material
from Korean evidence for the specification of the production side, labour
market, and wage determination., The final demand components investments,
imports and exports as well as savings have been tentatively analyzed in the

previous chapters. Specification of consumer expenditure is to be analyzed

in additional studies.
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SCHEMR V-2 : Flow chart model system
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V.2 DProduction structure

The country typology, tentatively developed in a previocus project paper (9a),
emphasized the importance of population density, land availability and natural
resource endowment in the development of the structure of production. Analysis
was stylized around the agriculture - non-agriculture dualism. The importance

of agriculture in the process of accumulation was analyzed to be different in
economies with high population density and land shortage vis-a-vis economies
which are sparsely populated and 'enjoying' relative land abundance. High
population density as prevails in many Asian countries, has generally led to

an agrarijian structure with small average size of the holdings and a high
productivity per hectare, Land abundance in spargely populated countries, like
many in Latin America, has often created large inequalities in the size of the
holdings and a duality in the productivity per hectare. These different agrarian
structures create different conditions with respect to (i} the supply of food;
(1i) the conditions determining the level of productive and remunerative \
employment to the rural labour force, and labour force availability to non-
agricultural sectors; (iii) foreign exchange earnings through agrarian exports;
and (iv) financing of non-agricultural development through transfers of agrarian
surpluses. These are the initial conditions to the type and timing of structural
changes taking place in the course of economic development. The agriculture -
non-agriculture dichotomy has also been used as a starting point in the flow

chart of scheme V-2.

In Korean reality the division between agricultural and non-agricultural sectors
by and large covers the rural-urban dichotomy. Non-farm rural activities are
still of minor importance and industries are concentrated in few urban centers
(Seoul, Pusan) which absorb the bulk of the urban population. Korea is a
country characterized by high population density (358 persons per square kilo-
meter in 1975. {(9b) Korean agricultural development has been characterized by:

- Relatively equal distribution of land attained by two post-war land reforms.
The size of the holdings is small (see table V-1 above).

- Agricultural productivity only steadily increased, but productivity increases
remained far behind development of non-agricultural sectors. Labour productivity
changes in agriculture have proved to be dependent on government policies with
respect to investments in rural infrastructure (irrigation, ete.), input
subsidies, technical assistance, etc, Only under the Third and Fouxth

"{9a) Smit, Weyland and Vos (1980).

(ob} In 1975 population density of Japan was 294 persons per square kilometerx;:

that of the Netherlands 333, Densities of Japan and Korea will even be

significantly higher if population is related to accessible land (excl.
mountains, ete.) only.
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Development Plans agricultural development gained significant priority.
Increased state effort to improve agricultural conditions led to average
agricultural productivity changes of 4 % per annum in the 1970s.

- Food production has remained insufficient to feed a rapidly growing urban

population. Food imports need to cover the deficit.

- Still a large part of the rural population could be 'set free' to meet

urban wage labour demands.

These factors lead to some conclusions on the importance of agriculture in

the process of accumulation:

(i} equal asset distribution and relatively stagnant agricultural preduction
conditioned to only a relatively small rent or agricultural surplus;

(ii) the rural sector supplied a large army of wage labourers for urban
sectors, but as a 'pull' process by rapidly increasing industrial labour
demand, rather than as a ‘push' by a rise of agricultural productivity;

(iii) agricultural exporté could supply funds (foreign exchange earnings) for
financing non-~agricultural development; food import requirements rather
created foreign exchange deficits.

Congluding, agricultural development has been 'pulled' along with dynamics

of non-agricultural sectors, rather than that there was an agrarian 'push'

for industrial development. {1Q)

Table V=1 shows the rapid decline of the share of agricultural production in
total GDP., It declined from 44,2 percent in 1955 to 21.4 percent in 1977.
Bgricultural employment as a share of total employment declined as well,
however, not as rapid as the production share: the production share declined
to half of its 1955 level, whereas the employment share declined less: from
63.2 percent in 1963 to 41.8 percent in 1977. Absolute decline of the employed
population in agriculture has only been observed from 1976 onwards.

Most significant structural change in production has been the - expected -
increase of the manufacturing share in production and employment., Both shares
increaged almost equally rapid: share in GDP from 9.7 percent in 1955 to 27.4
percent in 1977 and employment share from 7.9 percent in 1963 to 21.6 percent
in 1977. Most productive sectors are in social overhead and finance, as has
been visualized in figure V-1. At the same time, these sectors are relatively
unimportant employers. The total services sector managed to maintain its share
in total GDP., The trade sector increased most significantly both as producer

{10} For instance, the opposite holds for economic development in Taiwan,
even though 1t has a similar economic history. See Fei and Ranis (1975).
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V.15

and employer. Part of the trade sector will consist of traditional, informal
and/or small scale activities, which will have different productivity from
modern trade. The available classification of industries does not allow for

making a precise distinction between modern and traditional services.

The structure of production will be reflected in the income distribution.
Figure V-2 relates the size distribution of income to sectoral productivity
differences for 1971, Only very tentative conclusions can be drawn from the
graph. Sectoral productivity is defined as value added per sector divided by
total sectoral employment. Sectoral productivities have been related to the
decile distribution of household incomes (urban and rural). Both indicators have
been made comparable by recalculating corresponding income deciles. First,
average disposable household income (UM, National Accounts data) per employed
was caluclated. Theh, the figure was multiplied by the decile income shares ;
from the household survey (l1l). The result is given in table V-2 and
is the estimate of the decile average disposable income per employed (12). The thus
obtained income estimates assume log normal distribution for each decile and
.also assume . that all households are equally large., Sectoral productivity
levels have been brought into the figure by taking the lowest productivity
sector (agriculture) first and relating its productivity level to the percentage
share of people employed in agriculture., Then the other sectors follow. Reality
is stylized, firstly, because only average sectoral productivities are taken
and, secondly, because by putting sectors in sequence one ignores intra-
sectoral differences e.g. productivity in part of the traditional services sector
mav be below that of large farms in agriculture.
The figure only relates to 1971 data, so no conclusions can be drawn about

tendencies in the distribution of income towards more or less inequality.

{11} I.e., that given by S. Jain (1975) for 1971.

(12) 1If disposable household income is Yd, total employed is L, then the
absolute income share per employed for the first decile (10 percent
of population} is obtained by

- 3
Ya 253.54 bln.¥W, . L 10.066x10 . 2.9,
J_—"lO s 0 Tl (-——-——-—-10 }]x income share (—-—-—100} = 73.0.
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Figure V-2: South Korea: Sectoral Productivity and Size Distrxibution of Income, 1971
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Figure V-2 shows that about 70 % of the emploved population earns an income
equal to or below average disposable income per worker. Major part of the
lowest income earners is suggested to be employed in sectors with lowest
average productivity, which would mean that low income groups are to be found
in agriculture, 'traditiocnal' services (i.e. domestic and community services)
and a large share of the trade sector (which probably refers to small scale
retail trade). Highest income groups are suggested to be active in public
utilities (social overhead and government services) and finance, Since a large
share of the working population is still zctive in agriculture, it can be
suggested from the point of view of dualism theories (13) that a labour surplus
situation is still existent. Agriculture would then, according to theory,
determine the institutional real wage level. It could be concluded that this
may hold at least for wage rates in traditional services.As will be argued
below, still a wage differential between rural and traditional urban

sector wages needs:to be explained. Alse industrial wages are rather determined
by factors like industrial productivity and demand and supply of skilled labour,
This could also be concluded from the observation that labour supply in urban
sectors is rather 'pulled' by industrial labour demand than “‘pushed' by rural
labour surplus.

Thus, there can be no further conclusion than the suggestion that the lowest
income groups can be found in agricultural and traditional urban sectors. The
figure will gain meaning, howe§er, when comparisons ¢an be made in time and

between different economies.

Returning to scheme V-2, it is suggested that the relation between production
structure and income distribution is mitigated through various endogenous and
exogenous mechanisms. Supply on commodity (and services) markets and
determines (in part) sectoral labour demand follow from sectoral production
functions., Factor and commodity market conditions will determine wage rates,

wage differences and prices. The distrxibution of value added into profits

and wages will than be determined as well.

Pirst step in identifying these mechanisms will be specification of
sectoral production functions.
(1) Agricultural production functions are to be specified by farm size. As

all farmers may be assumed to be inveolved in domestic food producticn

(13} Cf. Lewis (1954} and Fei and Ranis (1975) and paragraph V.3.
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and as the size distribution of holdings is not very unequal, behaviour

of farmers will not differ much. All farmers can be assumed to maximize
output as government subsidies, and credit policies are related to
productivity levels. Productivity thus will not only be determined by

the land-labour ratio, but as well by access to fertilizers, HYV seceds

and machinery and eguipment. Capital-labour ratio will be more relevant

to the larger farmers than to small farmers, Technological impxovements

are assumed to be exogenous, depending on government policies.

There are two categories of agricultural labour: family workers and landless
labourers (hired workers). Labour demand for the latter category will bhe a

residual after using unpaid family workers.

Manufacturing production functions will also differ according to firm size.
Firm size differences generally reflect differences in market conditions
(cligopolistic versus competitive characteristics), product orientation (mass
production of consumer and producer goods versus artisan and cottage industry
products) and capital intensity. Firm behaviour will differ according to these
characteristics. In the short run one may assume fixed capital coefficients

as substitution elasticities tend to zero in short periods.,

Moreover, economies of scale considerations may be assumed to be of more
importance (at least in modern sectorg) than substitution elasticities. Thus
stale parameters need to be included as well. It means that profit maximizing

behaviour will not 'simply' depend on  'neoc-cagsical’ relative factor prices.

Furthermore, it can be considered more realistic to endegonize technological
change as it will not be just manna falling from heaven. & study by Chen (1979,
Ch. b} tries to find a statistical fit for several indicators of technical
progress, such as the changes in the capital/labour ratio itself (AK/L)
{Kaldox):; cumulative investment over a certain period of time, i.e. measuring
'learning by doing' (Arrow) and enterprise expenditure on research and
development, measured by the investment-national income ratio (I/Y} (Eltis}.
Chen adds imperted foreign technelogy as a determinant of technical progress.
The determinant can be measured by the ratio of imports of capital goods to
investment (Mcap/I) or by foreign aid or capital inflows (F/Y). The only
statistical fit found for Korea was for foreign aid, under the specifications:
A=a+b (I/Y) + g (F/Y) (Eltis-Chen}
and A = a + b (AK/L) + g {F/Y) {Kaldor~-Chen) ,
in which X is the technical progress rate included in the growth function:

i

Yy=a &%t (K L.
: O
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The trend term (t) alsc showed a highly =zignificant statistical fit,
indicating - according to Chen - at a considerable exogenous component
of technological progress. Then the conclusion may be that technological
change can be explained partly exogenously and partly by foreign capital
inflows (in the 1956s and 1960s by foreign aid, in the 1970s by diréct
foreign investment). “"Exogenous and from abroad", it still sounds like

manna falling from heaven.

(iii) Finding realistic production functions for the service sectors will be
very difficult, as very little ig known about the technical and
behavioural relationships in the service sectors. As in the Adelman-
Robinson model (1978) one might assume either fixed output-capital
ratios, fixed ocutput-labour ratios or no functional relationship between

output and employment at all (14).

(14) Adelman and Robinson (1978, p. 31) suggest the following behavioural
rules for the service sector:

Sector Production Output rul Employment rule
function
Constructicn Fixed X/L Supply function Fixed L/X
Electricity and
water None Supply-function Fixed L/K
Real estate Fixed X/K Fixed X/K Fixed L/K
Transportation and
commupnications None Supply function Fixed L/K
Trade and banking None Supply function Fixed L/X
Education Fixed X/IL Supply function Fixed L/X
Medical services Fixed X/L Supply function Fixed L/X
Other services . Fixed X/L Supply function Fixed L/X
Personal services Neoclassical Profit Profit
maximization maximization

Note: X is output; L Labour, K. Capital. - 105 -~



V.3 Labour markets

Wages and wage differentials will be determined by conditions determining
labour supply and labour demand., Az labour is never homogenéous, and different
employers in different sectors will have different labour demand functions,
there will not exist one labour market with one market clearing wage rate.
Wages will have a market clearing function on labour market segments. It

will, however, be more important to look at the determining factors of labour
demand and labour supply. Probably there will be a whole bunch of determining
factors. Model equations of the labour market (which are not yet given here},
should restrict to include only the most important factors,

Labour market theories for LDCs find their major roots in dualism theories of
econcmic development. Real wage determination is explained by dualism in
traditional (agriculture) and modern (non-agricultural) sectors. A dual labour
market appears as an important feature of models analyzing the structural
transformation of the labour force during the process of economic development.
In the analyses of Lewis (1954} and Fei and Ranis (1966; 1975) dualism occurs
because wages (the supply price of labour) from the traditional sector exceeds
the marginal product of labour in agriculture., Criticism against the above
theories, as well as against the plausibility of a theory based on market-
clearing wages, was raiged as a consequenée of the observation of high urban
wage rates next to high rates of urban unemployment. This criticism formed

the background of the Harris-Todaro-model (1970), explaining rural-urban
migration by expected urban (industrial) wage rates and employment. Expected
urban employment was assumed to be a function of the rate of urban unemployment.
The latter is the equilibriating mechanism of the labour markét in the Harris-

Todaro-model, rather than the fixed (subsistence level) wage rate,

Dual lapour market theories are still characterized by a good deal of
simplicity. Labour markets are in reality further segmented as a consequence
of for instance modern firm hiring practices, government employment, demand
and supply of skilled labour, different access of males and females to labour

markets, ethnic or racial problems, etc. (1l4aj}.

(14a) . An overview of some of these issues can be found in Sguire (1979).
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v.3.1 Rural labour market

B primary guestion cften posed concerning the conditions of the labour market
situation is whether there exists a labour surplus or not. Labour surplusg is
generally defined as the guantity of labour which can be withdrawn from the
agricultural sector without reducing agricultural output. According to Fei and
Ranis (1966; 1975) the condition would be reflected in the situation that the
marginal product of agricultural production is below the institutionally
determined real wage level. Indicators for the existence of a labour surplus
situation in rural areas have been various:

1. A relatively high proportion of total lahour force is still employed in agri-
culture, Putting the demarcation line of agricultural employment share at 50
percent {15},it would mean that Korea péégéd the laﬁdﬁ¥'surplus condition in
1973.This indicator does not take into account ,however,the relation of rural
population to available land and the possibility of high urban uwnemployment.

2. Relatively low participation of women in agricultural production. Again
according to this indicator the turning point for Korea would lie in the
beginning of the 1970s. Male participation in trural employment declined‘
Erom 62 % in 1963 to 57 % in 1974 (l6).

3. Bbsolute decline of agrarian labour froce (17)}. In this case the turning -
point for Korea would lie in 1976. In 1975 there was an absolute decline
opposite to 1974, However, there was an increase in 1976 again. In 1977
again there is (significant)} absolute decline. The long existence of a
growing agrarian labour force in spite of rapid industrial employment growth,
has been explained by several factors:

- persisting high labour-land ratio, in spite of increased mechanization,
because the use of fertilizers and new seeds (HYV} has led to the net
effect that technical changes have not been labour saving; moreover in
recent years there has been some shift in agricultural production towards
more labour-intensive crops like fruit and wvegetables (18);

- govermment policies have maintained internal texms of trade relatively
favourable for rural sectors {see below), thereby creating an economic
disincentive towards migration from rural areas;

(15) Cf. L. Taylor (1979), ch. 11l.

(16) R. Moran, Labor Availability and Employment"™, ch. 6 in Hasan and Rao
(eds) (1979), p. 196.

(17) Fei and Ranis (1975) call this the socalled ‘reveral point' in the
structural transition of production and employment.

(18) R. Moran, ibid. and R. Harris, "Agriculture", in: Hagan and Rao
(eds) (1979), ch. 7.
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— female participation in agriculture has increased significantly,
possibly to meet seasonal peaks;

- it has been suggesited that agriculture is the residual employer as growth
of agricultural labour force in the 1970-75 period correlates with a
slow down of urban employment expansion (especially on the services
sector) (19); the correlation holds for the 1975-77 fluctuations as
well (20).

Another argument to 'prove' the existence of a labour surplus in agriculture

has been:

4. much more rapid increase of manufacturing wages vis-d-vis rural wage
increases; it was calculated that average increase of manufacturing wages
in the 1950-75 period amounted to 8.3 percent per annum, whereas rural
wages increased by 4.7 percent per annum (21}.

Such an explanation implicitly assumes totally separated rural and urban

labour markets, which, however, both are internally competitive and wages

having a market-clearing function.

As a final indicator one might add:

5. the total amount of wage labour as a share of total labour force. A large
number of self-employed within the occupational structure might indicate
at a large amount of underemployment as there will be much use of unpaid
family workers. In Korea the share of wage labour in total employment
amounted to 38 % in 1974, which is low comparative to the share in other
socalled semi-industrialized countries (22). The indicator may, however,
be rejected at the same time, as the share of wage labour will not simply
correlate with industrialization levels and a possibly existing labour
surplus, but will be related to the agrarian structure. A country with a
fairly equal distribution of land-ownership, like Korea, will have a larger
share of self-employed (farmers) than a country with unequal distribution

of land and wage labour absorbing production systems {e.g. plantations).

(19) Moran, ibhid, pp. 195-196.

{2G) In 1975 there was an absolute decline jin agricultural employment vis-3-vis

1974 (from 5.584.000 to 5,524,000 people employed), whereas employment
in trade and deomestic services increased as a share of total employment.
In 1976 there was an absolute increase in agricultural employment (to
5,6 million}, when employment growth in trade and domestic services
stagnated. For 1877 the opposite trend was observed again. (Pata from
ILO,Yearbook of Labour Statistics, several issues).

(21} Moran, ibid, p. 181.

{22} In Mexico the share is 62 %, Brazil: 55 %, Iran: 44 % {(data circa 1970).
Cf., Squire {1979), p. 28.
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Thus no unambiguous indicator of a labour surplus ;ondition has been found.
Considering the conditions prevailing in Korea, it will be argued that there

is no reason to assume a labour surplus situation in the sense that it

determines rural wages., Rural wageg have been said to be determined at subsistence
levels (Lewis), but to hold only under conditions of labour surplus and low

urban labour absorption. However, with a relatively equal distribution of land,

a small amount of rural landlegs labour (23) and high urban employment growth,
rural wages will at least be influenced by urban wages. Other determinants

will be agricultural incomes of small peasants (24) and off-farm rural

activities.

V.3,2 Rural-urban migration

The Harris-Todarc model of rural-urban migration, determines wage differentials
between agricultural and non-agricultural sectors, urban unemployment and
migration simultaneously. Urban unemployment is used as a proxy of expected
urban (industrial} employment. The variables seem to be relevant within Korean
reality:

- Relative agricultural stagnation and rapid industrial growth induced high
rates of migration to urban areas. Net migration amounted to 3,647,000 people
between 1950 and 1960, explaining 92,3 % of urban population growth and to
3,540,000 in the 1960-1970 period (i.e. 63.8 % of urban population growth) (25).

- Urban open unemployment rates declined rapidly; from 21,3 % of total urban
labour force in 1963 to 6.1 % in 1977.

Most urban unemployed {over 50 percent} are classified in activities not
adequately described (see table V~3}. The share of urban unemployed is
increasing in trade and manufacturing. The latter increase may,however,be
explained by a shift towards more skill and capital intensive activities in
recent years, unemployment therefore indicating at a disequilibrium in
markets for skilled labour and decreasing demand for unskilled labour.

- Urban and rural wages differ significantly {see table V-4), However, it will
be more realistic to link the migration function to the differential of urban
wages of unskilled labour and traditional workers vis-d-vis rural wages.
As has been suggested above rural wages will approximate small farmer incomes.

From there a link can be found with the social group classification as it

(23) Bowever, increasing: the share of wage labour in the agricultural labouxr
force increased from 9.7 % in 1966 to 15.0 % in 1977 (ILO data).

(24) If rural wages paid by larger farmers are significantly higher than
average household incomes of small farmers, the latter may seek better
income positions by selling their labour power on the rural labour market
or migrate to urban areas.

(25} Squire (1979), p. 55.
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seems plausible that most rural migrants originate from the class of

landless labour and from marginal farm size peasants.

Within the rural sector a migration elasticity is to be modelled with respect
to the differential between, on the cone hand, rural income of small farmers
(less than 0.5 ha) and rural wages of landless labourers and, on the other
hand, the average wage of urban medern sector wages of unskilled labour and
urban traditional sector wages. A further determinant of the migration
function will be the rate of urban unemployment, or alternatively the rate
of urban employment growth. Like, it has been done in the Adelman-Robinson
model (1978) one may introduce an upper limit on the share of each of the
two rural labour categories that migrate. It may further be assumed that the
land of the migrants is distributed among middle and large scale farmers.
This can be done by adjusting the productivity parameters in the production

functions of each type of farm. A modelling procedure is given by Adelman and
Robinson (26).

Further analysis will alsc have to allow for the possibility of migration
of household members, other than the main income earner, e.g. female and other

family workers in rural areas seeking (temporary) jeobs in manufacturing and

urban services.

v.3.3 Urban labour markets

Korean experience with export-led industrialization has led to high urban
productivity and employment growth rates. This development has allowed for
significant increases in real urban wage levels. The often stated argument
that Korean 'success' in growth performance is to be a ascribed to low wages,
cannot be interpretated in the sense that there is a secular trend in
suppressing real wage levels. The ‘low wage~regime' should be rather inter-

pretated in terms of international competitiveness (see chapter III).

As can be seen from table V-4, urban wage levels (including mining) are
significantly higher than those in agriculture. Also in traditional services
sectors (take trade and community services as a rough estimate} wage levels
are substantially higher. Even when taking intoc account that intra-sectoral
wage differentials can be substantial, these figures seem to support the
hypothesis that agriculture is the residual employer. Wage differentials
between sectors are large. The highest wages are paid in the most productive
sectors, i.e. social overhead and govermment services, finance and mining.
But alsc wage differentials within the urban sector, employing the largest
number of people, manufacturing, are considerable. Table V-5 shows these

differences for a number of gelected manufacturing industries, which are

(26) Adelman and Robinson (1978), appendix C, pp. 255-256.
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substantial export sectors and which produce a large share of manufacturing

output. Again there is a positive correlation between high productivity

sectors and high real wage levels. Capital intensive sectors like transport

equipment, iren and steel, printing and publishing and paper and paper

products pay wages substantially above average wages of total manufacturing.

To get a more detailed picture of the relation between wages and productivity,

cone may question whether wages follow productivity changes or not. Figures

V-3 to V-15 (see statistical appendix) show these trends,

For the manufacturing sector as a whole wage rate changes and productivity

changes show fairly equal trends, with productivity changes slightly above

real wage changes after 1970. For the selected industries there is no unique

conclusjion, The general picture is that wages follow productivity trends and

that productivity changes on average exceed wage changes. This picture is

distorted in the following sub-sectors:

- food products (after 1971);

- textiles and spinning and weaving, after 1970 when productivity increases
exceed wage increases significantly;

- wearing apparel: the picture of equal wage and productivity trends holds,
but with a time-lag;

-~ printing and publishing: real wage increases exceed real productivity

increases (demand for skilled labour is an explaining factor here).

Labour conditions may explain sectoral wage differentials as well. One
indicator is the numbher of hours worked per week, Table V-6 shows that the
number of weekly hours worked may differ significantly between manufacturing
sectors, and also that there is a tendency in some sectors to shorten the

work week, whereas in others (wearing apparel, rubber products and transpdrt
equipment) the length of the working day has been extended. Remarkable is the
difference between wood products and electrical machinery. Average wage levels
in both sectors are fairly equal, but workers producing wood products have

to work about ten hours longer per week to receive the same wage. Differences
between other sectors are not very large {though trends may differ!), therefore

in first analysis we will abstain from differences in hours worked.

Significant wage differences between sectors reject the idea of a homogenous

and competitive urban labour market:

1. Sectoral productivity differences produce sectoral wage differentials, This
means that wages will be rather determined by capital intensity of the

sector involved, than by supply and demand on the labour market.
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. Modern sector firm hiring practices in profitable sectors often allow for

higher wages. Foreign firms and mining enterprises often create such wage

differentials. In the Korean case we will only assume a labour market segment

_ for mining workers. Wage levels in mining are very high, probably due to

the location of mining exploitation in the mountaineous and rather

inaccessible North-East of the South Korean peninsula.

. Traditional manufacturing and services sectors make use of unpaid family

workers before entering the urban labour market. If urban wages for unskilled
labour appear to them as too high, they may not even enter the urban labour
market.

Hiring practices of the public sector will be assumed to be unresponsive

to changes in labour market conditions. Social security of public sector
employment will secure sufficient supply of (skilled) labour. The public
sector (administration) share in total labour force is of minor importance

in South Korea. In 1973 the share was 2.0 %; the public sector's share in
total wage employment, however, amounted to 5.3 %.

The above discussed data do not allow for drawing conclusions on the effect

of labour heterogeneity on wage differentials. Intrasectoral wage differentials
will be explained by skill levels and experience. However, if has been
analyzed that also intersectoral wage differences can be explained by demand
for skilled labour. The shift in manufacturing sectors towards more heavy
industries like chemicals, machinery and shipbuilding have changed labour
demand. Demand for skilled labour has increased. Bottlenecké in supply of labour
with higher education have hampered growth of some emerging industries, but ‘
explain differences between earnings of workers short in supply and other
workexs as well (27).

Urhan participation of female workers is relatively low (see table V-

for sectoral engagement of female workers). Their entrance to certain
occupation will not be hampered by labour market conditions only. The
prejudices against female participation are reflected in wide wage

differentials between male and female (28).

. Some additional (often government implemented) labour market distortions

may prevail:
- Minimim wage legislation will affect demand and supply conditions.
Depending on the effectiveness of its implementation minimum wages affect

intersectoral wage differentials, may narrow skill differentials, etec.(29).

{27} Moran {(1979), ibid., pp. 201-202,

(28) Moran (1979}, ibid., p. 201.
(29) For a discussion of gsome cases see Squire (197%), pp. 63 ff.
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However, no minimum wage legislation efforts are known in the Korean
case, so we can ignore this factor.

~ The same holds for successful government suppression of independent trade
union action in Kofea, meaning that there is no such politically
determined upward pressure on real wages,

- Social security programs and payroll taxatiom can also contribute to
labour market distortions, as it may raise labour cost and thus will
effect labour demand. Major question here is who pays the major share
of social security premiums and payroll taxes. Again the factor is in-
significant in Korean reality and thus can be left out of the analytical
model.

v.3.4 Sub-model of labour markets: matching supply and demand

First requirements of the labour market sub-model must be the allowance for
mapping socico-economic groups and labour types. The submodel should try to
restrict to the most significant features of the functioning of labour markets.
After mapping of the distinguished socic-econcmic groups and labour types,
consistent accounting of employment and labour force data should be applied

to (1) the demographic system, including population, population growth,
population characteristics and migration; (2) the educational system:
identifying skill levels of various types of labour; (3} determination of the

size and composition of the labour force in the labour market sub-model.

Labour supply is determined in the demographic/migration block. In scheme V-2

demographic variables are treated as exogenously given. Demographic variables
should include parameters determining population size and growth; fertility
and mortality rates; age and sex structure of the population; and regional
subdivisions (rural and urban)}. Migration has already been made ehdogenous
with the labour market sub-system, as migration is assumed to be determined
by rural and urban wage differentials and urban unemployment. The education
system may be taken to be exogenous as well. Total school enrolment

{(primary, secondary, tértiaryl then will have to be linked to the socio-
economic group and labour type classification. In the first run of the model
it can be convenient to take education as exogenous and directly take the

structure of skilled and unskilled labour as given.
Once the labour supply is determined {(either exogenous or endogencus), the

labour market sub-model can be constructed hy matching labour supply to labour

demand functions.
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Labour demand will have to be disaggregated by sector, labour types and

skills. The labour market system can be divided into three major segments:

= the urban modern sector labour market;

— the urban traditional sector labour market;

= the rural labour market.

The urban modern sector labour market may be subdivided into labour demand
from modern manufacturing and services and from the government. Modern
manufacturing and services unskilled labour demand will have to be functionally
related to firm behaviocur (production functions) and productivity rates by
gsector., Demand for skilled labour will be demand determined, but dependent on
the sector involved (demand for skilled labour will increase with capital-
intensity of a sector 0¥ modern services incomes}). Employers and self-
employed in modern sectors are agssumed not to enter the urban labour market.
Their supply may be modelled partly exogenous (for instance by heredity, i.e.
the magnitude of employers and self-employed in previous periods) and partly
endogenous (for instance related to higher education to explain labour supply
of professionals). Demand for government employees will be related to the
growth of govermment current expenditure with fixed {(or exogenously determined)
wages and salaries.

The urban traditional sector labour markets will be composed of three types of
actors: self-employed, their family workers and the traditional sector proletariat.
Supply of self-employed in traditional sectors may be assumed as exogenous,
related to heredity. Additionally, it may be specified that traditional sector
self-employed (Lzzg?') will sell their labour power on the

market if their incomes drop below average urban traditional sector wages (30).
The urban traditional sector proletariat 'will be a residual after employment
of unpaid family workers (thus a functional relationship will have to be found

with traditional sector household size and age structure).

Rural-urban migration will be functionally related to rural and urban wage
differentials, the difference between rural wages and small farmers inéomes
and urban unemployment. Net migration will decline as urban unemployment
increases and internal terms of trade do not detoriate (or improve) in
favour of rural sectors. Rural wages will depend on large farm incomes and

on the migration function variahles.

(30) Thus the suggested equation might be:

d. .
Ltra _ Ltrad + B (Htrad/Ltrad _ trad/Ltrad trad

cap. % Leap. (t-1) W ), in which 1

. R , +
is profit income of traditional enterprises, W rad wage income in

. . ¥
traditional sectors and Lo represents total labour force in the
traditional sector.
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Another segment of the labour market may be introduced within each major
segment: labour demand and supply of female workers. Female workers are
partly a residual proletariat as well. They are primarily engaged as unpaid
family workers (see table V=7} and as such will not enter the labour market,
but may reduce rural and traditional sector labour market demand. Bs far as
they are engaged as "real" wage labourers, their wages are determined
geparately from male wages and demand for female labour comes predominantly
from labour-intensive manufacturing sectors (textiles) requiring low wage
unskilled labour. '

Recently, foreign demand for Korean (skilled) workers has increased to
significant levels. Foreign demand predominantly originates f£rom Middle
East employment.'Thus one further segment may be introduced.

After matching labour demand and supply on these segmented labour markets,
the employment structure, sectoral wage differentials and unemployment
will result,

The system of wage determination will have to be completed by allowing for
price influences. We will as yet abstain from the functioning of the price
system as a whole, but the effects of the internal terms of trade will bhe

discussed below,
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V.4 Internal terms of trade determination

Internal terms of trade reflect a change in the ratio of agricultural and
indgstrial {non-agricultural} prices. Generally the internal terms of trade
are formulated towards the rural sector taking the ratio of farm prices
received and farm prices paid by the agricultural sector as an indicator.
Renewed attention of the Korean government to the agricultural sector, have
led to rather stable internal terms of trade in the 1970s, whereas terms of
trade had been declining in the 1960s (cf. table vV-8).

Government policles to influence the internal terms of trade may serve four
ends: (i) creating price incentives to raise agricultural and especially food
production; (ii) keeping real urban wages low by grain price supports;

{iii) reducing rural and urban income disposities; (iv) discouraging rural-

urban migration. Of course, these goals are not mutually exclusive.

In the 1960s internal terms of trade deteriorated for agriculture on the one
hand because food shortages to feed a rapidly growing urban population were
covered by allowances for food imports and, on the other hand, because the
rapid industrial growth producea inflationary processes raising agricultural
input prices as well. From a peak in 1§63 (before the acceleration of economic
growth) , the farmers' terms of trade detericrated rapidly until 1266 and
remaining unfavourable until 1970. Prom 1970 onwards prices paid by farmers
for their purchases increased, but their selling prices increased faster,
improving the farmers' terms of trade, State policies were implemented to
improve the farmers terms of trade. On the one hand, selling prices of farmers
increased through grain price supports of the govermment and, on the other
hand, production cost of the farmers were reduced to some extent through the
subgidization of inputs (esp. fertilizers). Food price supports and input
subsidies have been financed from the Grain Management Fund and the Fertilizer
Fund respectively. Both funds also regulate imports food grains and fertilizers.
In 1973 and 1274 both Funds ran into deficits as import prices increased
considerabiy. This has led to price increases of inputs and reductions of

grain prices received by farmers to cover Qeficits (31},

{31) R. Harris (1979), op.cit., p. 229.
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Korean policies to maintain agricultural terms of trade probably have been
implemented primarily to improve agricultural production for urban markets
as the benefit from grain price support and fertilizer gubsidies is
distributed according to the proportion of output that iz marketed (32).
Rural-urban income disparities have been affected towards more equity.
However, rural income distribution will have been affected less favourable,
also because smaller farmers will consume a larger share of their output and
thus bring less products to the market. It has been estimated that the
proportionate impact on income from an increase in food support prices is five
times as high for farmers with land holdings of 2 ha. and more as it is for
small farmers holding less than 0.5 ha. of land (33). Of the above mentioned
policy goals, the first will have dominated, the other being more or less
desirable accompanying effects.

Given the above Information, the internal terms of trade can be (simplified)
endogenized as follows (34):
Supply of agricultural products (SA) will originate from domestic agricultural

production (XA) and agricultural imports {MA)' i.e.:

*

(v-1) s5_ = Py XA + e.P .

A My

in which P, equals domestic agrarian prices and pza multiplied by the
exchange rate {(e) equals import prices in domestic currency.
Demand for agricultural products {DA) will depend on the proportion of household

income (HOI) spent on consumption of agricultural products (CA):

HOI
+ (1L - &) pNA

(v=2) D, =p, C, =a ¢ .[G =
A
in which o is the proportion of household consumption spent on agricultural
(food) products; h is the househcld propensity to consume and Pua is the
price level of non-agricultural products. The proportion of household
consumption spent on food (o) may be affected by changes in the internal
terms of trade, i.e. changes in the ratio of agricultural and non-agricultural
prices. There will be a minimum amount spent on food consumption (C:), but

rapid rising food prices may reduce demand for food products:

(32) Rao (1978}, p. 389

(33} Rao (1978}, ibid.

{34) The equations presented below show a rough simplification of reality and
merely serve the aim of showing the essence of the internal terms of trade
mechanism. Input-output analysis of agricultural and non-agricultural
sectors is required to obtain the precise determination of the internal
terms of trade.
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P
(W-3) a=¢, /c-B8 ). g e
N&
in which B is the price elasticity of food demand and C the total household

consumption. Of course, the effect will differ according to the level of incomes.
Supply and demand equilibrium will be established if:

*
(v-4) Py XA + e.Prn MA =Py CA'

or formulated otherwise, imports of agricultural products will be defined by

excess domestic demand:

x
(V-5} e.P MA =Py c - Py XA

Agricultural imports will create a tendency towards equilizing domestic farm
Prices {pA} and import prices(e.p:A). The government may try to support domestic
farm prices by implementing price subsidies on grains and rice {35). In Korea
the government created the Grain Management Fund to finance farm prices. Inputs
for agrarian production may be subsidized as well, reducing production cost.

In Korea the government created the Fertilizer Fund to finaﬁce input subsidies.
Both funds, taken together as the Grain Fertilizer Fund (GFF} are fully used

without creating deficits, if:

: *
(V-6) GFF = (pA - e.pmAl MA + (pNA - pn) Y xA

in which {pA - e.p;A) is the price subsidy parameter and (pNA - pA) the input
subsidy parameter. Ya is the technical input—output ccefficient of agrarian
production (36)}. To maintain internal terms of trade the price subsidy should
cover difference between = and e.p;A and similarly the input subsidy should
amount to the price difference between pNA and pA. The GFF may run into a deficit,
if the required price and input subsidies to maintain internal terms of trade
exceed the size of the GFF. In the short run the GFF appears to be fixed. The
sub-model therefore will close over a change in internal terms of trade. In the
case of a GFF deficit farmers internal terms of trade will deteriorate

as a consequence of a reduction in domestic grain prices (pA) (the initial price
difference between domestic and import prices will not bhe fully subsidized)
and/or as a consequence of an increase in input prices to be paid by farmers

(PNA) (37).

(35) In Korea food imports consist mainly of grain products {wheat and barley).

(36) Analysis should be refined towaxds taking prices and input coefficients
of subsidized inputs instead of PNA and YA'

(37) Because the Fund buys fertilizers on demestic and international markets and
sells them to the farmers at a fixed price, i.e. (pNA - 8), in which 8 is
the exogenously determined input subsidy parameter equal to (pNA - pA}.
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In fact, e.qg. oil price increases since 1973 have led to significant price

adjustments of fertilizer prices to cover the GFF deficit (38).

V.5

Income distribution

Once wages have been determined from the labour market sub-system and the price

system, the distribution between wages and profits will be obtained as total

value added will have produced from the production system., Wage and profit

shares are fairly stable proportions of total GDP., Wage share fluctuates around

32 % average of GDP. Profits declined from 55 % in 1960 to 46 % in 1977 (see

table V-9). Sectoral profit-wage ratios appear as stable for most sectors. The

high profit-wage ratios in agriculture and trade indicate at a still important

amount of self-employed income formation.

To be able to say something on the distribution of incomes, the model will have

to be further specified. Once the occupational structure has been chbtained,

income formation equations are to be specified. The sub-system can be

rlassified bv the scheme given below.

SCHEME V-3: Income distribution sub-system

Wage incomes

by labour type -
Self-employment ) b-distribution Households
incomes (modern o f income by Direct Distribu-
andg t;aditional) ocio-economic Taxation Htion of
: roups of income
aAgricultural \ ‘. ocuseholds) Households
farm incomes 4 ) ]
i
Landless labour I
incomes (rural )— - T T T Tt
wages)
r |
| Redistributed |
Profits P
{dividends, {
interest) |
Corporate profit4+ Corporate l Retained
Taxes f Profits
i

Government'
Revenue

Functional

Income Distribution

Ingtitutional and
personal income
distribution

{38} In 1975 the Korean Government raised the selling price of fertilizers by
about 80 percent. Also the current policy is to adjust selling prices to
reflect changes in cost, the GFF remaining more or less fixed. See Harris
{1979), op.cit. p. 229,
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Households will have to be classified accoxyding to the sccio-economic group
classification in order to link - what is generally termed as - functional
income distribution to the individual distribution of income. Accounting
identity should be maintained between aggregate occupational (socio-econcmic
group) income and aggregate household income. With inclusion of a corporate
sector and taxation (profits and government revenue) further consistency should
be obtained from the national accounting framework.

In the linkage of primary incomes by socic-economic group to household incomes
it will be necessary to make allowance for household size and for the
possibility that there will be other workers within one household next to the
household head with the same or other occupations. Income distribution can be
measured first bhetween households or socio-economic groups by assuming a log
normal distribution within each group. For a more detailed

picture of the distribution the size distribution of income within households

can be estimated by the size distribution wilthin occupational categories (38).

Income distribution in Korea is generally considered as relatively egalitarian.
As major causes for this fairly egual distribution of incomes, one generally .
refers to:
- aqual asset distribution after two post-war land reforms as a
consequence of which only a small amount of landless labourers exist;
- high educational efforts allowing for rapid industrialization;
- labour-intensive manufactured export expansion, assisted by a wide range of
government incentives and foreign capital inflows;
- maintenance of internal terms of trade.
These factors should have contributed a relatively egalitarian distribution
of rural incomes (land reform), no high urban inequalities (high urban labour
absorption) and no wide rural-urban disparities (maintenance of terms of trade).
However, evidence on income distribution trends mostly suffers from a lack of
adequate data. Size distribution of income data still form the bhackbone of
most evidence supplied. These @ata, from different sources, lead us to contra-
dictory conclusions. Table V-10 shows size distribution of income of Korea

in comparigon to those of some other Asian countries. Table V-11 and figure V-16,

(38) The same procedure is followed by Rdelman and Robinson {1978).
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however, show contradictory trends of two different data sources of household

income distribution.

Household surveys, which are probably the best to use for further model

estimations, are:

- Government of the Republic of Korea, Annual Report on the Family Income

and Expenditure Survey {various years); covers urban households.

- Ministry of Agriculture and Forestry, Report on the-Resﬁlts of the Farm

Household Econcmy Survey and Production Cost Survey of Agricultural Products

{(various years); covers rural households.
Though one will have to work with these data-sources, it will be necessary to
be aware of the shortcomings of these surveys. Some critical points can be

mentioned:

— the urban and farm household survey are undertaken by different government

bodies and because of different methodologies they are not strictly comparable;

- the richest households are outside the survey, or their incomes are under-
estimated (the point is generally acknowledged and for urban households one
often takes as a rule of thumb that incomes are underestimated by 30 %);

- information about the poorest and one person households is often inadequate
or are not covered in the survey at all;

- non-agrarian rural households are excluded from the farm surveys;

-~ before drawing conclusions on income disparities: (i) one has to take account

of differences in household size and the number of pald workers belonging to

the same household; {(ii) it has bheen argued to take also account of differences

in rural and urban consumption patterns (urban consumption of housing, public
transportation then should reguire a higher living standard) (cf. Kuznets,
1977, pp. 97-98); and (iii)} one has to take account of differences in rural
and urban rates of inflation (Hasan and Rao, 1979, p. 41).

The surveys thus may be expected to underestimate income inequalities.

The discussion on income distribution data leaves us sceptical abkout the
available data, Nevertheless, we are still left with the impression that enough
consistency in the data can bhe obtained from diverse sources, such as tax data,
wage data, family income surveys, Statistical gaps can be adjusted (with some
qualitative assumptions) by maintaining full consistency of household survey

data with a national accounting or social accounting framework,

STATISTICAL ANNEX TO CHAPTER V

Tables V-1 to V-1l
Figures V-3 to V-16,
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Table ¥-1. South Korea: Structural changes in production apd employment

{percentage share)

Production
19357 1966 1965 1970 1975 1977

1. Agriculture, forestry

and fishing 44.2 36.7 36.0 26.7 23.6 21.4
2. Mining and guarrying 1.1 2.1 2.0 1.5 1.5 1.5
2, Manufacturing 9.7 13.8 18.0 21.0 26.4 27.4
4, Construction 3.1 3.4 3.5 5.5 5.1 6.5
5. Bocial overhead andZ)

government services 2.0 12.5 10.2 3.5 11.4 12.3
6. Wholesale and retail trade,

restaurants and hotels } 1z.8 15.5 16.4 17.3 15.3
7. Finance, insurance, real estate ;14'6

and business services 8.5 5.5 5.9 5.9 6.2
8. Community, social and personal

gervices and domestic services

of households 14.4 8.0 5.7 7.6 6.9 7.1
GDP at market prices {(bln.Won) S113,1 243,1 798,1 2,663,1 9,803,1 16,753.,6

Total Employed (z 1000)

Sources: UN, Yearbook of National Accounts Statistics; LG, Yearbook of Labour Statistics.

1} Taken from World Tables 1980.

Employment
1963 1965 1970 1875 1977
63.2 58.7 50.4 45,9 41,8
0.7 0.9 1.1 0.5 0.8
7.9 9.4 13.2 18.6 21.6
2.5 2.9 2.9 4.3 4.8
1.9 2.6 1.8 3.3 4.0
9.9 11.5Y 12,4 15.9 15.2
n.a. n.a. 1.3 1.3 . 1.6
13.9 14.0 16.0 16.2 10,2
7,947 8,522 9,745 11,830 12,929

2) Includes, electricity, gas and water, transport, storage and communication and producers of govermment services.

3) pefined as other activities.

4) Including employment in finance, insurance, 2tc.
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Table V-2, Productivity levels by sector and decile distribution, 1971

(data *o figure Y¥-2)

Sector Employed (L) % share of Productivity
(x 1000) employment (Value Added/L}
{thousand Won)
1, Agriculture 4,876 48.4 180
2. Mining 42 0.9 480
3. Manufacturing 1.336 13.3 520
4. Construction 348 3.5 470
5. Social overhead and
government services 394 3.9 700
6. Trade 1.575 15,6 350
7. Finance 132 1.3 1.540
B. 'Traditional' services 1.313 13.0 200
Total 10.066 100.0
Average productivity 330

Source: - UN, Yearbook of National Acgounts Statistics

- ILD, Yearbook of International Labour Statistics

- 8. Jain, Size Distribution of Income, IBRD, Washington D.C. 1975.

1} All households

{1) (2)
Deciles Income sharal) Average Disposable Absolute
{percentage} household 4 Income share
: afiployed {x10" : x 107) {Won) (1x2)
0-10 2.9 (253.54 ¢+ 1006.6) 73.0
10-20 4,3 (253,54 : 1006.6} 108.3
20-30 5.2 (253.54 : 1006.6} 131.0
30-40 6.3 (253,54 : 1006.6) 158.7
40-50 7.3 (253.54 : 1006.6) 183.9
S0-60 8.5 (253.54 : 1006.6) 214.1
60-70 10.¢ <(253.53 : 1006.6) 251.¢9
70-80 12.1 (253,54 : 1006,6) 304.8
80-90 15.3 {253.54 : 1006.6} 385.4
90=-100 28.1 {253.54 : 10C6.6) 707.8
Total 100.8
Average
Income share 252.0
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Table ¥-3 Scuth ¥orea: Open Unepployment Rates, 1962-1977

{thcusands of peopler percentage of total}

Total 1. hgriculture 2. Mining 3. wanufacturing 4, Electricity.
unemployed gag and
vater

ix_1000) ix 1000) {8} ix IAOD) 150 [z 1000) [£1) Ix 13460} L}
L2 T16 . &0 {8,4) f 10,83 40 (5.6) 1 0.1}
19E3 05 [ 19.8) 5 1,1 65 9.2} 1 i0.1)
1954 683 &9 110.1) 2 0.3} 63 9.2} 1 2.1
195 LY 55 8.1} 2 5.3} 56 (8.3) L. 19.1)
1966 GEE B3 19.5) L (0.6} 41 i6,2) - -
1367 90 a0 (6.0} 1 (6.8) 6 19,5} PR & P 1
193 496 37 1.5} 1 (0. 2} ¢ (10,11 2 .4
1963 471 %9 i5.2] 1 (0.2} 5% (L1.7) - -
Ll gl #46 ] 6.5} 2 0.4} 4% (11.0) 1 .2
1571 q76 3l (6.5} 4 .2 54 {11.2) 3 19,61
372 499 2 [4.6) 2 (0.4) 3z [1€.4) 3 N o
15973 6l 12 .1 4 0.9 LIS Lo} 3 (LI
1374 494 35 ir.1) i 0.31 e (2.5 1 (.20
1375 510 19 3.7 1 0.2 128 (2T.1) 1 5.2
1976 S03 0 4.0 2 ir.4) 117 {252 1 0.2
1577 512 Frs 4.3 4 .(fJ.Bl 104 (2.3 1 10.2)

Source: ILD, Yearbook of Labour Statistics, several issues,

%. Comstructions €. Trads

x 1000

5q
EL)

8 = 1088 (W
n.7 28 {3.4)
2.0 7 6.
2.3 52 (7.6)
3.00 8 (5.6
{2.1) 37 (5.6
3.6 "~ 38 (e
(4.6} 3 6.7
(4.9} 40 (8.5)
(2.9 n (7o
13.6) B (N4
(8.9 53 (10.4)
(7.9 62 (13.4)
6.9} 62 (12.6)
7.1 80 (11.8

110.7) 62 12,1
6.8} 58 (1l.3)

7. Trangport g, Finance 9. Comm, Service

(1006} {d)  {x 10000 (¢}  ix 1000} (%)
12 4.n 65 (4.1
0 (2.8) 106 {15.0)
0 (2.4 0L ¢14.B)
18 {2.7) 87 2.4
13 (2.0 50 (8.9
17129 56 (9.5}
12 (2.4 45 (9.1}
& (.3 & .
11 (2.5 B\ (8.5
19 (4.0 4 0. 33 (6.2
24 {48 5 {10 51 {10.2)
2 (4.3 [ ) 48 {10.6)
2 (4. g L.l L 48 9.M
2 (4.1 4 0.8 ‘o m
0 a.m 4 109 4 (A7)
2 (3.9 6 (1.2 32 (6.

- 124 =

hetivition not

Unemployed as v of

adequately Sescribad total labour
Torce

x 10001 (v
492 (68,7
w0 i52.9 8.45
388 (52,41 8.08
400 (59.1) 1.64
435 165.3) 7.4
37 (60,5} 6.35
293 (59.1} 5.14
ML 66 4,78
72 {6l 2,32
270 (6.7 4.52
212 (42.9) 4,51
172 {370 3.97
176 {35.6) 4.09
202 {39.6) 4.3
(358 3.87
230 (44.9) 1.81
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Table V-4. South Korea: real wages
{thousands of Won, constant prices 1970 = 100}

1968 19790 1972 1974 1975 1976 1977
Average real wagel 181.8  220.0  267.7  300.6  313.7  348.9  382.2
1. Agriculture 103.9 130.0 110.2 122.7 137.3 170.2 177.6
2. Mining 168.8 290.0 582.7 g852.8 862.7 791.5 714.3
3. Manufacturing 181.8 190.0 275.6 269.9 264.7 280.9 308.9
4, Consgtruction 207.8 220.0 283.5 325.2 343.1 344.7 397.7
5. Socia; OVerhead-andZ!
government services 766.2 740.0 787.4 920.2 936.3 1068.1 1i19.1
6. Trade 64.9 160.0 189.0 245.4 215.7 238.3 274.1
7. Finance n.a. 700.0 779.5 662.6 681.4 676.6 710.4
8. Community, personal and
domestic services 103.9 120.0 165.4 208.6 240,2 297.9 324.3

Source: UN, Yearbook of National Accounts Statistics; ILO, Yearbook of Labour Statistics; UN ESCAP, Statistical
Yearbook for Asia and the Pacific, several issues.

1) Defined as compensation of employees, deflated by the consumer price index (all urban households}, divided
by total number of employeées.

2) Includes electricity, gas and water, transportation, storage and communication; and producers of
government services.

684
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Table V-5.

South Xorea: real wagesl}

in selected manufacturing sectors

ISiC-number Sectoxr

31172

21

iB4

Souirce: UN, Yearboock of Industrial Statistics; UN ESCAP, Statistical Yearbook for Asia and the Pacifle, several issues,

3211

Total Manufacturing
Food products

Textiles
- Spinning and weaving

Weaving apparel

Wood products

Paper and Froducts
Printing and publishing
Rubber products

Iron and Steel
Electyrical Machinery
Transport equipment

(thousands of Won, constant prices 1370 = 100}

1963 1966 1967 1568 1969 1970 1971 1972 1973 1974 1975 1976
130.3 113.0 125.1 139.% 155.1 165.8 172,% 175.6 210.2 217.2 228.8 283.9
86.4 87,0 103.8 145.3 133,0 148.,3 161.,7 145,6 196.1 180.6._“203.5 242.1
91.3 92.3  1ilo.4 112.7 130.1 131.4 139.8- 148.6 186.0 190.3° 501.1 225.0
98.5 99.2 113.1 119.1 136.0 135.1 146.4 153.0 194.7 202.6 211.4 233.9
B4.6 82.3 94,1 1liB.4 145.3 121,1 115.4 114.9 146.8 150.2 . 152.7 179.7
116.1 128.5 153.1 136.0 172.2 169.1 180.,4 172.1 218.5 212.§ 208.8 241.5
125.¢ 129.5 134.2 150.8 1¥9,2 195.7 198:0 209.3 238.,3 270.0 250.8  265.7
155.8 158.1 164.,3 224.,0 242.5 193.8 26f.7 '252,4  286.7 309.3 313.8 354.4
95,7 102.1 112.6 124.0 144.7 151.3 145.6 154.7 176.2 180.2 203.1 223.4
130.¢ 166.7 136.8 159.7 213.3 212.1 263.7 252.4 309.8 - 3§7.2  328,8 385.8
310.0 1l16.7 118.5 157.5 141.,0 169.7 179.9 1%4.,2 200.8 214.8 211.7 240.1
151.0 136.5 173.9 1B7.7 220.0 248.6 244.4 226.6 294.8 316.4 3BB,7 404.3

As general note: Figures cover firms with 5 employees and more. Data therefors are not completely comparable to data in table V-4,

1} Equals wages and salaries divided by total employees and deflated for the urban household consumer index.

oF* A
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Table V-6. South Korea: Number of weekly hours worked in manufacturing industries

ISIC

311/2
321
322
331
341,
342
355
371
383
384

Sector

Non-agricultural sectors {average}

Manufacturing (average}

Food products

Textiles

Weaving apparel

Wood products

Paper and products
Printing and publishing
Rubber products

Iron and Steel
Electrical machinery
Trangsport equipment

Source: ILO, Yearbook of Labour Statistics 1978.

1970

51.6
52.3

53.4
53.1
53.9
58.1
52.8
52.2
53.0
55.3
49.7
50.5

1977

51.4
52.9

53.2
52.9
55.4
58.6
53.9
51.2
55.6
53.4
48.1
53.0
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Table ¥-7.

Ithousands of people)

-

. Agriculture

ta

. Mining &nd
quarrying

w

- Manufacturing

4. Electricity,
gag apd water

5. Construction
E. Trade

7. Transport, storage

and comaunicatlan

8. Finance, sto.

2. Community, social
and perscnal
sezvices

10, Activitiaz not
adequately
duser fbad

tnemployad

Total

— . Daployers wd selloenploped
Male rgwele

et 1T g 1977 lato
1,955,3 L 895.0  38.3 4.0 2,270.7
1.1 3.0 0.3 - T
176.8  #4l.g §0,1  245.0  236.%
1.5 1.0 0.1 - 1.6
5.0 iz 0.8 1.0 55.9
520.1  7E0.0 2245 446.0 7448
9.1 46.0 a7 - 9.8
.4 55.0 0.8 3.0 7.2
6.9 120.0 5.0 57.0  13L.9
0.4 0.1 0.5

2,889.0 3,175.0

630.9 1,116.¢ 3,519.9

Scurce: ILO, Yearbook of Labour Statistics, sevacal iysues,

South Forea: Structurs of economically active population

a1

1871
2,259.0

2.0
486.0

1.0
a0
1.226.0

45.0
58.0

1770

4,291.0

1

Salariad emplovess and wage eatrera Unpaid Family Werkers

Mae
w1 L7

o0.B

0.1
1.4

0.0
1.1
BT

0.4
0.2

11.6

18.8
174.6

pate Pamate Toenl pale Femaly Totat
197 1877 18t 1977 A7 1977 1970 1577 1970 1937 180 1977
3757 2.0 14,2 290.0 49,9 Bla.0 &£89.3 Vad.0 1,642.4 2,334.0 2,231,7 2,34.0
B4.7 94.0 5.7 5.0 20,4 99.0 Lz - 2.6 1.0 1.8 1.0
19,8 1.420,0  389.8  7I7.0 1,109.6 2,197.0 9.8 <¢1.0 68.4 115.0 98.2 Il15.0
21.3 28,0 1.7 Lo 290 3.0 01 LG 0.8 1.0 0l 1.0
79,0 2.0 17.3 460 196.3 588.0 6.4 2.0 2.3 4.0 8.7 4.2
225.2  210.0  139.0 135.0 3822 MS.D .7 6.0 137.3 3020 1970 392.0
63.2 32,0  24.0  40.0 287.2  420.0 .1 3.8 03 L0 1.6 1.0
52,8 95.0  15.4  48.0 8.3 1430 0.5 1.0 0.2 2.4 o1 2.0
75,8 79).0  35.B 3240 1,035.6 1,117.0 9.5 B0 10,1 2.0 198 22.0
2.2 0.4 2.6 o.1 0.1 0.3
2,86%.8 4,092.0 i,071.4 L1,672.0 3,941.2 5,764.0 783,00 EB59.0 1.862.1 2.015.0 2,64%5.1 2,074.0 210.9

= 118 -

1977

wi.n

392.0

Cthers and Status thknown

v 42
Tetal

Fenale Total Mals Famnis cal
1970 1977 1970 1871 130 1977 1930 1977 1970 3997
0.8 1.6 2,021.2 2,157.0 2,135.9 2,240.0 5.)57.0 5,405.4
- . 93,0  91.0 6.6 6.0 98,6 10).0
1.1 2,5 928.0 1,702.0  5i9.5 1,096.0 1,#47.5 2,798.0
0.0 0.l 26,0 3.0 1.8 3,0 g 330
o6 1.1 44l.5 5760 20.5  45.0  452.0  625.0
0.5 1.2 750,68 1,053.0 489.3  914.0 1,280.2 1,967.0
0.1 0.5 4.1 430 5.1 40.0 3252 4740
¢.1 0.2 200 15L.0  16.5 52.0 96.5  203.0
2.3 14.% 868.9 9I1.0 353.4 1950 1,222.3 1.316.0
5.7 24.5 2L.5 .~ 6.3 27.8 .
50,0 119.0 224.6 S11.0 1746 3920 sb0 1l9.0 2246 51).0
0.6 119.0 27,4 5Li.0 6,752.6 ©,510.0 3,624.9 4,922.0 DJI7.5 BAL.0

4 20
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Table V-8. South Korea: Internal terms of trade
{indices, 1970 = 100}

Year Terms of trade

1963 112.4

1968 90.8

1969 89,7

1970 100.0

1971 102.5

1972 109.8

Source: FAO.

Year

1973
194

1975
1976
1977

1978

Terms of trade

112.7
112,2
111.6
110.8
110.4

107.3

1) Defined as the ratio of farm prices received and farm prices paid by the
agricultural sector.

£V A



Table V-9, Scuth Korea: Wage and Profit shares
{pexcentages of GDP, current prices)

1960 1963 1965

Total wages™ 32.3 26.8 27.5

Total profitsz) 55.0  61.9 £0.9

By sector (% of GDP)

1. Agriculture:;: wages
profits

2. Mining: wages
profits

3. Manufacturing: wages
profits

4, Construction: wages
profits

5. Social overhead and
government services: wages
profits
6. Trade: wages
profits

7. Finance: wages
profits

8. Community and domestic
services: wages
profits

Socurce: UM, Yearbook of National Account Statistics

1} Defined as compensation of employees.
2} Defined as operating surplus,

1968 1969 1870 1971 1972
2%.9 31.8 32,6 32,7 32.3
51.5 52,3 51.4 51.7 5i.9
3.5 3.1 2.8 2.7 2.6
23,8 24,2 23.4 23,3 22.7
0.8 0.8 1.0 Q.9 c.9
0.2 0.2 0.2 0,2 0.1
7.4 8.0 8.0 8.2 8.5
6.8 6.0 6.1 6.1 6.8
2.9 .3 .2 1.0 3,0
1.6 2.0 1.9 1.6 1.2
8.3 8.4 8.8 8.5 8.3
2.2 2,3 2.3 2.5 2.6
a.8 2.2 2.2 2.2 2.0
11.0 212.5 12.4 12.9 13.4
1.3 1.6 1.8 2.6 1.8
2.8 2.9 2.8 3.0 3.0
4.9 4.2 4.8 5.2 5.2
K 2.3 2.3 2,2 1.9

HWw O OO0

Wk Wi RO MW

1974 1975 1976 1977
30.0 31.2 32.3 34.1
54.4 51.1 48.5 d46.4
1.9 1.9 2.0 2,2
21,4 20.7 19.7 18,3
6.9 1.1 0.9 1.1,
0.3 0.3 0.2 0.2
9,1 9,5 16.4 10,4
9.0 8.0 83 7.3
3.0 3.5 3.1 . 3.6
1.2 1.2 1.5 2.3
7.0 6.8 7.4 7.9
2.1 2.5 2.2 2.4
1.7 1.5 1.5 1.5
16.3 4.4 12.5 11.8
1.6 1.6 1.4 1.6
2.8 2.7 2.8 3,1
4.8 5.2 5.6 5.6
1.3 1.3 1.2 1.1

oA
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Table V=-10. BSize Distribution of Income in Some Asian Countries
{percentage shares, national househcld population)

lower 20 % lower 40 % top 20 %
Koxea {(1966) 9.4 23.2 35.8
{1971} 9.9 23.7 37.2
Philippines (1965) 3.6 11.5 55.4
(1971} 3.9 11.9 54.0
Taiwan (1964) 7.8 17.2 40.8
(1972) 8.8 22,3 37.2
Malaysia (1960) 3.2 9.6 6l1.2
({1970) 3.8 11.8 : 56.2
Average for 44 LDCsL’ 5.6 14.0 56.0

Source: §.Jain, Size Distribution of Income, IBRD Washington 1975.

1) From I. Adelman and C.T. Morris, An Anatomy of Income Distribution Patterns in
Developing Countries, World Bank Working Paper no. 116, Washington D.C. 1971.
Average on basis of available censuses (1960s).

v A
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Table V-~11

. Bouth Korea: Size Distxibution of Income, data comparison 1966 and 1971

(percentage shares, national households)

Percent of Income shares Income shares Income shares Income shares

population 1966 (1) 1966 (2) 1971 (1) 1971 (2)
0 - 10 3.9 2.3 2.9 4.2

10 - 20 5.5 4.2 4.3 5.7

20 - 30 6.4 5.4 5.2 6.5

30 - 40 7.4 6.5 6.3 7.3

40 - 50 8.4 7.8 7.3 8.2

50 - 60 9.4 9.2 8.5 9.1

60 ~ 70 10.8 10.9 10.0 10.2

70 - 80 12.4 13.1 12.1 11.6

80 - 90 14.8 16.3 15.3 13.9

90 - 100 21.0 24.3 28.1 23.3

95 - 100 12.1 14.1 18.1 14.8

Source: 5.

Original s
1966 (1}

1966 (2}

1971 (1)
1971 (2}

Note: See

Jain, Size Distribution of Income; A Compilation of pata, IBRD, Washington D.C., 1975,

ources:

Harry T. Oshima (1970), "Income inequality and economic growth: the post-war experience of Asian countries",

in: Malyan Economic Review, Vol. 15 No. 12, p. 13,

The Chung Ang University Income and Expenditures Survey of 1966, as gquoted -in B. Renaud (1975), "Economic

Growth and Income Inequality in Korea", mineographed, Seoul National University and Population and Development
Studies Center, table 2, p. 8.

Computed from unpublished data bage for KMAF Farm Household Survey of 1971 and KEPB Urban Household Survey of 1971.
Computed from KEPB, Korea Statistical Yearbook 1972, Seoul 1972, p. 286.

also figure V-1l6 and text for comments.
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South Korea: Real Wage and Productivity
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VI.1

vi, THE ROLE OF THE STATE AND THE CLOSURE OF THE MODEL SYSTEM

vI.l State intervention and inceme distribution

The generally supposed relatively egalitarian growth of the post-war South-
Korean economy has been divided into three phases (1):
- {1947-52) : phase of static asset redistribution, through which the initial

distribution of wealth became fairly egqual by the elimination of Japanese
asset holders, capital and ownership destruction during the wars (world
War II and the Korea-war) and pervasive land reforms;

— (1953-63)}: phase of dynamic redistribution, in which inequality tendencies

of import substituting industrialization are assumed to be off-set by a
widely spread 'educational explosion';

- (1964~..): phase of 'redistributed - asset value - realization', which

runs down to an explanation of successful export oriented development with

'trickle down' effects.
It is the story of successful 'redistribution-cum-growth'. The facts of the
first phase clearly are the base of convincing arguments, The other arguments
may sound less convincing or need further explanation. In addition the specific
Confucian ideology has been a supplementary argument to explain successful
economic growth with no high inequality. It explains 'Korean success' by a
will to economize and an upward activism. We can only be speculative on the
impact of such cultural factors. We will not go into explaining the 'political
economy of success' of Korea here, but it should he noticed that the 'trickle
down' of economic growth in the third phase has not heen the result of
deliberate redistribution policies for more equity by the state. Such activist
'reach down' policies have not systematically been pursued, but redistribution
has been at the most an accompanying effect of a political strategy emphazing
economic growth since the start of the Park Chung Hee regime (1963).
What has been the role of the Korean state in the process of economic growth

and distribution of wealth?

Economic policiesg implemented by the Korean gtate has been both impressive

by range and pervasive in effect. Korean economic policy can be divided into

three periods:

1) policies underlying the import substituting industrialization strategy
(1953-63);

{1} Adelman and Robinson (1978}, pp. 37 ff.
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VI.2

2] in;entive policies towards low skill, labour intensive export-led
industrialization (1964-1972};

3) shift of policy towards stimulation of more capital-intensive manufactured
exports {(1972- }, as a response to a slowdown in economic performance in
the period 1970-72 and financial problems (2).

To implement successful economic policies it is necesgary to have a clear

understanding of the interrelationships between the economic variables affected

and soéin-economic group behaviour. Scheme VI-1 gives a global framework for
analyzing the impact of government policies on the variables of growth and

distribution.

Scheme VI-1 does not do more than showing where the government enters the economic

process and which variables are affected by state policies and through which

'mechanisms the distribution of income will be influenced.

Table VI-l shows the most important features of the whole range of policy
measures implemented. The success of Korean economic policies is often ascribed
to the good functioning of the market system in Korea. However, a large part
of important economic measures is directed towards the copnditioning of the
market structure; in the fields of asset redistribution, labour market policies
and public investments. Crucial to every economic strategy of growth and
development is the decision-making process with regard to productive investment.
Pervasiveness of economic policies therefore will depend on the grip of the
state on the process of capital accumulation. Dynamics of the model flow chart
in schen® VI-1 follows from the final demand structure and the process of
capital accumulation, Below we will summarize the main elements of state
influence in the process of financing economic development and its consequences

for the overall income structures.

1) Public investments have been directed towards establishing and strengthening

the industrial sector. The state has been mainly active in basic industries
and infrastructure. The dynamic role of public enterprises was already
discussed in par. III.1.2, The central government expenditure on economic
services has been largely spent in infrastructural sectors {(energy, water
supply, transport), as can be seen from table VI-2, Recently the bulk of

central govermment economic expenditure is directed to improving rural

{2) The period starts off with the Presidential Decree of August 1972. The
Decree meant a radically different approach to economic policy. Until
1972 the policy system was characterized by inflationary trends in past
as a consequence of high interest rates, many devaluations of the exchange
rate and allowance of Keynesian inflationary financing of economic growth.
after 1972 policies were characterized by price stability measures through
more direct controls, low interest rates and a stable exchange rate. (Other
factors as imported inflation and money creation induced by structural
deficits explain persisting high inflation rates).
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VI.4

infrastructure., Income distributional impact: indirect through economic
growth. Public enterprise development stimulated urban income growth.
Primary benefitters are private investors; direct employment effects are
low, due to capital-intensive nature of public investments. Some
correction in the rural-urban income disparities results from rural
investment progranms.

Wage determination and internal terms of trade: Wages and the balance

between agricultural and non-agricultural sectors have been important
elements in both a process of vertical and horizontal financing of the
export-led industrialization strategy. A structure of low wages was
initially present due to a labour surplus situation; The role of the state
in this process of vertical financing of industrial development has been

to prevent high nominal wage pressures and institutional wage determination
by restricting trade union action. Employment growth, productivity increasés
and labour market distortions still allowed for continuous growth in real
wages (without constraining capital accumulation).

Shortages in domestic food production necessitated food import allowances

to off-set upward pressures on food prices., Urban wages could be safeguarded
from price increases and deteriorating internal terms of trade meant a
process of horizontal financing from rural to urban areas. This process

was mitigated through the state sector from 1970 onwards (3), improving
internal terms of trade in favour of the rural sector but with maintenance
of low food prices.

Income distributional impact: Wage differentials and urban inequalities are
endogenous in the production process, while the state only influences labour
market conditions from the outside. Internal terms of trade policies improves
the rural-urban balance, but increased rural inequalities as subsidies to
farmers appear as a premium on production.

Taxation: several tax reforms (in 1962, 1966 and 1968) increased the public
sector's own savings especially by improving the taxz administration and the
organization of tax collection. The increased appropriation of economic
surplus by the state can be read from table VI-3. Current revenue {excl.
direct foreign aid to general government) increased from 13.0 percent of GDP
in 1960 to 20.0 percent in 1977, and public savings (general government only)

increased from negative rates in the early 1960s to over 5 percent of GDP

(3) With the establishment of the Grain Management Fund and the Fertilizer Fund.
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in the latter half of the 1970s. However, the tax structure heavily

relies on indirect taxation (70.3 percent of total tax revenue in 1978,

cf. table VI-4) (4); It means that increased tax revenues are a result

of improved administration and of economic growth, rather than due to

a reform with political impact by taxing high income groups or profits.

The correlation of tax revenue with economic growth can also be found in
table VI-3, as the tax ratio has declined with GDP growth in the recession
period 1970-73. The political element is that the fiscal system is rather
used for investment incentives (tax exemptions on corporate profits) than
towards redistributing personal (household) incomes. A very tentative
picture of the regressiveness of the Korean tax system is given in table
VI-4, in which over 85 percent of the tax burden is assumed to be carried

by household incomes and it may further be assumed that these will be carried
mest by lower income groups as commodity taxes are irrespective of incomes and
lower income groups consume a higher proportion of their income, The conclusion
remains purely speculative as no information has been available on the tax
rates per type of commodity and_fhe extent in which indirect taxes fall on
luxury items (5). Tax structures in LDCs are generally considered to be
regressive (6). However, good tax incidence studies are sparse and even

then rough assumptions do not allow for more than tentative conclusions

on the tax incidence on socio-economic groups (7).

Regressive tax systems can be compensated for through the impact of benefits
from government spending programs. Again expenditure incidence studies to
quantify the impact are scarse and contain even more difficulties in
analyzing the benefits for various socio~economic groups. Again some

tentative conclusions may replace complete ignorance. Direct redistributive

(4)

(5)

(6)
(7)

Which is normal practice in LDCs. EXport taxes (on primary exporks) are
assumed to be a form of direct taxation as these cannot be easlly passed
on into export prices (which are determined in the world market) and can
change the picture of the direct-indirect tax ratio,like in the case of
Malaysia, '
Highest indirect tax revenues originate, however, from (unhealthy) mass-
consumption items like liguor and tobacco fiscal monopolies.

De Wulf (1975).

Available incidence studies (on various cases) ,however, generally only
refer to income classes and not to socio-economic groups. Cf. e.g.
A.Foxley, E. Aninat and J.P. J.P. Arelland (1977}, The Incidence of
Taxation (case study on Chili), ILO Working Paper WEP 2-23/WPS Geneva;
De Wulf (1975); Ch. McLure (1972), "The Incidence of Taxation in West
Malaysia", in: Malaysvan Economic¢ Review, Vol. 18, no. 2; J. Meerman
{1979}, Public Expenditure in Malaysia; Who Benefits and Why?, 0.U.P.,
0xford. Moreover in practice successful tax evasion generally reduces
progressiveness of the tax system (esp. of personal income taxes), but it
is extremely difficult to analyze the real impact of tax evasion.
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effects of government spending (from the budget) may be limited. First,
because a large share of government expenditure is channelled towards
maintenance of the state apparatus and internal and external control of
existing political system, i.e. public administration and defence (see
table Vvi-5). Second, certain kinds of public spending may increase the
existing pattern of inequality, e.g. concentration of infrastructural
investment in urban areas and industrial estates, In Korea the argument
holds especially for the 1960s. During the 1970s the picture is corrected
as a higher share of expenditure is directed towards rural infrastructure,

of which also rural lower income groups benefitted under the Saemaul

Undong (New Community Movement) program (8). Thirdly, also programs of

education, health and social welfare may fail to reach lower income groups,
even though these expenditures account for over 20 percent of total
government outlay {see table VI-5). In Korea the major share of these
expenditure 18 absorbed by education., Though education by and large has
reached the bulk of the population, there are some factors indicating at a
direct regressive income impact: primary education is compulsory, but not
free of all charges and middle and high schools fees are a heavy to poor
families (9). Expenditure on health, social security and housing are low
and thus contain little redistributive effects. The regressive effects

may even be larger as health is less accessible in rural areas (a.o.
higher transportation costs to reach health services in rural areas),
medical insurance barely exists and costs of hospitalization are too high
for most Koreans (10}.

Financial intermediation: the firm grip of the state on the Korean banking

system was already discussed in chapter IV. The Bank of Korea is controlled
directly by government offices and its policies are inbedded in general
economic policies. Commercial banking operations are restricted by
government controls and strict credit regulations (many credits to private
enterprises are earmarked for certain sectors). Significant government
control of the banking system has been a major condition for pervasive
monetary policies and rapid increases in financial intermediation. Radical
interest rate reforms succeeded in mobilizing increasing levels of demestic
{household) savings into the banking system. Agricultural and industrial
credit peolicies through a largely controlled banking system substitute for

the capital market.

(8) Cf. B.Lee (1978); Hasan and Rao (eds) (1979}, ch. 7.
{8) F. Golladay and T. King, "Social Development"™, ch. 5 in: Hasan and

Rao {(eds) (1979).

(10) ibid.
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5. Foreign aid and borrowing: the process of financing economic development

in Korea is significantly characterized by a high level of foreign
financing., U.S5. foreign aid was of significant importance to finance the
post-war reconstruction of the economy. The transition to export-led
industrialization was financed to a large extent by U.S. aid, Japanese

loans {after the Normalization Treaty in 1965) and foreign exchange earnings
from military procurement (for the VietNam-war) and Won sales to U.N.
military personnel. Commercial loans and private direct investments from
abroad (the U.S, and Japan) in the latter half of the 1960s and in the

1970s took care of a high proportion of foreign financing of capital
formation.

6. Money creation: inflationary financing is an often used residual form of

financing, if structural disequilibria, capital market imperfections, and lack
of political power to enforce tax reforms fail to mobilize sufficient
domestic savings. The high level of foreign financing is still significant
and appears to compensate for '"forced savings' through money creation (as

has been argumented in chapters III and IV. However, money Creation

appears to increage as a form of financing govermment liquidity shortages

and to have had significant impact on private consumption. Modei

simulations will have to clarify which socio-economic groups are affected

most by the inflationary burden.

We may conclude that the state is significantly involved in {conditioning)

the process of capital accumulation. It is our contention that the state has
been nore concerned with creating conditions for high economic growth than
with redistributing economic gains. The direct overall impact of state policies
has been regressive.

Why the state intervenes in a certain manner is not simply a matter of

econcmic insight. It questions the nature of the state. The state has become

a dominant actor in Korean society. Social structure was destructed after the
wars. Landlords were further subjected to land reforms and industrial owning
classes were a scattered social group after the separation of the peninsula
into North and South Korea and the capital destruction during the wars, State
dominance was heavily supported by U.S. aid. Under these conditions the South
Korean state has played its role as agent of economic modernization, comparable
in certain respects to the role of the Japanese state in the Meiji-period.
But,also,economic development is necessary to rationalize political dictatoxship.
In the regime's ideclogical legitimation this is formulated as "for the sake

of econcomic development, government must control all of Korean society".
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The type of political leadership and the constraints on state intervention

from the process of capital accumulation are important factors in the

determination of the closure of the model system.
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VI.2 Closure of the model system

What is meant by the 'closure of the model system'? It refers to the decisions
to be made by the model builder concerning the mechanism through which supply
and demand variables are brought into balance. Conseguently it will also refer
to an implicit or explicit, unconscious or conscious decision made on the
behaviour of the dominant actors of the economic system., Political leadership
may be assumed for certain socio-economic groups (e.g. land lords, mecdexrn
sector employers, foreign investors) or the state., Certain socic-economic
actors then are assumed to be more active and to dominate the other actors

of the system,

The closure of the model system thus relates to the adjustment process of

socico—-economic group expenditure behaviour.

In a recent paper, Cohen has distinguished between four approaches of model
closing mechanisms, i.e. fixed closure, flexible closure, bargaining closure,
deterministic closure (11}, We will not discuss the different ‘closures’' here.
Reference is made to the Cohen paper, because, though the review of recent
'alternative' modeling efforts is excellent, it seems to confuse the identifi-
cation of dominant actor behaviour with the closure of the model éystem. As was
noted in the above both are related issues. However, Cohen does excellently
clarify different approaches on modeling deminant group behaviour, but incor-
rectly uses the term closure. After identification of dominant socio-economic
group behavioui, the model ‘'closure’ will depend on further model specification.
E.g. private investors may be assumed to enforce their behaviour (profit
maximization) and then the model specification will determine whether for
instance urban real wages or peasant incomes are the adjusting or 'closing’
variables.

Not only the type of closure mechanism will be important to the specific
closure of the model. The theoretical foundation(s) of the model system will
be crucial as well. For instance, the sine qua non of a pest-Keynesian or
Kaleckian model is that savings adjust to investment demand and they stress
income distribution shifts to allow for such adjustments. Neo-classical
growth models assume that investments (and growth)} are savings constrained.

Savings in turn are determined by preductivity and profit maximizing behaviour.

(11} S. Cohen (1970), "Towards a Social Group Approach in Economic Models",
Paper prepared for the ISS-seminar on 'Models for Alternative Development
Strategies', The Hague, 12-24 October 1980.
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Closing mechanism (model adjustment) in both models takes place through the
price system. However, in a neo—classical model the adjustment will be based
on the price~equals-cost identity in production, whereas a post~Keynesian

model would base the adjustment on the demand-equals-supply balance of gross

cutput {i.e. of the accumulation balance} (12}.

The model builder will have to be explicit on both the behaviour of the
dominant actors of the economic system and the theoretical assumptions

undexlying the suggested specification of the model system.

(12) A comparison of post-Keynesian {(or Cambridge, England) and neo-classical
closures (with reference to Brazil) can be found in Taylor (1979} and
Cardoso and Taylor (1980).
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VI.3 Korean closure and the role of the state

We now can bring together the prices of the closure mechanism, already

supplied in the chapters IT to V.

The state can be assumed to be the dominant actor with a certain gualitative

target, i.e. economic growth (13). Other actors in the system
(employers, modern and traditional labour groups) also will be assumed to

behave in a certain mannex, but without an explicit {(macra-economic) target.
Employers will try to maximize profits, but are dependent on conditions
created by the external world and by the govermment., Working classes can be
one of the dominant actors if they have significant influence in the
determination of the wages. In the Korean case this influence is heqligible
as the degree of organization is insignificant, and social mobhility due to
rapid employment growth is high. Labour classes therefore will be assumed to
be passive.

The total model system includes various closures in the sub-nmodels (e.q.

the closure of the internal terms of trade sub-model). We will restrict the
analysis of the Korean c¢losure to the accunmulation balance, The state may set
a certain growth target, but cannot do this purely voluntaristic, i.e. it is
not just a matter of political will, The constraints under which such a
target within an export-led growth strategy is to be pursued will be formed
by:

— the type of investment behaviour;

- the determination of the wages; and

- external conditions (foreign demand and capital).

We may start with the latter ‘constraint' as the external gap (M-E)} fluctuates
heavily in Korea, which is a general characteristic of the open economy. There

is some endogencus coverage of the external gap through direct foreign
investments (attracted by comparative wage cost advantages). Large part of the
foreign exchange gap used to be covered exogenous by U.S,., aid. Now the endogencus
determined upward shift of imports (exceeding exports) is covered by large sums
of foreign borrowing. Foreign borrowing cannot be an instrument to reach
investment growth, but is a constraint depending on econcmic growth (credit
worthiness} and political ties with the major suppliers of the funds (U.S. and
Japan) .

{13) One may explain the target as a function to rationalize political
dictatorship.

- 151 -



VI.12

Wage costs are an important variable in an export-led growth strategy. The
state influences labour market conditions (trade union contrel, education},
but productivity increases and labour market disgtortions (see par. V.3) have
allowed for significant real wage increases., Wages will not be a closing
variable as long as economic conditions remain as favourable as they are. The
shift in export strategy towards more skill intensive manufactured products,
reflacts competition from economies with lower wages (Malaysia, Thailand,

Sri Lanka). But it can be argued that it is also an external demand induced
shift, as international market perspectives for labour intensive manufactured
exports {as textiles) become less favourable with the inevitable growth of the
number of suppliers.

In a mixed economy state policies are alse dependent on private investment
behaviour. Supply bottlenecks can be relieved by public investments and import
allowances., Still the investment climate will have to be made favourable

through investment incentives.

The above conditions are the constraints to the investment target. In a

Kaleckian closure, savings (foreign and domestic) are assumed to be adjusted

to the target investment rate (14). The conditions of development finance and

the role of the state were alrveady discussed in paragraph VI.L.

With the state as dominant actor, the accumulation balance will have to close
through the government budget. The external deficit will be covered by direct
private investment (4 I}, foreigqn borrowing (A F) and use of international reserves
(A R}. Foreign capital thus finances part of domestic capital formation. Domestic
savings (by socio-economic groups, enterprises and the state) result from the
income structures given by the production process, Enterprises appear ng deficit
units in the economy but are supplemented with foreign capital (direct investmentr
and foreign loans through the banking system). It results that the adjustment
process connected with the coverage of the govermnment deficit will be the closure
of the system. From ex-ante behaviour and given the investment target, it would

result that ;v g5y > (s -1I) + (M- E).
g g P P

The excess govermment deficit (D}, after foreign aid and borrowing (A Fg)
needs to be covered by forced savings. FPurther adjustment of the model system
goes through the price system. This will have to be analyzed from the workings

of the full model. However, if price increases are assumed to be passed on to

(14) The Kaleckian or post-Keynesian c¢losure is thought to be more realistic
than a closure in which investments are constrained by savings., Arguments
have been supplied in paragraph IIT.2.1,.
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{low) household incomes, they will affect private consumption. In real terms
the closure means a transfer of funds from the private (household) sector to
the state  (AD —¥ Ap —¥A %-—4 - 8e,).

High foreign exchange gaps in the mid 1970s created some attempts, a.o.

through selective import substitution, to shift from a mainly external c¢losure
to a more important internal closure (15). The shift towards more capital-
intensive manafactured export production, however, maintains heavy dependence
on foreign capital and technology. An increasing share of the external deficit,
however, is covered by autonomous capital inflows (A IF). Economic growth and
political ties with the U.S. and Japan are still adequately well to ensure high
levels of accommodating f£inancial inflows (A F}. Economic and political
dependence on the outside world thus remain and still forms a cornerstone to
the political system. Legitimization of the type of political leadership by
the Korean state will not be seriously threatened by working classes or
peasants as long as incomes are rising and social mobility is high. The groups
that are in the vanguard of political protest are rather the groups with
higher education demanding for more political freedom (16). However, the 1980
uprise was not a mere student protest, but included regional discontent of
smaller urban areas {Kwangshu} too. In the current situation more repression

covers & Qeficit of legitimation and social consent.

STATISTICAL ANMNEX TO CBAPTER VI.

(15) Foreign capital inflows -dominated over money creation.
(16) It were student revolts that also led to the toppling of the Rhee
regime in 1960.
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Table VI-1l, BSouth Korea: Major economic policy meagures (1947-1977})

Type of policies

Asset Redistribution

Trade Policies

Dates Applicable

Measures taken

1947
1950

1947-1977

{1953-63)
1955-62

1955-56;1961-63

1959-63
1959-63
1961-63

(1964-77)

1964-72;1965-72%

1964

1964-65; 1966-68
1964, 19268-75
1966-74

1964-77

1970
1973

1974-75
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Land reform (American auspices)

Land reform (domestically induced);
maximum landholding of 3 cheongbo (= 3 ha).
Education programs.

Import substitution strategy

Tariffs (ad valoi?m), guotas, prior
deposit payments™ , input license
systems,

Direct export subsidies {a.o. 50 %
reductionz?f direct taxes on export
incomes) .

Production loans. 3)
Tariff exemptions cn intermediate goods '.
Tariff exemption on imported raw
materials and spare parts,

Export-led industrialization strategy
Tariff exemptions on inputs of raw
materials, spare parts for export
industries and domestic suppliers.
Establishment of Korean Trade Promotion
Corporation {KOIRA}.

Export-import linking system; from

1968 on ad hoc basis.

Prior deposits payments .

Increased tariff exemptions on imports
of machinery and equipment for direct
and indirect imports.

Imports of consumelr durables and other
luxury consumption goods largely
prohibited.

Free Export Zone {(Masan).

Abolishment of a number of incentive
mechanisms as a reaction to excessive
export profits a.o. due to appreciation
of Japanese Yen; it included: abolishment
of lower direct tax rates and automatic
tariff exemption on capital good imports,
reduction of wastage allowances and
interest subsidies.

Rapid increase of import bill leads to
modest system of selective import
substitution: Selected tariff exemptions
to certain imports (essential to
manufacturing, must embody latest
technology, must be non-competitive) and
certain industries (agriculture, mining,
manufacturing, electricity and railroad
trangport) .

Complete and automatic tariff exemptions
are maintained for imports financed by
foreign capital.




Type of policies
(cont. 1)

Trade policies
(continued)

Investment policies

Labour market policies

Tax policies

Dates Applicable

- VIL1S

Measures taken

1975-77

1975-77

1964-77

19265-72
1966-72

1966-77
1%67-71
1967-71

1970-77

1968-77

1964-77
1968-77

1964-77

1962
1966-68

1968

1968

4)
4)

1972, 1974

1975-77

1975
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Tariff rebate on draw back system: tariffs
on imported inputs for export production
are paid at time of importation and
rebated at time of exXportation.

Incentives for establishment of large
trading companies which produce and
export on own account ox act as exporting
agents for smaller enterprises.

Public investment in public enterprises
(in social overhead and basic industries).
Wastage allowances.

Accelerated depreciation allowances;

since 1972: special rates.

Establishment of industrial estates.
Reduced rates (prices) on public utilities.
Monopoly rights granted in new export
markets; loss carry forward provisions,
Zoning requlations: attempt to spread
manufacturing activities outside Seoul
and Pusan; alsco 'green belt' creation
around by cities.

Rural public investment under Saemaul
Undong (New Community Movement) {(with
mach finance from the World Bank).

(see also tax and credit policies).

Trade union control,

Policies influencing rural-urban balance
{(internal terms of trade) and rural-urban
migration: rural investment programs,
Saemaul Undong Movement, Grain Management
Fund and Fertilizer Fund {1970).
BEducation programs {(high level of school
enrolment in secondary professional
education).

Tax reform implemented.

Tax reformg effectuated, esgpecially in
improving tax administration and
collection; progressive urban property
taxes, taxes on capital gains.

Corporate tazes:

- reduction for small corporations

- increase for large corporations {(but
exempted by 50 % tax reduction on export
earnings) .

Income taxes: more progressive,

Increase indirect taxes on consumption
items.

Renewed reduction on corporate taxes;
progressive reduction in income taxes

on lower incomes.

Introduction of global income tax system.
The new tax structure is less progressive
for most incomes than total impact of
schedular and global taxes under the old
system.

Introduction of defense surcharges on
corporations.



Type of policies
(cont. 2}

Capital flow polictes

Monetary policies
(interest rate and
banking policies)

{interest rate and
banking policies)

(exchange rate
policies)

Dates Applicable

vI.l6

Measures taken

1953-1977
1965

1964-1977

1966

1954-67

1965-68

1970

1972

1972

1974-76

1965
1964-65

196570
1974
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Direct U.S. aid to government.
Normalization Treaty with Japan
{inducing large capital inflows £rom
Japan: loans and investments).

Foreign capital and technological
licensing agreements through Bureau of
Foreign Investment Promotion of Economic
Planning Board (all foreign investments
are registered). .
(see also investment incentives and tax
policies which contain special
preferences for foreign investors).
Removal of limits on equity investment
and profit remittances.

Establishment of government owned banking
institutions among which Korean Develop-
ment Bank (1954), Medium Industry Bank
(1961) ; Credit Departments for Agri-~
culture and Fishing (1961, 1962), Korea
Housing Bank (1967), Korea Exchange

Bank (1967).

Increase of official ceiling on nominal
interest rate on time and savings
deposits from 15 to 30 % {(real interest
rate becoming about 10 %}.

Credit expansion allowances by reducing
banking reserve requirements and
compulsory deposits.

Compulsory reporting system for unofficial
moniey lenders and debtor firms of all
ocutstanding loans and debts in order to
ban the curb (unofficial) money market.
Reduction of bank deposit and reserve
requirements.

Domestic credit restrictions to curb
inflation.

Abolishment of multiple exchange rate
system.

Won devaluation {1961: 1 US $ = 130 Won;
1964: 255 Won; 1965: 270 Won}.

Graduate devaluations
Exchange rate stabilized
484 Won.

at 1 US $ =




VI.17.

Type of policies Dates Applicable Measures taken
(cont. 3)
{credit policies 1964~77 Control of commercial banking credit
for exports) emission by earmarking credits to export
) industries,
1964-72 Export incentives: Production loans,

BOK discount on export bills, capital
loars through MIB, 0ff-shoxe procurement
4) loans (a.o. for vViet Nam-war).
1971-727" Foreign exchange loans.

Sources: Hasan (1976); Kim and Westphal (1977); Hasan and Ra® {1979).
However, no complete overviews of economic policies are available.
The type of measures taken have been derived from the above descriptive
studies and of the studies cited in previous chapters.

Notes:

1) I.e. advance deposit requirement under which part of the import value of
inputs used for export production has to be paid in advance.

2) The export promotion impact is only small {1960 export level only amounts
to 3.4 % of GDP).

3) The import substitution policies are mainly directed towards substitution for
non-durable consumer goods.

4) Sources only indicate at applicability of measure taken up to 1972,
No information available whether applicable after 1972.

- 157 -



- 88T -

Table VI-2. South Korea: Central Govermment Expenditure on Economic Services by Sector:
(bln. Won, current priceg)
1970 1971 1972 1973 1974 1975 1976 1977

1. General Administration,

Regulation and Research 19.4 16.6 65.9 12.7 37.9 113.9 155.5 63.2

- Extrabudgetary Accounts - - - - - - - -
2. Agriculture, Forestry, Fishing 30.0 33.1 39,5 40.5 52.3 129.1 118.¢6 147.7

~ Extrabudgetary Accounts - 0.2 0.2 0.6 0.4 0.1 0.8 1.0
3., Mining, Manufacturing

Construction 7.1 19.0 31.9 17.4 60.9 30.0 25.0 20.3

- Extrabudgetary Accounts - - - - - - - 1.4
4, Electricity, Gas, Steam, Water 2.2 1.4 5.6 6.6 30.4 27.2 103.1 41.2
5. Roads 25.6 18.8 29.2 36.1 31.8 50.9 46.1 84.4
6. Inland and Coastal Waterways 6.0 6.8 7.5 9.0 18.5 24.5 47.5 40.0
7. Other Transport and

Communications 4.8 3.3 2.6 2.0 9.4 4,5 7.0 14.6
8. Other Econcomic Sexrvices 8.5 9.9 10.1 8.9 19.1 10.3 12.4 31.4
Total Economic Services
Expenditures by Central
Govexrrnment 103.6 108.9 192.3 133.2 252.3 320.4 515.2 442.8

Source: IMF, Government Finance Statistics Yearbook, 1977-1980.

45.0

39.1

57.2

562.8

40.7
89.4

101.4

127.9

203.7

1222.5
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Table VI-3, South Korea: General Government Budget
{% of GDP, bln. Wons, turrent prices}

1960 1963 1965 1967 1968 1969 1970 1971 1972 1973 1974 1975 1976 1977

1}

Current Revenue 20.1 17.4 16.4 14.7 20.8 19.9 20.3 19}5 17.4 16.1 17.9 19.6 20.5 20.2
Current Revenue less o '
Foreign Aid 13.0 12.1 11.9 15.7 ig.6 8.4 19.3 18.8 16.92 15.8 17.3- 19.5 19.9 20,0
Current Expenditures 16.0 13.0 10.6 12.1 12.8 12.6 12.7 13.2 13.4 1L.7 15.0 14.5 14.2 14.9
General Government Savingsz}
(net of depreciation) -3.0 -0.9 1.3 3.6 5.8 5.8 5.6 5.6 5.5 4.1 2.3 5.0 5.7 5.1
Depreciation 0.7 0.7 0.5 0.5 0.5% 0.4 0.4 0.5 0.4 0.4 0.4 0.5 0.5 0.5
Capital Transfers {net) 0.8 0.2 -0,1 -0.4 -0.4 -0.4 -0.4 -0, 4 -0.% ~0.6  -1.2 -0.6 «D.5 0.7
Investments 3.3 3.6 3.9 5.0 6.8 8.2 6.6 6.2 5.7 5.3 4.2 6.6 5.0 6.2
(Sq - Iq) o (-5.8) (-3.8} (-Z.1) (-0.9} (-0.5} (-2.0) (-0.6) ({-0.1) (0.2) {-0.8) ({-1.5) (-1.,1) {1.2y (-0.8)

Het Lending:
-~ Domestic 5?0 other

residents {=/=) -1.5 -1.5 -2,4 -2.1 -1.7 0,7 -0.4 -0.8 -0.7 0.5 0.9 0.7 -1.8 0.4
- From Abkroad 7.1 5.3 4.5 3.0 2.2 1.5 1.0 0.7 0.5 o.3 0.6 0.4 0.6 0.2

Source: UN, Yearbook of Hational Accounts Statistics,

1) Imcluding current transfers from rest of the world.
2} Excluding current transfers from rest of the world.
3) Inciuding net capital transfers.
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Table VI-4. Taxation by Centra) Government in Selected ESCAP Countries

(percentage distribution)
South Korea

{bln, Won)
1973 1978
Total Tax Income (domestic currency) 586.4 3693.2
Tax Income as percentage of GDP 11.2 16.6

Percentage distribution

1. pirect taxes on income, profits,
capital gains 29.6 28.2
of which - personal (9.3 {14.8)

- corporate {8.5} (13.7}
- ather {11.8) (=)

2. Social security contribution 1.0 1.0
paid by: - employees - -

= employers r.m (1.00

3, Tax and property 4.3 0.5
4. Bxport dutiesll - -

Total dirvect taxes 2) ) 34,9 29.7

- on household incomes 3 (22,13 {15.5}

- on property and capital incomes {12.8) {14.2}

g, Indirect taxes on goods and services 48.9 47.4

&. Import dukies 14,1 20,8

. Other taxes 2,2 2,1

Total indirect tawxes 65.2 70.3

Total taxes 4) 100.0 100.0

- on household incomes 87.2 B5.8

~ on property and capital incomes 12.8 2.2

Bource: IMF, Government Finance Statistics Yearbook, 1977-1980.

Malaysia

{min. Ringgit}
1973 1978
300.4 796.9
16.1 22.2
27.6 3s.?
. {9.7)
.. (30.0)

. {~)
0.3 0.6
1.4 0.5
14.6 8.4
43.9 59.2
(..) (8.7)
(.. (49.5}
29.6 23.0
24.7 16.6
1.6 1.2
56.1 40.8
100.0 100.0
. 50.5
9.5

Thajland
{mln. Paht)

1973~ 1978

2265.4  5700.8

10.5 . 12.8
14.0 20.1
(7.5) {8.9)
{6.5} (11.2)
(-} t-)
1.2 1.5
3.6 3.1
18.8 24.7
(7.5) (8,9)
(13.3)  (15.8)
51.9 9.7
28.2 24.9
1.1 c.7
Bl.2 75.3
100.0 100.0
88.7 84.2
11.3 15.89

Philippines
{ttln. Pasos)

1973 1977
618.4  1711.0
8.6 11.2
38,9 26.3
(10.5) {15.7)
(16.8) (10.7}
{11.6) . -}
. 0.9 0.7
CT. 3.5
47.0 30.5
{22.1) (15.7)
(24.9) (14.8)
27.8 38.3
24.0 24,9
1.2 6.3
53.0 69.5
100.0 100.0
(75.1) {85.2}

(24.9) {14.9)

Bangla Desh
{miln,Taka)

1973

1855.8
2,7

7.7
{~)
{0.2)
{(7.5)

1,1

2.7
11,5
(7.5}
(6.0}

46.9
4.9
4.8

6.5
100.0
(94.0)

{6.0)

1} Export duties are accounted as direct taxes, as it seems plausibile to assume that export duties cannot be passed on to the purchaser as prices
are determined on international =markets. Pargaining power balance between exporting agent and export producer (if separated) will determine

who ultimately carries the burden.

2) Direct taxes on household incomes consist of personal income tax, employees social security contribution, and other direct taxes on income

and capital gains.

3) Direct taxes on property and capital incomes consist of corporate tax, employers social security contribution and property tax and export duties.

4} Indirect taxes are assumed to be passéd on to final prices and to be paid by households.
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Table ¥I-5. Central Goveryment Expenditure by Funetion in Selected ESCAP Countries
{percentage distribution)

South Korea Malaysia Thailand

1572 1977 1272 1977 1972 1977
1. General Public Services 11.9 10.6 15.3 19.8 1.9 7 9.2
2. Defenge 25.8 35.0 18.5 17.5 19.5 - 18.7
3. Education 15.9 16.7 23.4 23.6 19,3 21.6
4, Health 1.2 1.7 6.8 7.4 3.6 4.5
5. Social Security and Welfare 5.0 5.0 3.4 2.0 33 3.6
6. Housing 0.8 0.8 1.0 0.2 1.5 2.3
7. Other Community and Social Services 1.3 0.8 2.1 1.6 0.6 0.4
8, Econowlc Services 25.6 15.8 14.2 12,3 24,5 22.9
9. Other surposes 12,5 12.6 15.4 16.6 13.8 16.B
Suspense Account/Unallocated
Adjustment to Cash Gasis
Total 10G.0 100.0 100.0 100.0 00,0 100.0
Central Government Expenditure
as % of GDP 8.7 16.7 27.¢ 27.9 17.8 18.0

Source: IMF, Govermment Finance Statistics Yearbook, 1977-1980,

Philippines

1972

9.0
10.1
15,1

3.0

3.3

0.7 .

0.2
16.4
11..7

30.5
100.0

14.4

1977
15.4
19.0
12.0
4.6
1.9
1.2
0.5
34,2
10.6

c.?

100.0¢

14.9

Bangla Desh

1973
16.1
5.1
14.9
5.0
9.8
0.7
9.3
13.6
-4.4

100.0
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VII.1l

VII. MODELING METHODOLOGY AND DATA CONSISTENCY

VII.1 Methodology
The present chapter aims at supplying a tentative and preliminary working

program for modeling the economies of the ESCAP-region.

The preceding study presents an as yet {(incomplete) qualitative analysis of the
South Korea economy as part of research project which aims at constructing
alternative models for the ESCAP-region. In many respects the Korea study is to
bé considered as an example study. Much time was spent on searching for a
methodology for a realistic approach to model a region as heterogeneous as the
ESCAP-region. & first step which was made, has been the tentative development of
a country typology emphasizing major differences between various economic
structures (). Bach country has its own characteristics and peculiarities.

This does not holds only in an economic sense, but also, if socio-political
elements are introduced. The country typelogy will be used to incorporate the
specific development issues of each country into the model system, and to stylize
the country differences in order to be able to make a comparative study. The
country typology was based on the following basic characterigtics:

1} openness of the economy;

2) size of the economy;

3} demographic characteristics;

4} mineral resource richness or dependence on oil imports.

The relations bhetween main categories such as international trade, population
density and natural resource endowment influence preduction structures and

income distribution.

In the cited paper a tentative analysis was given of the interrelations between
the above factors for different types of economies. For reasons of analytical
rigidity a dual polarity was designed between open and closed {small_and large)
and densely and sparsely populated economies. The focus of the analysis was on
identifying differences in transfer mechanisms between agricultural (or primary)
and non-agricultural sectors and differences in the role of international trade

in the transfer processes. Transfer mechanisms were analyzed in terms of monetary
flows (savings, taxation, international terms of trade and foreign capital) and
'real' flows (labour and commodities: food, raw materials}. In correspondence with
the criteria of the country typology (but also with more exogenously given
political factors), different transfer mechanisms produce different accomodating
variables per type of economy (imports, foreign or domestic investment, private
consumption, etc.). The resulting income structures (intra- and inter- rural-urban

Jdncome disparities) will require a different explanation per type of economy,

{1] See the project papers by Smit (1980) and Smit, Vos and Weyland (1980).
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VII.2

In order to be able to make a relevant comparative study, there needs to be

a clear-cut procedure of country modeling, which will need to adapt to the

following imperatives:

1) The country models will need to be comparable, therefore the main variables

need to be the same, the structure of the model will be the same for each

country and the modeling procedures to be followed ghould be equal for each

country.

2) Model specifications result from subjective choices of the model builder,

who therefore will have to clarify the assumptions made and the theoretical

backgrounds used.

3) Aims and focus of the model need to be clarified.

4) The above imperatives will produce the wanted level of disaggregation.

The model builder will have to clarify the criteria used to disaggregate

towards socic—economic groups and sectors.

5} The closing procedure and mechanism of the model will have to be made

explicit, which includes that the model builder will have to be consciocus

of which actors dominate the economy and which exogenous behaviour is

assumed.

6) The position of the model builder towards the (possible) final users of

the model or the target groups of the modeling excercise.

The ethics of the ESCAP-project, as it has proceeded up to now, contains the

following elements:

ad 1)

ad 2)

The country typology will be used as an analytical basis around which
the country models are to be constructed. The suggested modeling

procedure is treated below.

The theoretical backgrounds as they have been clarified up to now convey
a bit of an ecclectic picture, Development thecries have been used

£or the various composing parts of the model. Dualism theories by

Lewis and Fei and Ranis have been used in the construction of the

country typology, where the relation between agricultural and non-
agricultural sectors has been considered crucial in the development
process. The process of capital accumulation contains elements from
dualism theories as well as from post-Keynesian and Kaleckian theories

cof development finance, Investment decisions have been considered to
determine saving behaviour and not the other way arcund. The institutional
setting has been taken as the initial determinant of the process of income
distribution and capital accumulation, the resulting final demand structure

produces the dynamics of income distribution, which fits into the tradition
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ad 3)

ad 4)

ad 5)

VII.3

of (post-} Keynesian thought. Labour market modeling doeg not rest on one
clear—cut theoretical background, but reference is made to dualism theories
and some derived neo-classical statements (the relation hetween labour
demand, wages and productivity). Other issues like production functions,
consumer hehaviour and population growth have to be elaborated on in

subsequent analyses.

Models can be used for economic planning, policy simulation or theoretical
analysis. Primary aim of the ESCAP-project is to make a realistic diagnosis
of the relevant development issues of the ESCAP-regions, in order to

analyse the linkage between international trade, demographic characteristiés,
production structure and income distribution. The focus of the model is
towards the changes in the living conditions of distinctive socio-economic
groups in the countries concerned, which will be analyzed through the
following elements: a) income structures; b) income levels; c) food

production and consumption.

Major disaggregation is towards socico-ecconomic groups and modern and
traditional production sectors. The criteria for classification of socio-
economic groups have been clarified in paragraph V.l.l. The classifieation
was based on: mode of production (employers versus workers, modern sector
versus traditional sector)}:; sector; location (rural, urban) and education
(skilled versus unskilled). Thus the classification of households into
socio-economic groups is suggested to ceoincide with the mode of production
{economic status) and oqcupational structure. Production sectors should be
classified in such a way that they are homogenous in: size of the firm;
traditional or modern production methods and tradability. Identification

of traditional and modern activities will meet, aside from theoretical
difficulties, many statistical difficulties. One may adopt several criteria
to demarcate both sectors, such as: a certain level of labour productivity,
level of education of production workers, average size of the firm, listing
of certain types of activities. We will be pragmatic and draw the line
according to size of the firm in terms of number of pecple employed as wage
labourers {the demarcation line could be around 5 employees).

Methods .for the closure of the model were presented in paragraph VI.2.
The Korean closure was explained in paragraph VI.3. The closing mechanisms
az such will differ in each type of country, depending on the economic

structure and the balance of power between socio-economic groups.
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ad 6) Modeling aims have been put largely in academic tradition. The ESCAP
Development Planning Division and Institutions in ESCAP-member countries
are to become participants in the project. Policy targets towards
governments or other ingtitutions of the countries involved have not
been formulated. It can be argued that another set of models and computex
output will be difficult to digest. It is thought, however, that the
inclusion of social variables and socio-economic groups into models on
the ESCAP-region, will contrxibute to a better understanding of the

regional development issues and to more realistic model building.

VII.2 The modeling process

When a clear-cut idea of the modeling effort is formulated, one can design the

medeling process, The modeling process can be divided into 5 general phases:

1) Qualitative analysis on the functioning of the political-economic process
of the country involved. Causal relations between the main aggregates should
be supported by some data analysis. Determination of socioc-economic group
classification and level of disaggregation.

2} Model specification, i.e. formalization of the caugal relations found and
identifying the model closure.

3} Furthex data gathering and quantification of the variables specified.

4) Data compilation, consistency checks and parameter estimation procedures.

5) Testing the model behaviour, finding an algorithm for solving of the model.

After completion of the country models the final step will be:

6) Comparative analysis of structures and results, and establishing inter-

country linkage systems.

The progress of the Korea-model is somewhere in the middle of phases 1 and 2.
Many of the elements for model specification are already available, but still
need formalization. After completion of model specification, data collection
for model cquantification is the next step. Paragraph VII.3 gives suggestions

of sources from which major data can be compiled.

Specific steps in the model gpecification procedure can be derived from

scheme V-2, which relates to the Korea-model; the general specification
procedure can be followed for the other studies as well. The composing parts
of the flow chart can be divided into the following steps going from macro

to micro levels and vice versa.

- 165 -



1)

2)

3)

4)

5)

VII.5

Because capital accumulation is seen as the core of the process of growth
and income digtribution, the procedure starts with modeling the determinants
of the process of capital accumuilation. Investment and savings behaviour
(primarily disaggregated by institutions: households, enterprises and the
state) is linked with export and import structures and gaps. Monetary
equations should be added to complete flow of funds analysis.
Aggregate consumption will have to be modelled consistently with the macro
variables above within a national accounts framework.
Specification the wanted level of disaggregation to sectors and socioc-economic
groups.
Specification of the production structure arcund a split between rural and
urban sectors and according to ownership pattern (firm size, Fforeign and
domestic ownership), technology (modern and traditional), type of activity
and market orientation (domestic and foreign) (2). Assumptions on firm
behaviour (e.g., profit maximization} will have to be made explicit.
Congtruction o£ the labour market sub-model which coincides with the occupational
structure. Labour demand should be linked to the production structure. Labour
supply can be derived bhlock recursive from the demographiq and education
block.
Income distribution equations will have to reconcile socio-economic
group specification and can be generated in different steps:
a} Distribution of value added into wages and profits from the production
accounts;
b} Distribution of value added into wages and profits from the labour
market sub-model., Wages are specified according to labour type and
production sectors. Profits are calculated as a residual.
¢) Distribution of wages and profits after taxes and before transfers.
d) Distribution of wages and profits after taxes and after transfers.
e) Distribution of incomes by households {(redistributed incomes by socio-
economic groups), enterprises (retained profits) and govérnment

(government revenue after current expenditure, i.e. govermment savings).

{2) The latter two specifications have been used to reshuffle input-output

sectors for a World Bank model on Korea. See S, Gupta, "Macro economic
Model", in: Hagan and Rao (eds) (1979}, appendix A. The sector
clagsification is based on the BOK, "1973 Input-Cutput Tables" and

is reproduced in Appendix VII-1.
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6) Derivation of consumption and savings bhehaviour by socio-economic group from
an analysis of household budget surveys.

7) Linkage of production structure, employment structure, income formation
and distribution, capital accumulation and final demand structure.

8) Formulation of the gaps and design of the closing mechanism.

Following steps are the quantification of the variables, data consistency
check and parameter estimation, and the feedhack on the model specification.

VII.3 Data gathering and data consistency

In order to attain data consistency, it will be preferable to use data sources
as much as possible from the same institution, which is assumed to have its
own consistency checks. In Korea, the Bank of Korea (the Central Bank) is a
major supplier of statistics. The BOK supplies input-output tables, as well

as national income accounts and flow of funds. Table VII-1 lists a number

of major sources from which basic data can be gathered. It means that most of
the statistics used in the previous chapters have served the mere aim of
supporting the qualitative analysis and will not be directly used for the
model quantification. Non-availability of the wanted data sources prevented
immediate model quantification. The time invested in compiling data from other
statistical socurces is not wasted because of its usefulness for the qualitative
study and, of course, a process of learning-by-doing has been involﬁed, from
which hopefully some fruits can be reaped in the further progress of the

project.
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Table VII-1. DATA SOURCES AND DATA-GATHERING

Model section

1. Production and Factor Supply

Employment by sector and labour
type

Investments by sector, firm size
and instituticn '

Production by sector and
commodities

2. Income formation and income
structure

Wages and profits by sector,
labour type and firm size

3. Redistribution of incomes

Taxation and transfers:
direct taxes

indirect taxes

tranfers

Income distribution by socio-
economic groups after transfers
and taxation

(1)
(2}
(3)

(1)
(2)
(3)
(4)

{5)

(1)
{2)
(3}

(1)
(2)
(3)
{4)
(5)
(6)

(1)

{2)
(1)
{2)
(1)
(2)
(3)

(4)

(1)
(2)

(3)
(4)
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Source

110, Yearbook of Labour Statistics,
BOK., I-C accounts.
National Employment Surveys,

BOK, I-0 accounts.

BOK, NWational accounts.

EPR, Manufacturing census

Min. of Agr. and For., Yearboock of
agriculture and forestry statistics.
BOK, Flow of funds.

BOK, I-0 accounts.

EPB, Manufacturing census.

Min. of Agr. and For., Yearbook of
adgriculture and forestry statistics.

BOK, I-C accounts.

BOK, National accounts.

Above enmployment data.

BOK, Wage surveys,

EPB, Manufacturing census.

Min. of Agr. and For., Yearbook of
agriculture and forestry statistics.

Office of National Tax Administration
(Gort. of ROK}, Statistical Yearbook
of National Tax.

BOK, National accounts.

I-0 accounts,

Above tax survey.

BOK, Flow of funds

BOK, National accounts. -
EPB, Family income and expenditure

surveys {urban households)

Min. of Agqr, and Ford., Farm household -
economic surveys.,

EPB, Family income and expenditure
surveys (urban households).

Min. of Agr. and For., Farm household
economic surveys.

BOK, National accounts.

Findings from above data.
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able VII-1 {cont.}

‘VII.8

Model section Source
4, Flow of funds
Investments by sector, f£irm (1}-(5) above data sources.
size and institution
Household savings by socio— {1) BOK, National accounts.
economic group (2} EPB, Family income and expenditure
surveys {urban households).
(3) Min. of Agr, and For., Farm household
economic surveys,
Enterprise savings {(retained (1) BOK, I-0O accounts,
profits) by sector and firm (2} BOK, National accounts
size (3) EPB, Manufacturing census.
{4} Min. of Agr. and For., Yearbook of
agriculture and forestry statsitics.
Government savings (1} BOK, National accounts.
{2) BOK, I-0 accounts (which also give
government investment and current
expenditure) .
Transfers through monetary (1} BOK, Flow of funds.
system
Foreign savings {currxent (1)} BOK, I-0O accounts.
account and capital inflows} (2} BOK, Flow of funds.
{3} BOK, Natiomal accounts.
Obtain full data consistency through Input-Output tables, Naticnal Accounts
and Flow of Funds accounts.
5. Final demand structure
(excl, investments)
Private consumption by socio- (1) BOK, I-O accounts.
economic group and type of {2) EPB, Family income and expenditure
expenditure surveys (urban heuseholds).
(3} Min. of Agr. and For., Parm household
economic surveys.
Government consumption by {1) BOK, I-O accounts.
type of expenditure
Exports by sector and type of (1) BOK, I-O0 accounts.
commodity
Imports by sector and type of (1) BROX, I-0 accounts
commodity (competitive; non~
competitive)
6. Inter-industry deliveries {1) BOK, I~0 accounts.
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Table VII-1 {cont. 2)

Model section

7. Price system

Exchange rates

Consumelr prices

GDP deflators
World market prices

Product prices

Interest rates

BOK = Bank of Korea

vIiI.o

© Source

(1)
(1)
(2)
(3)
(1)
(1)

(1)
(2)

(1)

IMF, International Finance Statistics.
EPB, Family income and exXpenditure
surveys (urban households).

Min. of Agr. and For., Farm household
economic surveys.

BOK, National accounts.

BOK, National accounts.

UN, Commodity trade statistics.

BOK, I-0 accounts.
BOK, Price statistics summary.

BOK, Economic Statistics Yearbook.

EPB = Govermment of Republic of Korea, Economic Planning Board.

ROK = Republic of Korea

Note: Bank of Korea, National accounts and flow of funds are recently also
covered in BOK, Economic and Statistics Yearbook.
Full data consistency is to he obtained through a data compilation
system of national accounts and social accounts (SAM). Emerging
statistical discrepancies between various sources should be ruled
out, e.g. by iteration procedures.
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Complications in data compilation will arise because most current accounting
frameworks are not oriented towards providing the leyel of specification and
thus the data base for studying income distribution issues in the type of
modeling as is suggested here. In certain cases (data sources) it will be a
matter of reshuffling the classification of data. In most cases, however, we
will have to go through a process of revising and piecing together of
disparate data sets. This will mean that also the data compilation may require
an additional set of assumptions {(from economic theory and econometrics}).
However, it will not necessarily mean that one moves away from reality as

long as one tries to maintain accounting consistency, preferably with naticnal
accounts and input-output relations. '

A method of attaining such a consistency check and which is increasingly
suggested as a basic accounting framework of development models, is the
construction of a Social accounting matrix (SAM) (3). A SAM maps production
accounts together with social accounts supplying information on income
distribution and employment according to institutions and socic=-economic groups.
Scheme VII-1 presents a SAM in a more or less dgeneralized form. Social
structure and sectoral disaggregation can be specified according to model
requirements and country characteristics, The rows of the framework present
total receipts of the economy, i.e. incomes of production factors, socio-
economi.c groups, enterprises and government; acquisition of funds through the
capital account by households (socio-economic groups), enterprises, the
government sector and foreign financing (net capital inflow); and total sales
of production sectors (incl. imports). The columns present total expenditures
or income outlays of the economy, i.e. consumption, savings and investments by

institutions and total costs of production activities.

Institutions have been distinguished into labour and capital households,
modern and traditional enterprises and the public sector {(general government

and public enterprises). Labour households can be split into 5 socio-economic

(3) From a discussion of the theoretical background and for a detailed
account of the SAM approach, see Pyatt and Thorbecke (1976), Pyatt,
Roe and associates (1977), Pyatt and Round (1977). S2Ms have been
constructed for a.o.gri Lanka (Pyatt, Roe (1977), Malaysia (Chander,
et.al. 1980), Swaziland and Iran (see Pyatt and Round, 1977), Thailand
{Grais, 1980). All differ with respect to disaggregation, zero accounts
and classification.
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VII.11l

groups, i.e. one group of rural workers, and four groups of urban workers
{modern sector skilled and unskilled labourers, traditional sector workers

and government employees) (4}. Capital households may refer to for instance
three groups of owners, i.e, peasants, modern sector employers, professionals
and managers, and traditional sector self-employed.

Also the number of production sectors(6) is rather tentative and can be varied
according to model requirements. Intersectoral transfers are also tentatively
indicated in scheme VII-1l. From there it is possible to follow the circular
flow of income throughout the economy. Production factors are paid from output
of production activities in the form of wage incomes and profit incomes. Wages
and profits are redistributed (after transfers and taxation} into househeold
incomes, retained profits and govermment savings.

The output of production activities and imports are puchased by households
(consumption), enterprises (investment), government (consumption and investment)
and the rest of the world (exports). The SAM thus consistently reveals the
source of income received by socio-economic groups and instjitutions and then
traces incomes through to expenditure. Consistently mapping of all receipts
and expenditures for eabh sector and institution means that all row sums must
equal all column totals. -

Consistency check of less reliable and disparate data can be obtained best,

if at least income and income outlay totals and inter-industry totals match

national income accounts totals and input-output table totals.

It will be evident that the SAM is no more than an accounting framework. In
itself the SAM does not produce causal relations for the model. Moreover, it
only presents the registration of the circular flow of the economy at one point
in time. As such it is no more than an extended integration of input-output

relations, national accounts and social accounts.

After obtaining data consistency the model can be set on trial in the computer.

{4} Of course, more types of labour can be distinguished, such as between
rural labourers a distinction can be relevant between large scale
(plantation) workers and traditional agricultural workers.
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APPENDIX VII-1

SBector Classification World Bank-model

17-sector classification

1
2

3

10

11

1z

13
14

Grains
Other agriculture

Mining including oil

Heavy, labour-intensive, export—
oriented manufacturing

Heavy, capital-intensive, export-
oriented manufacturing

Heavy, labour-intensive, domestic-
oriented manufacturing

Heavy, capital-intensive, domestic~-
oriented manufacturing

Light, labour-intensive, eXport-
oriented manufacturing

Light, capital-intensive, domestic-
oriented manufacturing

Light, labour-intensive, domestic~
oriented manufacturing

Light, capital-intensive, export-
criented manufacturing

Trade (retail and wholesale), bank-
ing, and insurance

Dwellings

Education, health and other ser-
vices, including public administra-
tion

Bquivalents in the 53-sector classification

VII.13

U b W N

32
33
35
36
37
38
39
14
1l
17
18
19
20
21
22
24
25
26
27
28
29
30
31

10
11
44

15
13

12
45
49
46
50
51
52
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Part of agriculture and forestry
Part of agriculture and forestry
Fishing

Coal

Metallic ores

Nonmetallic minerals

Electronics

Rubber products

Nonelectrical machinery
Industrial electrical machinery
Household electrical machinery
Shipbuilding and repairing
Railroad transport

Motor wehicles

Precision and optical products
Pulp, paper, and paper products
Incrganic chemicals

Organic chemicals

Chemical fertilizers

Synthetics

Other chemicals

Petroleunm products

Coal products

Cement

Glass, c¢lay, and stone products
Iron and steel

Rolled steel

Steel pipes and plated steel
Cast and forged steel
Nonferrous metals

Metallic products

Fabrics

Finished textiles

Leather and leather products
Other manufactures

Processed foods

Beverage and tobacco

Printing and publishing
Wood products and furniture

Fiber spinning
Lumber and plywood
Banking and insurance
Commerce

Housing

Education

Health

Othexr services



17~-sector classification

15 Trxansport and communications
16 Electricity

17 Residence, buildings, and other
construction

VII.14

Equivalents in the 53-gector classification

47
48
43
44
41
42

Communications

Transport and storage
Electricity

Water and sanitary services
Residence and buildings
Public and other constructions

Source: Hasan and Rao (eds.) (1979), pp. 417-418.
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