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The political economy of industrial policy 
in Korea 
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The rapid growth and structural change of South Korea (henceforth referred to as Korea) 

during the last three decades has spawned a large body of literature, which is becoming 

almost impossible to keep track of.1 With the accumulation of research, it has been 

revealed that the state played an important role, and the proponents of Korea as a free 

market have been on the defensive for the last several years. The 'alternative' literature 

emphasising the role of the state in the Korean developmental experience is still in its 

infancy, despite some important contributions by Jones and Sakong (1980), Luedde 

Neurath (1986), and most notably Amsden (1989). The present article provides some 

additional empiricial support to this alternative literature, and consolidates its theor 

etical basis by using some recent developments in economic theory such as the New 

Institutionalist Economics. 

In sections 1 and 2 of the article we review some mainstream interpretations of 

the Korean developmental process. It is argued that these explanations, which try to 

dismiss the role of the state in the Korean developmental process, have a weak theor 

etical and empirical basis. In section 3 we examine how state intervention works in 

Korea. In section 4 we attempt to explain why state intervention works in Korea. The 

concluding section draws out some of the implications of our discussion for a new 

view of the Korean developmental experience and for economic development in 

general. 
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1 Between 1965 and 1986, Korea's annual per capita GNP growth was 6-7%, compared to 2-9% for the 

developing countries as a whole. Korea's manufacturing growth rate between 1965 and 1980 was 18-7%, 

compared to 13-2% for Singapore, 9-6% for Brazil, 9-5% for China, 7-4% for Mexico, and 4-3% for India. 

Between 1980 and 1987, the corresponding figure was 10-6% in Korea, compared to 12-6% in China, 8-3% in 

India, 3-3% in Singapore, 1-2% in Brazil, and 0 0% in Mexico (World Bank, 1988). This rapid growth was 

accompanied by major structural change. The production structure in Korea, which looked more like that of 

low-income countries like India and Kenya in the 1960s, had become more like that of upper-middle income 

countries like Argentina, Brazil, and Spain by the mid-1980s. 
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132 H.-J. Chang 

1. A free market? 

Although the formerly common interpretation of the Korean developmental experience as 

a free-market and a free-trade economy (e.g. Ranis and Fei, 1975; Balassa, 1982) is rapidly 

losing its popularity, it is useful to discuss briefly its argument, since the more recent 

mainstream interpretations (examined below) can be seen as attempts to rescue the 

conclusions of the early interpretation. 

According to the free-market view, the Korean economy was stagnating in the late 1950s 

after it had depleted the possibility of 'easy import substitution' in non-durable consumer 

goods. This 'inward-looking' strategy was inefficient because of the 'distortions' generated 

by excessive state intervention in various markets. Such 'chaotic' import substitution with 

multiple exchange rates behind the wall of across-the-board protection, largely using 

discretionary quantitative restrictions rather than universal tariffs, allowed inefficient 

firms to survive and discouraged export activities. This, in turn, added to foreign 

exchange shortage and hence to the pressure for more import restrictions. 

The phenomenal growth of the economy, the argument goes, started with the transition 

from an inward-looking, or import-substituting industrialisation, strategy to an outward 

looking, or an export-led growth, strategy. The turning point in this transition was a series 

of policy reforms around 1965, whose most important ingredients included (i) the intro 

duction of a unified, realistic exchange rate régime; (ii) trade liberalisation involving cuts 

in tariffs and the abolition of most quantitative restrictions; and (iii) a substantial increase 

in real interest rates. These policies are regarded as having radically improved the per 

formance of the economy for the following reasons. First, realistic exchange rates, by 

making export activities as profitable as they should be, allowed Korea to follow her 

comparative advantage in labour-intensive industries, and therefore to reap the gains from 

foreign trade. Second, trade liberalisation improved the efficiency of the economy by 

exerting competitive pressures on domestic producers. Finally, the rise in interest rates 

enabled the economy to invest more by mobilising more savings, on the one hand, and to 

use capital more efficiently by restoring the relative price of capital to near its 'realistic' 

level, on the other. 

In the words of Ranis and Fei (1975, p. 56), '[stabilisation plus dismantling of the 
various existing direct control measures, on trade, interest rate and foreign exchange ... 

created a more market oriented economy most conducive to access for large numbers of 

domestic entrepreneurs seeking efficient utilisation of the economy's relatively abundant 

resources via embodiment in labour-intensive industrial exports'.1 

There is abundant empirical evidence, however, which runs counter to these explanations. 

Concerning trade-related reforms, Luedde-Neurath (1986) shows that such reforms were 

not as thorough as is usually presented and were implemented half-heartedly.2 First, 

tariffs were still quite high after the 'liberalisation' and the bureaucracy retained the power 

to impose 'emergency tariffs' (for items with 'excessively' fast import growth) without 

changing the relevant laws. In the second place, quantitative restrictions, usually under 

the name of various 'special laws' and import area diversification regulations, were still 

pervasive after the 'liberalisation'. As late as 1982,93% of total imports (in value terms) 
were subject to one or more of such restrictions (see Luedde-Neurath, 1986, p. 156, 

1 It is interesting to note that one of the authors has, by emphasising the importance of 'institutional/ 
organisational changes orchestrated by the governments' in Korean and Taiwanese developments, in effect 
denied most of what they said earlier (see Ranis, 1989). 

2 
Although there has been more 'trade liberalisation' since Luedde-Neurath's study all of the following 

'invisible' import restrictions are still in operation. 
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Political economy of industrial policy in Korea 133 

Table 1. Real interest rates in Korea, 1960-1984 (percent) 

Period Curb market* Deposits6 Export loans 

1960-1964 31 1 -6-7 n.a. 

1965-1969 44-4 26-9 n.a. 

1970-1974 28-2 -0-2 -16-3 

1975-1979 240 -4-5 -12-5 

1980-1984 19-7 2-4 1-3 

Source: adapted from Donibusch and Park (1987), p. 419, 
table 14. 

"Nominal interest rates less consumer price inflation. 

bNominal interest rates less inflation of the GNP deflator. 

table 14.4). Third, prohibitive inland taxes were often used virtually to ban importation of 

luxury consumer items which were subject only to non-prohibitive tariffs.1 Fourth, 

there was extensive state support for import substitution: for example, subsidised credits 

to the import-substitutors and to the purchasers of some domestic products (especially 

machinery), which in effect acted as import restrictions. Lastly, and most importantly, 

there was widespread foreign exchange rationing, which meant that often the importation 

of a certain item was impossible, not because it was illegal but because it was impossible to 

get the foreign exchange to pay for it. 

The effect of financial reform has also to be reinterpreted (for a detailed discussion, see 

Harris, 1987). As may be seen in Table 1, the post-reform high interest rates did not last 

more than a few years, and real interest rates were negative until the 1980s owing to 

inflation. Nevertheless, savings ratios have showed a rising trend for the last three decades, 

up from less than 10% in the 1950s and the early 1960s to more than 30% in the late 1980s. 

That is, 'Korea's saving responds little to interest rates. Overall, the Korean experience 

suggests that there is no need for high positive real interest rates to mobilise saving 

through the financial system; as long as large negative real interest rates are avoided, the 

real interest rate is relatively insignificant' (Dornbusch and Park, 1987, pp. 418-9).2 

Even if 'liberalisation' in Korea was as comprehensive as the proponents of free markets 

insist, it is not necessarily true that a 'more market oriented economy' is more efficient 

even in the neoclassical sense, as the above quote from Ranis and Fei implies. As the theory 

of second best tells us, the removal of market distortions in some, but not all, markets 

does not guarantee that the economy achieves higher allocative efficiency (Lipsey and 

Lancaster, 1956). Moreover, even if it is true that the move to a 'more market oriented' 

economy improved the static allocative efficiency of the economy by moving it closer to its 

comparative advantage, it does not explain why Korea grew faster (also see Bruton, 1989, 

p. 1616). There is very little economic theory which supports the view that conforming 
more closely to comparative advantage leads to higher growth, as even the leading neo 

classical trade theorists admit (e.g. see Krueger, 1980). More importantly, when growth 

1 For instance, the domestic price of imported Scotch whisky, whose tariff was 100%, was over nine 

times that of the c.i.f. price after various inland taxes, e.g. liquor tax, luxury consumption tax, and VAT 

(Luedde-Neurath, 1986, p. 130). 
2 In other words, '[b]y paying depositors low real interest rates and by controlling capital outflows, the 

government implicitly taxed depositors, then channelled the proceeds to favoured sectors for investment' 

(Dornbusch and Park, 1987, p. 418). 
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involves innovation, there may exist a conflict between the achievement of static allocative 

efficiency and growth. As Schumpeter ( 1987, ch. 8) emphasised, under conditions guaran 

teeing perfectly free entry and thereby allocative efficiency, there will be little incentive for 

innovation, because any monopoly rent, or what he calls 'entrepreneurial profits' in his 

earlier work (Schumpeter, 1961, ch. 4), will be instantly competed away. As far as 

innovation is important for growth, this means that growth may be damaged by an 

improvement in the static allocative efficiency of the economy (also see subsection 4.1). 

2. Market-preserving state intervention? 

Evidence shows that state intervention has been pervasive in Korea during its rapid 

industrialisation period. As Bhagwati (1987) correctly argues, '[t]he key question then is 

not whether there is governmental action in the Far Eastern economies, but rather how 

have these successful economies managed their intervention and strategic decision making 

in ways that dominate those of the unsuccessful ones' (p. 285). And, naturally, some 

neoclassical economists, including Bhagwati himself, have put forward explanations of 

the Korean experience which try to reconcile the existence of an interventionist state with 

rapid growth of the economy. 

One such argument is the theory of the virtual free trade régime, which suggests that 

various measures of state intervention in Korea cancelled each other out to produce a 

neutral incentive structure (Little, 1982; Lai, 1983; Word Bank, 1987). Another is the 

theory of prescriptive state intervention, which argues that state intervention in Korea 

does not hinder growth because it leaves room for 'private initiatives' (Bhagwati, 1985, 

1987, 1988). In effect, these theories argue that, whatever state intervention there may 

have been in Korea, it did not affect the workings of the market mechanism, because it was 

either self-cancelling (virtual free trade) or porous (prescriptive state intervention). 

Below, we examine these arguments in turn, and argue that they are neither theoretically 

convincing nor empirically correct. 

2.1. Self-cancelling state intervention? 

According to the proponents of the theory of virtual free trade régime, in Korea there 

existed widespread price distortions due to one set of state interventions (e.g. import 

protection), but these were cancelled out by another set of interventions (e.g. export 

subsidies), producing a neutral incentive structure between production for export and 

production for the domestic market. They emphasise the fact that Korean exporters had 

free access to imported inputs at world market prices, and consequently by-passed various 

import restrictions (Lai, 1983). The economic crisis in the early 1980s following the heavy 
and chemical industrialisation (HCI) drive during the 1970s (in 1980, Korea experienced 
negative growth for the first time since the industrialisation drive began in the early 1960s) 

is presented as proof that a departure from incentive neutrality was a disaster (Lai, 1983; 

for a different interpretation of the early 1980s crisis, see Chang, 1987). 

At the theoretical level, it is not clear how meaningful it is to call the import-substitution 

cum-export-incentives régime a virtual 'free trade' régime, because there is no reason why 
the structure of relative prices under this trade régime should be the same as the one under 

genuine free trade (Yusuf and Peters, 1985, p. 18, n. 49). And, if the relative price struc 

tures under the two régimes are different, we cannot say that the incentive structure under 

the former is 'neutral', because what matters in determining the relative attractiveness of 

export and production for the domestic market is the relative price structure, and not the 

'average' incentive (for a more detailed discussion, see Wade, 1990, ch. 5). 
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Table 2. Korea's comparative industrial performance, 1979-1988 (annual real growth rates of 
production ) 

Brazil Chile Greece Korea Mexico 

South 

Africa Spain 

Heavy industries" 0-6 1-6 -0-8 17-2 2-7 0-4 21 
Chemical industries6 2-6 0-6 2-2 7-5 3-4 1-3 0-8 

Light industries'1 1-5 2-6 0-3 7-8 1-8 2-7 16 

Manufacturing 15 2-7 0-4 11-7 21 1-6 15 
1986 per capita GNP (dollars) 1810 1320 3680 2370 1860 1830 4860 

Source: UN, Industrial Statistics Yearbook (1983,1984,1990). 
Notes: "Includes the following industries: iron & steel, non-ferrous metal, metal products, 

machinery not elsewhere classified, electrical machinery, transport equipment, and professional 
goods. 

bIncludes the following industries: industrial chemicals, other chemicals, petroleum refineries, 

petroleum & coal products, rubber products, and plastic products not elsewhere classified. 

'Includes the following industries: food products, beverages, tobacco, textiles, apparel, leather & 

leather products, footwear, wood products, furniture & fixtures, paper & paper products, printing & 

publishing, pottery & china, glass & glass products, non-metal products, and all other industries. 

All figures are weighted averages unless otherwise stated. The weights are 1980 (except for South 

Africa, which is for July 1980-June 1981) output at producers' prices (including indirect taxes 

and excluding subsidies), except for Greece, South Africa, and Spain, which are at factor values 

(excluding indirect taxes and including subsidies). 

Moreover, at the empirical level, it is not true that Korean exporters could freely get 

inputs (raw material and machinery) at world market prices. Luedde-Neurath (1986, ch. 

4) shows that only raw materials can be described as relatively, but not absolutely, 'freely 

importable' in the Korean trade régime. The importation of machines was heavily con 

trolled to promote the domestic machinery industry, which was seen as the vital ingredient 

in building a well-integrated economy (see below). Credits were usually refused to the 

importers of domestically available machines and, instead, subsidised credits, which often 

amounted to 90% of the product value, were provided to the purchasers of domestic 

machinery (KDB, 1981, pp. 473-4). 
Moreover, it is quite incorrect to assert that the promotion of the heavy and chemical 

industries through a departure from the incentive neutrality was a failure. Table 2 com 

pares the performance of Korean three industry groups—that is, light, chemical, and heavy 

industries—between 1979 and 1988 with those of some countries at comparable levels of 

development and, except for Brazil, of a similar size. While Korean performance in all 

industry groups has been far better than that of other countries, the difference is especially 

pronounced in the heavy industries, where Korean performance was truly spectacular. 

The advance of the heavy and chemical industry products was not confined to the 

domestic market. Table 3 shows trade performance for commodities at 1-digit and 2-digit 

levels between 1977 and 1987. Almost all the items promoted through HCI—which 

roughly comprise Standard International Trade Classifications (SITC) 5, 67, 68, and 
7—show (often dramatic) improvements in trade balances during this period. The export 

import growth differentials [which show the rate at which the sectoral trade deficit 

(surplus) decreases (increases)] of these items are mostly higher than that between the 

overall exports and imports, although, again, the performance of chemical products does 
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Table 3. Trade performance by commodity groups in Korea, 1977-1987 

Trade Trade 

balance balance Export Import 

SITC Commodities (1977) (1987) growth growth Differential 

0 Food and live animals 11 0-5 8-2 8-5 -0-3 

1 Beverages and tobacco 0-4 n.a. -1-7 n.a. n.a. 

2 Crude materials, excluding fuels -7-9 -6-2 4-3 117 -7-4 

3 Mineral fuels (e.g. petroleum, 
— 9-9 -60 20-4 10-7 9-7 

petroleum products) 
4 Animal, vegetable oil and fat n.a. n.a. n.a. 50 n.a. 

5 Chemicals and related products -3-7 -3-7 19-6 16-6 30 

6 Basic manufactures 7-2 4-5 12-9 15-2 -2-3 

61 Leather, dressed fur, etc. -0-5 -0-4 23-7 15-4 8-3 

62 Rubber manufactures n.e.c. n.a. 0-6 16-3 n.a. n.a. 

63 Wood and cork manufacture n.e.c. n.a. n.a. -141 n.a. n.a. 

(e.g. plywood) 
64 Paper products 0-2 01 16 5 19-8 -3-3 

65 Textile yarn, fabric, etc. 3-5 30 14 1 15-2 -0-9 

66 Non-metal mineral manufactures 10 0-2 8-5 22-2 -13-7 

n.e.c. (e.g. cement, glass) 
67 Iron & steel -11 0-5 19-6 117 7-9 

68 Non-ferrous metals -0-8 -0-8 27-3 18-4 8-9 

69 Metal manufacture n.e.c. 21 1-2 10-7 15 5 -4-8 

(e.g. tools, cables, cutlery) 

7 Machines & transport equipment -3-6 3-2 24-7 16-9 7-8 

71 Power generating equipments -15 -0-7 31-7 120 19-7 

72 Machinery for special industries -20 -21 22-6 170 5-6 

(e.g. textile machinery) 
73 Metal working machinery n.a. n.a. n.a. 112 n.a. 

74 General industrial machinery n.e.c. -2-4 -19 35-6 15 5 20-1 

(e.g. furnaces, pumps) 
75 Office machinery (e.g. computers) -00 0-8 39-3 28-5 10-8 

76 Telecommunication & sound 1-2 4-4 25-4 15-3 101 

equipment (e.g. TV, phone) 
77 Electric machinery n.e.c. -0-2 -00 23-6 22-6 10 

(e.g. transformers, microchips) 
78 Road vehicles -0-4 31 48-2 18-5 29-7 

79 Other transport equipment 1-2 0-4 35-3 10-3 250 

(e.g. ships, aircrafts) 

8 Miscellaneous manufactured goods 14-7 14-9 16-2 19-6 -3-4 

9 Goods not classified by kinds n.a. n.a. n.a. n.a. n.a. 

Total -3-8 70 16-8 14-3 2-5 

Source: UN, International Trade Statistics (1980,1987). 
Notes: "All figures are measured in per cent. 

bData for each commodity group appear only if the value in each year is greater than or equal to 

0-3% of the total trade for that year. 
Trade balance for commodity i is (Xt—M¡)[£(Xj + Ai,), where is exports (imports) of 

commodity i and X (Af) is total exports (imports). 

dExport and import growth rates are average annual growth rates between 1977 and 1987 in 

current value terms. 

The differentials are the differential between the export and import growth rates. 
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not particularly stand out. A detailed cost-benefit analysis of the HCI programme is 

beyond the scope of this paper, but the above evidence suggests that the HCI programme, 

far from being a failure, produced impressive growth and trade performance, especially in 

the heavy industries. 

2.2. Porous state intervention? 

The theory of prescriptive state intervention proposed by Bhagwati (1985, 1987, 1988) 

tries to resolve the (neoclassical) dilemma of an interventionist state in a rapidly growing 

economy by characterising the Korean state as 'prescriptive' (one which identifies a 

number of 'dos'), in contrast to a 'proscriptive' state (one which declares a number of 

'don'ts'), such as that of India. According to this theory, state intervention in Korea does 

not hinder growth because it is less 'stifling'. According to Bhagwati (1988), 'although a 

prescriptive government may prescribe as badly as a proscriptive government does, a 

proscriptive government will tend to stifle initiative, whereas a prescriptive government will 

tend to leave open areas (outside of the prescriptions) where initiative can be exercised' (pp. 

98-9)—that is, state intervention in Korea does not hinder growth because it is porous. 

At a superficial level, it is hardly questionable that an obstructive state will not be 

very helpful for business and, by implication, economic growth. However, on closer 

examination, we find the theory both theoretically and empirically unconvincing. 

In a world with scarce resources (and therefore with opportunity costs), doing some 

thing means not doing something else. In this world, saying 'do' A is equivalent to saying 

'don't' do 'not A'. And there can be no presumption that saying 'do' A ( = 'don't' do 'not 

A') will allow more initiatives than saying 'don't' do A ( = 'do' 'not A'). A prescriptive state 

can be as 'stifling' as a proscriptive one, since it can make private enterprises do so many 

things against their will that they are left with few resources to do what they want, even if 

these activities are not explicitly forbidden. Likewise, a proscriptive state may allow a lot 

of initiative if it proscribes only a few things. In fact, if we adopt the Liberal concept of 

negative freedom, that is, 'freedom from' (on the different notions of freedom, see Berlin, 

1969), we may say that one has less freedom under a prescriptive state than under a 

proscriptive one, because private enterprises with government prescription are coerced to 

execute the prescription, whereas the private enterprises with a state proscription are not 

coerced into any particular action and therefore can choose the best option from whatever 

is not forbidden by the state (and thereby exercise 'initiatives'). 

The Korean state's prescriptions were certainly 'stifling' in many ways. The Korean 

state prescription for private firms to invest in heavy and chemical industries in the 1970s 

was a proscription against investing in less risky and often more profitable consumer goods 

industries. The best example in this regard is the shipbuilding industry, which has grown 

literally from scratch to the world's second biggest in less than a decade.1 The Korean 

shipbuilding industry was set up in direct response to a personal 'command' from the then 

president Park Chung Hee, against the will of the Hyundai group, the boldest of the 

Korean business groups, who are famous for their boldness (Jones and Sakong, 1980, pp. 

119-20,357-8). Moreover, if private firms could not be made to do something, the Korean 

state did not hesitate to set up public enterprises, making the share of public enterprises in 

GDP almost equal to that of India (Jones and Mason, 1982, pp. 22-3). In a country like 

' The Korean shipbuilding industry raised its share of world shipbuilding output from nil in 1973 (when the 

first modern shipyard started production) to 4% in 1980 and then to 21-6% in 1986. Korea is now the second 

largest shipbuilding nation in the world (next to Japan), and produces more ships (in gross tonnes) than 

Western Europe as a whole, whose world production share was 12-2% in 1986 (NRI, 1988, pp. 162-4). 
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138 H.-J. Chang 

Korea where private firms depend heavily on the state-run banking sector for their invest 

ment funds, the state's channelling of money into public enterprises can have a very visible 

impact on 'private initiatives'. 

Moreover, the degree of proscriptive intervention by the Korean state has not been so 

minimal as to warrant the description 'prescriptive' without serious qualifications. In 

addition to the restrictions on prices of foreign exchange and credit, there was legally 

implemented direct price control over all marketed products up to 1973. And even after 

1973, the state reserved the right to impose a price ceiling when necessary. No price 

change is conceivable without formal and/or informal state permission, except in some 

unimportant markets.1 In addition to price controls, most important Korean industries 

have had restrictions on entry and capacity (see subsection 3.2). Frequently, the Korean 

state 'reorganises' industries which it thinks have 'too many' firms, through state-led 

mergers and market-sharing arrangements (see subsection 4.1). It is not clear to us what 

could be more 'stifling', if so many firms have so little freedom to decide what and how 

much to produce at what price. 

3. How does state intervention work in Korea? 

Some mainstream explanations of the Korean developmental experience were discussed 

above. Their attempts to play down the role of the state in Korea are clearly unconvincing, 

on theoretical and empirical grounds. In this section, we present an alternative account of 

the role of the state in the Korean developmental process. This account tries to draw both 

from the 'revealed' and the 'stated' policy objectives, which are found in various policy 

documents, and have hardly been investigated by researchers outside Korea.2 The 

account will be highly stylised, partly due to lack of space, but mainly due to the fact that 

this article aims to raise new issues for future research, rather than to be a comprehensive 

and conclusive case study. 

3.1. Themes of Korean state intervention 

The basic theme of state intervention in Korea has been the making of an 'independent 

economy' (Jarip Gyongjé) (see various Five Year Plan documents and EPB, 1982). Until 

recently, the dependence on foreign savings for financing of investments was seen as the 

major economic problem by Korean policy-makers. They regarded the ultimate solution 

to this problem to be the construction of an economy with sufficient technological 

capability to permit a reasonable living standard without a chronic balance of payments 

deficit. It was believed that the cause of the balance-of-payments problems lay in the 

underdevelopment of capital and intermediate goods industries, and therefore that 'a shift 

towards heavy and chemical industries is imperative in order to increase the independence 

of the Korean economy' (WP, 1970, p. 340)—a principle known in Korea (and Japan) as 

'upgrading' the industrial structure (also see, 2nd FYP, pp. 9-10; 3rd FYP, p. 1). 
To Korean policy-makers, economic development required giving priority to invest 

ment, which was 'essential for growth' (WP, 1968, p. 48). Therefore, macroeconomic 

policy was geared towards the need to create an expansionary environment—if necessary 

through inflationary measures—which was seen as vital for a sustained high level of 
1 
Reading Korean newspapers, one usually finds that 'the government has allowed', and not that 'firm A has 

decided on', a certain percentage price rise of a product. 
2 The most important policy documents include various Five Year Plan (FYP) documents and the White 

Paper on the Economy (WP), annually produced by the Economic Planning Board (EPB), the super-ministry 
with both planning and budgeting authorities. The 1st FYP (1962-1966) was issued in 1961, and was revised in 
1964. Some of the later FYPs, for example, the fourth and the sixth, were also revised during the plan period, 
but the changes are mainly in macroeconomic forecasting, rather than in policy themes. 
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investment. Until the late 1980s, of course, there existed a persistent savings gap, which 

had to be filled by foreign savings. Although the filling of the savings gap was believed to 

depend ultimately on rising income levels (a Keynesian savings assumption), serious 

attempts were also made to repress consumption demand through policy measures, 

expressed in unashamedly paternalistic terms like 'the need to establish a sound consump 

tion pattern (4th FYP, p. 27). The state-owned banks were instructed not to make con 

sumer loans. The heavy reliance on indirect taxes was also justified (against the accusation 

that they are less equitable than income taxes) in terms of its discouraging effect on con 

sumption (3rd FYP, p. 16). The control was even stricter when it came to consumption 

which involved foreign exchange expenditure. For example, foreign holidays were banned 

until the late 1980s, and imports of'luxury' goods have been either banned or subject to high 

tariffs and inland taxes (see section 1). One outcome of such anticonsumption policies is low 

passenger car ownership, discouraged until recently by high taxation and restrictions on 

consumer loans. Despite being citizens of a major exporter of passenger cars, Koreans until 

very recently owned far fewer passenger cars than other developing countries at a compar 

able income level. In 1985, there were 73-5 people per passenger car in Korea, whereas the 

corresponding figures in 1983 were 27-0 in Taiwan, 21 -8 in Chile, 16-3 in Malaysia, and 15-2 
in Brazil (see NRI, 1988, p. 190, table 9-8). Given such a clear (stated and revealed) anti 

consumption bias, Korean macroeconomic policy may be more appropriately understood 

as 'investment management' rather than as 'aggregate demand management'. 

Maintaining a high investment level through 'investment management' was, however, 

seen by the Korean policy-makers as necessary but insufficient to upgrade the industrial 

structure in a short period of time. Macroeconomic policy measures were seen as ineffective 

for the rapid upgrading of the industrial structure, owing to their uncertain impact on 

specific sectors, and were consequently given a status secondary to industrial policy. It was 

explicitly stated that 'the market mechanism cannot be entirely trusted to increase com 

petitive advantage of industries', and therefore sectors with high productivity growth 

potential had to be identified by the state and designated as 'promising strategic indus 

tries' (WP, 1984, p. 123), or 'priority' sectors, and given custom-designed financial, 

technical, and administrative support (see later for details). Although macroeconomic 

constraints often set severe limitations on the conduct of industrial policy, the latter has 

been actively used whenever deemed necessary and practical. When the aim of macro 

economic stability clashed with the aim of upgrading the industrial structure, the latter 

was usually allowed to dominate, as testified to by the fact that preferential (subsidised) 

loans directed to the 'priority' sectors increase faster than general (non-subsidised) loans 

during recession periods, when the availability of financing can be a matter of life and 

death for firms (Ito, 1984; Chang, 1987). That is, even when the increase in the overall 

money supply is contained, the priority sectors are guaranteed financing, at the cost of 

non-priority sectors. The 'unfair' nature of such a policy has been subject to criticisms 

inside and outside Korea, but the dominant attitude in policy-making circles has been that 

being unfair in the short run is justified in the long run by the greater benefits generated by 

the priority sectors in the form of faster growth and more efficient structural change. 

In moving towards high productivity sectors, the biggest concern for Korean policy 

makers was that these industries are often characterised by large-scale economies, (e.g. 

WP, 1968, p. 174).' The strong emphasis on scale economies is exemplified by EPB 

(1982), which diagnoses the cause of the troubles in the heavy and chemical industries 

1 WP (1968) states that 'it is needless to say that the attainment or otherwise of efficient production scale is 

the most fundamental determinant of productivity' (p. 174). 
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in the early 1980s—an example which is often thought to be the classic case of overly 

ambitious investments (e.g. Lai, 1983)—as 'the lack of scale economies due to the 

participation of too many firms in each industry' (p. 222). 
The prevalence of scale economies in many priority sectors posed two challenges to 

Korean policy-makers. One was that individual firms in these sectors needed to be large, in 

order to obtain the minimum efficient scale of production. Firms were often instructed by 

the state to build plants of efficient production scale, which compelled them to start 

exporting as soon as possible in order not to incur losses due to low capacity utilisation. 

And when firms were thought to be smaller than the minimum efficient scale, state 

initiated or state-subsidised mergers were often implemented. The most dramatic 

example of this was the 1980 'industrial reorganisation' (see subsection 4.1). The mergers 

of two automobile producers in 1965, of five PVC firms in 1969 (see KDB, 1981) and the 

mergers within fertiliser, shipping, and overseas construction industries in the 1980s (see 

subsection 4.1; also Leipziger, 1988) are other examples. The other challenge from the 

presence of large scale economies was the high possibility of 'excessive competition', a 

term used among Korean (and Japanese) policy-makers to describe the well-known pro 

pensity of industries with large sunk costs to engage in price wars. As a result, serious 

attempts were made to restrict entry and regulate capacity expansion in such industries 

(see subsection 3.2). 

The apparent antitrust implication of the above policies (merger, entry restriction, etc) 

was regarded as secondary, because the Korean policy-makers thought that 'excessive 

competition' can result in 'social waste' (e.g. WP, 1968, p. 173). In traditional textbook 

economics, where it is believed that large numbers guarantee competition and small 

numbers hamper it, the notion that there can be 'excessive competition' and that it can result 

in 'social waste' may not be readily accommodated.1 However, as has been suggested by 

the Austrian/Schumpeterian economics and the New Institutional Economics, compe 

tition is not a costless process in the presence of 'specific assets' which may not be 

redeployed without serious loss in value in cases of investment failures (on the notion of 

asset specificity, see Williamson, 1985). 

Although they were not able to articulate this idea very clearly in theoretical terms, 

Korean policy-makers have regarded competition as a means to achieve efficiency rather 

than as an end in itself (on the different notions of competition, see Hayek, 1949; McNulty, 

1968; O'Driscoll, 1986). This view is exemplified by the 6th FYP document, which states 

that collusive behaviour should be allowed, and even encouraged, in 'promising industries' 

which need to 'increase R&D, improve quality, attain efficient production scale' and to 

'declining industries' which need to 'scale down their capacities' (p. 79). Likewise, the 
antitrust law (the Law for the Regulation of Monopoly and for Fair Trade), which came into 

being in 1981 after four abortive attempts at legislation (in 1964,1966,1969,1971), aimed to 

regulate anticompetitive behaviour, rather than market concentration itself, although the 

growing criticism of the concentration of economic power into the hands of conglomerates 

brought about an amendment (in 1986) with stronger restrictions on cross-investments 

between members of the same conglomerates (see Paik et al., 1988, pp. 28-9,40-2). 

Another related theme of Korean state intervention is the policy-makers' attitude towards 

foreign firms. Korean policy-makers regarded assimilation of advanced technology by 
' Of course, the mainstream economists have not been unaware of the possibility that competition can be 

'wasteful'. The recent growth of the literatures on 'wasteful R&D' (for a survey, see Tiróle, 1988, ch. 10) and 
'sunk cost' (for a survey, see Pindyck, 1991) attest to a growing disillusion with the traditional concept of 

competition even among mainstream economists. However, it seems fair to say that such developments have 
not been fully incorporated in the mainstream theory of competition in general. 
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domestic firms as a vital condition for an effective industrial upgrading (for the issue of 

technology assimilation, see Rosenberg, 1982). To them, this meant tight state control 

over foreign direct investment.1 Of course, the persistent savings gap had to be filled, but 

Korean policy-makers preferred (state-guaranteed) foreign loans to foreign direct invest 

ment. As a result, the share of foreign direct investment in total foreign capital inflow 

(except foreign aid) between 1962-83 was a mere 5% (see Amsden, 1989, p. 92, table 5). 
Although such restrictions have been weakening recently, even the latest version of the 

Law for Importation of Foreign Capital (amended 1988), which is regarded as a 'liberal' 
one by Korean policy-makers, specifies that foreign direct investment is subject to 

restrictions in 'priority' industries, infant industries, industries with high imported raw 
material contents, (especially luxury) consumer goods industries, polluting industries, 

and agriculture and fishery—which can mean practically all industries, if the state so 

wishes. Even when foreign direct investment was allowed, foreign majority ownership 

was practically banned, with some rare exceptions, outside the Free Trade Zones. The fact 

that only 6% of MNCs in Korea are wholly-owned subsidiaries, compared to 50% in 

Mexico and 60% in Brazil, suggests a substantial degree of state control over foreign direct 

investment in relation to ownership (Evans, 1987, p. 208). Even technological licensing, 

which was preferred to foreign direct investment whenever feasible, was put under heavy 

restrictions. For example, the latest version of the Law for Importation of Foreign Capital 

clearly states that technological licensing is banned in industries where local technological 

capability is deemed to be promising—which, again, can effectively mean any industry. 

3.2. Industrial policy 
As suggested above, the dominance of industrial policy with a view to 'industrial up 

grading' has been the most distinctive feature of Korean state intervention (for the seminal 

work in this line, see Amsden, 1989). The Korean state has chosen several industries at a 

time as the 'priority' sectors and provided massive support to them. Most of Korea's major 

industries were designated as priority sectors at some stage and were developed through a 

combination of massive support and heavy controls from the state. The 'designated' 

industries had priority in acquiring rationed (and often subsidised) credits and foreign 
exchange, state investment funds, preferential tax treatments (e.g. tax holidays, accelerated 

depreciation allowances) and other supportive measures, including import protection and 

entry restrictions. In return for these supports, they became subject to state controls on 

technology (e.g. production methods, products), entry, capacity expansion, and prices. 

The most important tool of such policy was the use of 'policy loans' [i.e. loans with 

subsidised interest rates and/or priorities in the (ubiquitous) credit rationing], which 
accounted for 57-9% of total bank loans made between 1962 and 1985 (Lee et al., 1987, 

p. 53, table III-l).2 
The practice of giving priority to certain industries identified as important originated in 

the very early years of Korean development, with the designation of cement, fertiliser, and 

1 Of course, this does not necessarily mean that it is impossible to develop national technological capability 

by inviting multinationals in. For example, Singapore has developed a sophisticated technological capability 
with a large multinational presence (see Evans, 1987, pp. 208-9). Likewise, there has been a substantial 

technological diffusion through subcontracting by multinationals in the Malaysian electronics industry in 

Penang (see Rasiah, 1990). The important question, then, seems to be what kind of policies are necessary to 

promote technological transfer by multinationals. 
2 Credit availability becomes very important given the high leverage of Korean firms. The average equity 

participation ratio (as a proportion of total assets) of Korean manufacturing firms was 22-7% during 1971— 

1979 (Cha, 1983, table V-30). The same figure for 1986 was 22-2%, which is even lower than the Japanese 
figure for the same year (28-3%). Compare this with 47% of American firms (1986) or with 46-8% of 

Taiwanese firms (1985) (see Paik et al., 1988, p. 43, table 1-6). 
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oil refining in the first FYP (1962-1966) as 'basic' industries.1 In the second FYP (1967 

1971), chemical steel, and machinery were designated as 'priority' sectors. And during the 

third and fourth FYP periods (1972-1981), especially through the HCI programme 
(announced in 1973), non-ferrous metals, shipbuilding, and electronics were added to the 

list of 'priority' sectors. The practice continued in the fifth and the sixth FYP periods 

(1982-1991), during which machinery, electronics, automobile, chemical, shipbuilding, 
and various high-tech industries (semiconductor, new materials, biotechnology) were 

designated 'priority' sectors. 

Details of such support and control measures can be seen in Table 4, which summarises 

the measures employed in some selected Promotional Laws, enacted in the late 1960s and 

early 1970s (except for textiles) to provide legal backing for support for and controls over 

'priority' sectors. The Korean policy-makers' concern for 'excessive competition' and the 

resulting 'social waste' (see subsection 3.1) is reflected in the laws in the form of entry 

restrictions and regulations on capacity expansion. Violators of such restrictions could be 

heavily punished with revocation of license, fines, and, in some serious cases, prison 

sentences. Another interesting feature of these laws is the tight performance monitoring 

system. The monthly export performance monitoring by the Korean state is already 

famous (see, e.g. Sakong and Jones, 1980, p. 97), but all firms in the 'promoted' industries 

were required to report on not just export performance but also on performance in other 

areas. The failure of regular reporting and/or false reporting could be punished with fines 

and prison sentences. Such a system provided the Korean state with up-to-date and 

detailed information concerning the state of business in priority sectors, something which 

is absolutely essential for an effective industrial policy. 

More recently, various Promotional Laws were integrated into the Industrial Develop 

ment Law (enacted in 1986). The novelty of the Industrial Development Law (IDL), 

compared to the Promotional Laws, is its emphasis on 'rationalisation programmes' with 

limited, albeit extendible, lifetimes (usually 2-3 years). The rationalisation programmes 
are custom-designed to the needs of individual industries and aim to provide temporary 

boosts for industries which need import substitution, capacity upgrading, and improve 

ments in international competitiveness, on the one hand, and temporary protection for 

'declining' industries which need a smooth phasing-out, on the other. Rationalisation 

programmes based on IDL may be implemented on application from the industry, but 

may also be implemented by the government without any such application. 

The measures employed by the IDL can be divided into three groups (for details, see 

Kim, 1989, pp. 36, 62; Paik et al., 1988, pp. 46-47; Lee, 1989, pp. 64-73). In the first 

place, there are protective measures to ease the adjustment process, which include import 

restrictions on competing products, reductions in tariffs for raw materials, price controls, 

and outright subsidies. Second, there are measures related to the attainment of optimal 

production scale and the prevention of 'excessive' competition. These include restrictions 

on entry and capacity expansion, state-initiated mergers, co-ordinated capacity scrapping 

and/or exit, and market-sharing arrangements (i.e. subdivision of markets into non 

overlapping segments). Third, there are measures which aim to raise productivity. These 

include provision of subsidised credits for such activities as capacity upgrading (or 

capacity scrapping for 'declining' industries), import substitution of inputs (e.g. machine 

parts), subsidies for expenditures on R & D and training programmes, and joint research 

programmes between private firms and government-funded research institutes. As we can 

see, except for the introduction of limited lifetimes for rationalisation programmes, absent 
1 The concept of'basic' industries was also used in the early French planning practice (Cohen, 1977). 
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in the Promotional Laws, the major characteristics of Korean industrial policy have 

changed very little with the introduction of the IDL. The policy measures used are virtually 

the same, and the discretion of the bureaucracy remains as great as before (because the 

eligibility criteria are deliberately made vague enough to entitle any industry). The custom 

designed nature of individual programmes also remains strong. 

Since the enactment of the IDL in 1986, cars, coal-mining, dyeing, ferro-alloys, 

fertilisers, heavy construction machinery, heavy electrical equipment, naval diesel 

engines, and textiles have undergone such rationalisation programmes (for details, see 

Lee, 1989, pp. 64-72; Kim, 1989). As we have mentioned before, the rationalisation 

programmes were custom-designed for the different needs of different industries. For 

industries which needed technical upgrading involving large sunk investment (cars, 

ferro-alloys, heavy construction machinery, heavy electrical machinery, and naval diesel 

engines), the emphasis was on creating a more stable environment for major new invest 

ments and R&D activities, supported by state-led arrangements for market-sharing along 

product line (among existing producers), entry restrictions, and subsidies to investment 

and R&D. For the textiles and dyeing industries, which were identified as industries with 

satisfactory technological capabilities but aging capital stocks, the priority was capacity 

upgrading, and therefore subsidies were given to producers for scrapping old machines 

and installing new ones. For the (largely state-owned) fertiliser industry, where the local 

technological capability was already substantially developed, the programme aimed to 

introduce more competition in the product market, by granting sales licenses to more 

distributors and by reducing tariffs on fertiliser imports (but at the same time reducing tariffs 

on raw material imports). Coal-mining, which was identified as a 'declining' industry, had 

been under a phasing-out programme, which involved restrictions on entry and capacity 

expansion, subsidised capacity scrapping, price controls, and import restrictions. 

4. Why does state intervention work in Korea? 

In the previous section, we gave an account of how state intervention works in Korea. One 

interesting thing which emerges from this discussion is that the policy measures used by 

the Korean state are not radically different from those often associated with economic 

failures in developing countries. This is contrary to the widespread belief that the Korean 

state's role, 'apart from the promotion of shipbuilding and steel ... has been to create a 

modern infrastructure, to provide a stable incentive system, and to ensure that govern 

ment bureaucracy will help rather than hinder exports' (Balassa, 1988, p. S286), unlike the 

Latin American countries, where 'there are pervasive controls of investment, prices, and 

imports and decisions are generally made on a case by case basis, thereby creating 

uncertainty for business decisions' (Balassa, 1988, p. S287). Why does the seemingly 

disastrous recipe of heavy-handed intervention work in Korea and not in other countries? 

In this section, we attempt some answers to this difficult question, although a full response 

to it would require a comparative study of the role of the state in different countries. 

4.1. State-created rents and industrial development 

Schumpeter (1987) emphasised that those who are starting 'new things' (p. 87), or inno 

vating, need to be provided with 'profits far above what is necessary in order to induce the 

corresponding investment', or what he called entrepreneurial profits, which provide 'the 

baits that lure capital on to untried trials' (p. 90). According to him, this is because of the 

riskiness of innovative activity which is 'like shooting at a target that is not only indistinct 

but moving—and moving jerkily at that' (p. 88). Schumpeter argued that entrepreneurial 

profits, or what modern economics calls '(quasi-) rents' may sometimes be provided by the 
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difficulty of imitating the new technology (or organisation), but sometimes would have to 
be secured through 'restraints of trade' like cartel arrangements (p. 91). The thrust of 

Schumpeter's argument is, then, that entry barriers of one form or another are necessary 

to provide incentives for innovation because it means doing 'new things'. 

Establishing an industry in a late-developing country may not involve doing anything 

'new' from a global point of view, but poses a similar incentive problem, because it still is a 

'new thing' for the nation. In order to set up an industry, a late-developing country has 

to import technology, but making the imported technology work requires a period of 

'learning', which is often a costly activity with highly uncertain returns (Rosenberg, 1982; 
Abramovitz, 1986; Dore, 1989). Such risk means that those who are starting new indus 

tries in a late-developing country have to be provided with some form of entry barrier and 

the resulting rents. Now, in the context of late development, the market mechanism may 

not provide such rents, if only because the firms who are borrowing technology from 

someone else cannot, by definition, set up an entry barrier with the help of the technology, 

as innovators on the frontier aire able to do. Therefore, in a late-developing country, the 

state, as the ultimate guarantor of property rights, has to create some 'restraints of trade' 

and provide rents to those who are developing new industries (or even set up those 

industries itself). And this is exactly what the states in many late-developing countries, 

from Germany and Japan down to Korea and other currently developing countries, have 

tried to provide through tariff protection and other forms of state-created rents like 

subsidies and preferential loans.1 

Of course, as the opponents of industrial policy correctly point out, there are certain 

dangers associated with industrial promotion through state-created rents. First of all, 

there is the risk of policy failure due to lack of information, because the state may not have 

the information necessary to 'pick the winners' (e.g. Burton, 1983; Grossman, 1988). 

Second, as the currently popular theory of rent-seeking argues, the existence of state 

created rents can lead to 'social waste' by diverting entrepreneurial activities from pro 

ductive activities into unproductive activities like lobbying (see, e.g. Krueger, 1974; 

Buchanan et al. (eds), 1980; Colander (ed.), 1984). Third, state-created rents, once imple 

mented, are not easy to remove, unlike market-created rents. The existence of 'infant' 

industries which refuse to grow up is a testimony to such a danger (for some evidence on 

infant industry performance, see Bell et al., 1984). Korea, like other countries, had to face 

all the above problems. Korean policy-makers, naturally, made mistakes. The abuse of 

bureaucratic power, political favouritism, and corruption are hardly rare in Korea. And 

the country by no means lacks stories of rent-seeking activity. The puzzle is to explain, 

then, why in the case of Korea these dangers did not inhibit rapid industrial development. 

1 From a purely static point of view, the states in late-developing countries should not deliberately seek to 

develop new industries, because it means, ceteris paribus, a less efficient use of resources. This was perhaps 
what was in their minds when various international lenders, including the World Bank and KISA (Korea 
International Steel Associates)—a consortium formed by steel-makers from the US, West Germany, the UK, 
and Italy—turned down Korea's three applications for loans to build an integrated steel mill in the 1960s 

(Amsden, 1989, p. 295; Watanabe, 1987, p. 69) or when the Bank of Japan was fiercely opposing MITI's effort 

to develop the car industry in the 1960s (Magaziner and Hout, 1980, p. 55). However, in a world where there is 

learning, the fact that an industry is improfitable in a developing country at present prices does not mean that it 

should not be promoted, as the spectacular successes of Korea's (state-owned) steel mill and the Japanese car 

industry testify. After the above-mentioned three unsuccessful attempts to raise money for the steel mill, the 

Korean state was finally successful in securing funds through the war repatriation from the Japanese govern 
ment and the loans from Japanese Ex-Im Bank (EPB, 1982, pp. 92-4). Ten years after it started operation, the 

state-owned steel mill (POSCO) became the fourth largest and one of the most cost-efficient steel makers in 

the world (Amsden, 1989, pp. 298-9). The success of the Japanese car industry is too obvious to merit further 

discussion. 
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The informational problem, we agree, is often a very serious one, especially in devel 

oping countries where basic statistics and other information, which are routinely acquired 

in developed countries, are not available. However, we would argue that the informational 

problem can be exaggerated and that it is solvable. 

First of all, it is simply not true that private firms operate on the basis of perfect 

knowledge while bureaucrats know nothing about business. Private firms themselves 

often operate on the basis of 'informed guesses' or 'animal spirits' when they make major 

investment decisions, especially in new industries. In addition, large private firms, and not 

just the state, suffer from informational problems in controlling their divisions and sub 

sidiaries. And when the state maintains an efficient information network of its own, as in 

the case of Korea, the informational gap between the private sector and the state may be 

virtually non-existent. The Korean state has kept very close track of priority industries 

through the obligatory reporting system (see subsection 3.1). In some respects, the state 

may often be better informed than the private sector, as exemplified by the important role 

played by the information collected by Korean state agencies, including the diplomatic 

service and, more importantly, KOTRA (Korean Trade Promotion Corporation) in the 

penetration of new export markets by Korean firms (see Sakong and Jones, 1980, p. 97). 

Further, the difficulties of identifying 'sunrise' industries is not as great as is often made 

out by opponents of industrial policy, except perhaps on the very frontier of technological 

development. There usually exists a widespread consensus as to which industries are 

'sunrise' industries. For example, we all know that, say, the car and microelectronic 
industries are going to be important in the conceivable future.1 Especially, in 'catching 

up' situations, it is fairly easy to identify which sectors to favour and what kind of 

support is required for success (Dore, 1986, p. 135). The fact that the Korean economic 

bureaucracy has been traditionally manned by lawyers (at least until the 1970s) also 

suggests that 'expert' knowledge in the conventional sense may not be necessary for 

solving the informational problem.2 

Recently, the proponents of rent-seeking arguments pointed out that industrial policy 

may, by opening up opportunities to acquire wealth through unproductive activities such 

as influence-peddling, divert entrepreneurial efforts away from productive activities. 

However, if the 'waste' from rent-seeking activities has been an obstacle to growth in 

Turkey or India (e.g. Krueger, 1974; Mohammad and Whalley, 1984), why has this 

apparently not been the case in Korea?3 

1 The reaction of the Korean conglomerates to the recent move by the Korean state to increase specialisation 
among them is instructive in this regard. In 1991, the Korean state forced the top 30 conglomerates to choose 
three 'core' lines of activity, which are to be exempted from the credit restrictions imposed on the member 
firms of top conglomerates in 1984 (in a move to mitigate the increasing concentration of economic power) in 
return for higher investments in technological development. Twelve of the top 30 conglomerates, for 

example, chose petrochemicals as their core businesses. Cars and electronics were also a common choice 

(.Financial Times, 23 April, 1991). This shows that there exists a broad consensus on which industries are 
'sunrise' industries. 

2 In terms of their theoretical sophistication, the earlier Korean planning documents do not compare with, 
say, the Indian ones, which were based on such advanced models as the Mahalanobis model. 

3 
Bhagwati (1988) has suggested that 'prescriptive goverments provide fewer inducements for such unpro 

ductive activities, because the prescriptions leave large areas open for initiatives' (p. 100). Nevertheless, 
prescriptive policy is no less prone to rent-seeking activities, because the logic of rent-seeking activities is such 
that, even if there are large areas open for private initiatives, individuals will engage in such activities if their 
rate of return is higher than in those areas which are 'open for initiatives'. For example, it is well known in 
Korea that obtaining subsidised credits (by being a producer in a 'priority' sector) is a very profitable business 
in itself, because one can divert that money into the curb market where real interest rates can be more than 
40% points higher than that of the subsidised credit (see Table 1). 
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Rent-seeking costs are fundamentally 'transaction costs' expended in the process of 

seeking rents (which will involve activities like information collection, influence-peddling, 
and bargaining), and have to be strictly differentiated from the rent itself, which is a 

pure transfer (Chang and Rowthorn, 1990 and Chang, 1991, ch. 1). Therefore, the mere 
existence of state-created rents—and therefore the opportunity of rent-seeking—does not 

mean that resources will actually be spent on rent-seeking. The realised magnitude of rent 

seeking costs in a society will depend on how state-created rents can be obtained (Khan, 

1989). For example, it has often been suggested that less resources are spent on influenc 

ing the state in Korea, because there is not much point in spending resources to influence a 

'hard' state (in the Myrdalian sense) like that of Korea (e.g. Bardhan, 1984). One difficulty 
with this view is that, as is well known to anyone familiar with Korean politics and 

business, the country by no means lacks stories of huge corruption scandals, a sign that the 

Korean state certainly is subject to influence, if less so than other, 'softer' states.' The 

explanation has to be more sophisticated. 

We think one solution to this puzzle lies in the fact that the Korean state is subject to 

influence, but mainly to influence from a small, exclusive group of agents, that is, the 

chaebols.2 Although this practice has produced some undesirable distributional conse 

quences, it seems to have reduced rent-seeking costs in Korea in^everal ways. First, when 

a small number of people have exclusive access to rents, rent-seeking activities will be less 

frequent and of lesser magnitude, because others may not join the rent-seeking contest, 

knowing that they have little chance of success in influencing the state (this is what 

Bhagwati, 1988, calls the 'brother-in-law theorem'). Second, since the chaebols as a group 

have exclusive access, they need to spend few resources on finding out what kind of agent 

the present opponent is (e.g. his/her strategy and belief), because they are frequently 
confronted by the same adversaries in different rent-seeking contests. Third, the fact that 

the chaebols are conglomerates, with stakes in multiple markets, also reduces rent-seeking 

costs by the 'bundling of issues'. A bargaining solution can be more easily devised if there 

are other related bargains which allow more room for arranging side-payments (see 

Schelling, 1960, pp. 32-3).3 
Moreover, rent-seeking costs are often of a once-and-for-all nature, because once a rent 

is granted, there will be an 'entry barrier' into the 'rent market' which will discourage 

the potential entrants from spending resources to dislodge the incumbent. The more 

serious danger associated with the use of state-created rents is that state intervention may 

protect or even encourage inefficient producers or production methods, with long-lasting 

consequences for efficiency. This problem is not explicitly discussed in the rent-seeking 

literature, which normally assumes that all rent-seeking agents are identical and use 

optimal production methods. However, in the real world, there is no guarantee that 

someone who is competent (or even lucky) at seeking rents is equally competent as a 

producer, although this may well be the case, if rent-seeking takes the form of franchise 

1 The head of one of the country's largest companies is reported to have recently complained that '[t]he 

government has all the power and you have to purchase approval ... [and as a result] we pay as much in 

extortion—legal, semi-legal and illegal extortion— as we do in legitimate taxes' (FEER, 30 May 1991, p. 54). 
2 A chaebol is a diversified conglomerate which is usually controlled by one or two families, although 

professional managers have been becoming more influential recently. It is similar to the pre-war Japanese 

zaibatsu, except that it does not have its own bank, banks being mainly owned by the state in Korea. 
3 In the 1980 industrial reorganisation, for example, Daewoo, the third largest chaebol, remained in the 

passenger car market as one of the duopolists, but was forced to exit from the diesel engine industry and to 

specialise in a cheaper variety of product in the electronic switching system industry; Hyundai, the second 

largest chaebol, remained in the passenger car industry in return for forced specialisation in diesel engines and 

heavy electrical machinery. 

This content downloaded from 132.211.1.50 on Fri, 21 Aug 2015 12:24:36 UTC
All use subject to JSTOR Terms and Conditions

Oliver

Oliver

Oliver



148 H.-J. Chang 

bidding. In Korea, the assumption of 'equal competence' of agents is paradoxically met 

due to the limitation of access to state-created rents to the chaebols which, as conglomer 

ates, are able to operate in almost any line of business equally well. That is, state-created 

rents in Korea may generate a certain amount of once-and-for-all 'transaction costs' (rent 

seeking costs), which are likely to be small for reasons we provided above, but generates 

little long-lasting production inefficiencies (for a seminal argument in this line, see Khan, 
1989). 

Probably the most serious problem with industrial policy is that, once implemented, 

state-created rents may be difficult to withdraw owing to political pressure from the 

recipients of such rents. As was powerfully argued by Marx's theory of 'surplus profit' 

(1981, e.g. pp. 373-4) and Schumpeter's theory of'entrepreneurial profit' (1961, ch. 4), 

the beneficial role of rents, as a means to lure (positive rents) and force (negative rents) 

firms into more productive activities, hinges on the fact that no rent accruing to 'the 

innovator' is permanent. In a situation where rents are created by the state, these rents 

may cease to be transitory and become semi-permanent, if the state is unable to withdraw 

them when necessary.1 

Indeed, Korea is no different from other countries in that industrial policy has 

created many inefficient firms. However, what differentiates Korea from other 

countries is that the Korean state has been willing and able to withdraw support when 

ever performance has lagged (Khan, 1989; Amsden, 1989; Shapiro and Taylor, 1990). 
Such state discipline, when combined with the strategy of 'industrial upgrading' 

(which involves creation of new and often bigger rents in more productive industries), 

has acted as a powerful incentive for the firms to enhance their technological capabili 

ties. The imposition of such discipline, of course, has not been a purely technocratic 

procedure whereby the impartial bureaucrats teach non-performers a lesson, nor has it 

been a smooth and consensual procedure. It has been, rather, a painful process of 

continuous bargaining and conflict between the state and the private sector, which, as 

we shall see below, sometimes had to be solved by forceful measures which are difficult 

to imagine in other countries. 

In 1969, the proliferation of inefficient firms after the massive investment boom in 

the late 1960s prompted the Korean state to set up a task force accountable only to the 

Blue House (the presidential residence) to deal with the problem. Between 1969 and 

1972, the task force forced dozens of inefficient firms (exact numbers not released) into 

mergers, sales, and liquidation (sometimes sweetened by debt roll-overs by the Korea 

Development Bank). The programme eventually ended with the notorious 8-3 

Decree (after the date of its announcement, August 3, 1972) involving a total freeze on 

all curb market loans which were eating into the profits of many firms under financial 

distress, with subsequent reduction in their interest rates and/or in debt-equity swaps 

(for details, see Lee, 1985). 
After the investment boom of the late 1970s, which led to temporary excess capacity in 

some major industries, the Korean state again stepped in with the Reorganisation of 

Heavy and Chemical Industries programme (for more details, see Chang, 1987). Four 

existing companies in the power-generating equipment industry were merged into Korea 

Heavy Industries and Construction Co. (KHIC), which was subsequently nationalised, 

on the ground that the state support needed to make KHIC profitable was too big to be 

1 The introduction of limited lifetimes for rationalisation programmes, with the implementation of IDL, 

may be understood as an attempt to increase the 'transitory' nature of rents. 
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given a single private firm.1 In the passenger car industry, one of the three existing 

producers (Kia) was forced to exit and specialise in trucks and buses with a promise that 

it would be allowed in again when the demand condition improved (this actually 

occurred).2 One of the three companies in the naval diesel engine industry (Daewoo) was 

forced to exit, and the other two were forced to split the market into two segments and 

specialise (Hyundai in over-6000 h.p. engines and Ssangyong in under-6000 h.p. ones). 
In the heavy electrical machinery industry, which consisted of eight companies, three 

(Hyosung, Ssangyong, Kolon) were merged into one (Hyosung) and allowed to produce 

only highly specialised and expensive products. A subsidiary of Hyundai was asked to 

produce only for its sister companies. Four other minor companies were forced to produce 

only less sophisticated and cheaper products. Each of the four companies in the electronic 

switching system industry (Samsung, Gold Star, OPC, and Daewoo) was forced to 

specialise in a different product. The two companies in the copper smelting industry 

were merged by forcing one to buy the other's equity, which was supported by equity 

participation of KDB and a moratorium on bank loans repayment. 

Another round of state-led mergers and liquidations of inefficient firms occurred 

between 1984 and 1988 (see Lee et al., 1988, pp. 60-2). This time, the shipping, overseas 

construction, and fertiliser industries, which were identified as declining industries, 
formed the focus of the programme. In 1984, three fertiliser producers were liquidated, 

and 63 shipping companies were merged into 17. In 1986, a major reorganisation of 

the overseas construction industry was implemented. And between 1986 and 1988, 82 

inefficient firms (23 of them in shipping and overseas construction industries) were forced 

into liquidation and mergers. 
What is notable in the conduct of such 'reorganisation' programmes is that even the 

economically and politically powerful conglomerates, chaebols, as individual conglomerates, 

were not immune to state discipline, although, as a group, they were certainly privileged in 

their access to various rents. To the Korean policy-makers, it seems to matter less who 

runs a business than that it is run efficiently. If a particular chaebol runs a plant well, fine; 

otherwise, the ownership has to be transferred to another chaebol or even to the public 

sector (e.g. nationalisation of KHIC). The fact that the chaebols as conglomerates are 

potentially able to move into any line of business (on the basis of their activities in related 

lines) makes it difficult for a chaebol to keep a particular industry as its fiefdom. Unless it 

1 In addition to rolling over KHIC's debt (details not released), that state tried to boost its activities by 

giving it monopoly rights to produce certain power-generation components and certain heavy construction 

equipment (FEER, 2 June 1983, pp. 67-8). 
2 The history of the passenger car industry characteristically shows how the Korean state shapes up a 

targeted industry (the following account is based on KDB, 1981, pp. 501-6). The Korean passenger car 

industry started in 1962 as assemblage of imported semi-knock-down (SKD) kits. In 1965, there was a state 

led merger between the two existing passenger car makers (Senara and Shinjin) into one (Shinjin). In 1968, 

there were two more entries (Hyundai and Asia), and, thereafter, new entry was banned until 1972, when a 

lorry producer, Kia, was allowed to enter. In 1974, the government announced the Long-term Plan for 

Promotion of Automobile Industry to develop local passenger car models [at this point, passenger car 

producers were still assembling complete-knock-down (CKD) kits from Toyota, Ford, GM, and Fiat], and 

forced Asia, which failed to submit a plan for a development of local passenger car models, to exit and its 

capacities to be bought by Kia. From 1974, local models were developed (Kia's Brisa in 1974, Hyundai's Pony 

in 1975, GMK's Gemini in 1977). In the mean time, Shinjin withdrew from GMK (its joint ven ture with GM 

since 1972) owing to a sales crisis in the newly introduced Chevrolet models. Shinjin's stake was bought by the 

Korea Development Bank (KDB) (hence a KDB-GM joint venture), which ultimately sold it to Daewoo in 

1978 (hence a GM-Daewoo joint venture until 1992). In the 1980 reorganisation of the sector, the original 

plan was to force Kia to exit and to merge Hyundai and Daewoo, but it was aborted because the policy-makers 

would not accept Daewoo's plan to abandon local models in favour of GM 'world car' models. The market was 

maintained as a duopoly between Hyundai and Daewoo until 1987, when Kia was allowed in again. 
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remains reasonably efficient, other chaebols can easily persuade the state that they can do a 

better job and get state support in the next round of capacity expansion in that industry. 

Therefore, the chaebols had a powerful incentive to remain efficient, especially when the 

loss of state support can mean a sharp downturn in business in a few years' time, given the 

state control of credit and the high leverage of Korean firms. Many chaebols which lost 

state favour (for political and/or efficiency reasons) went into oblivion or were disbanded 

and their carcasses were distributed to other chaebols, as exemplified by the fact that only 

two of the ten biggest chaebols in 1966 were among the top ten in 1974; only five out of the 

1974 top ten were in the 1980 top ten; only six of the 1980 top ten were in the 1985 top ten 

(Paik et al., 1988, p. 352, table 35). 

4.2. The bases of state power: history, politics, and economics 

The Korean state played a central role in the country's economic development through its 

cunning use of state-created rents as an instrument for industrial development. Of course, 

such a result was only possible because the Korean state was a strong state which could 

discipline firms.1 What was the basis for such state power? 

It has often been suggested that the Korean state could become strong because the 

country's historical development left a social structure with no powerful social classes to 

contest state power (Hamilton, 1983; Lim, 1985; Evans, 1987; Amsden, 1989, ch. 2). The 
landed class was eliminated through land reform at the time of the Korean War, and the 

incipient political organisations of the working class and the farmers were also crushed 

during the war and the subsequent domination of Cold War politics. Moreover, it is 

argued that the country's Confucian tradition produced a society where the state com 

mands the moral high ground and draws on the best talents (e.g. Luedde-Neurath, 1985).2 

The long tradition of centralisation in Korean history seems to have been another factor 

serving to legitimatise the power possessed by the central bureaucracy.3 

We think these historical factors are extremely important, and perhaps what differen 

tiates Korea most from, say, India or Latin America (on India, see Datta-Chaudhuri, 

1990; on Latin America, seeFishlow, 1990, and Shapiro and Taylor, 1990). The weakness 

of social classes was certainly important in deciding the balance of power between state 

and society in Korea. The Confucian belief in the state as a legitimate social institution (if 

not necessarily in particular governments and individual political leaders), often lacking in 

other developing countries, also seems to have been an important factor in making state 

intervention effective in Korea. 

However, we think that such historical factors are, in themsleves, not enough to bring 

about a strong state. For example, if social classes had been weak since the end of the 

1 The power of the Korean state has frequently been underrated, especially by some neoclassical economists 

(e.g. Balassa, 1988), on the ground that the 'size' of Korean state (defined in terms of public sector expendi 
ture) is relatively small (but see Sachs, 1987, for some evidence to the contrary). However, what matters for the 
effectiveness or otherwise of state intervention is not where the boundary of the state as a legal entity lies, but 
how far it can exercise its influence. Public sector expenditure as usually defined is a very poor measure of this. 

2 
However, Confucianism in itself is not necessarily beneficial to economic development. Its contempt 

for commercial and industrial pursuits (the merchant and the craftsman occupied the two lowest castes in 
the traditional Confucian social hierarchy) could have acted as an obstacle to industrialisation. In fact, 
Confucianism, often hailed currently as the reason for the Korean success, was often blamed for the relatively 
poor economic performance in the 1950s. 

3 Korea has traditionally been even more centralised than other Confucian countries. The Japanese feudal 

system was fairly decentralised until the Meiji Restoration, and the Chinese system, owing to the sheer size of 
the country, had a strong tendency to dissolve into a decentralised one except in the prime time of a dynasty. 
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Korean War, why was the Korean state so weak and incompetent in the 1950s? Again, if 

Confucianism is conducive to a strong and competent state, why was the Kuomintang 

government before 1949 so weak and incompetent? Although a full discussion of the 

subject is beyond the scope of this article, we would argue that the strong state should be at 

least partly understood as an outcome of the conscious actions taken by the military régime 

of General Park Chung Hee, which fundamentally shaped the political economy of the 

country for decades to come. The strong Korean state was, as we shall see soon, as much, if 

not more, an outcome of calculated political moves and institutional innovations as of 

historical conditions and culture. 

The political ideas of the top political decision-makers of the military régime were 

fundamentally shaped under the shadow of the Japanese variety of corporatism.1 In 

terms of their economics, the early Korean top political decision-makers were no fans of 
the free market, although they had to pay constant lip service to the 'free enterprise 

economy', given the critical importance of US support for the political survival of the 

régime.2 In addition, whatever little economic knowledge the early Korean economic 

bureaucracy had was not neoclassical economics but the economic theories of Friedrich 

List, Joseph Schumpeter, and Karl Marx, which dominated Japanese academia and 

policy-making circles in the first half of the twentieth century (see Morris-Suzuki, 1989). 
The major themes of Korean economic policy-making, for example, the concern with 

'social waste' from 'excessive competition', the emphasis on scale economies (and large 

firms), the obsession with capital accumulation (reflected in the anticonsumption bias), 
and the desire to develop heavy and chemical industries, make more sense when we 

understand the intellectual background of the economic bureaucracy. Given such a back 

ground, it is more than natural that the political-economic agenda of the Park régime was 

summarised as 'guided capitalism' (Gyodo Jabon-Jui), where the state plays a guardian 
role. 

As soon as it came to power, the Park régime moved siwftly to prepare some institutional 

ground for its political-economic agenda. One of the first moves of the Park régime was to 

nationalise all the banks, and therefore to gain control over the financial flows in the 

economy. Subsequently, new state-owned banks (e.g. the Korean Exchange Bank, the 

Bank for Medium and Small Firms, the Ex-Im Bank) were set up over a period of time, 

resulting in full state control over investment loans.3 At the same time, the Park régime 

imprisoned many prominent businessmen on the charge of having accumulated wealth 

through 'illicit' means (e.g. using political connections) and later released them in return 

for their promises to 'serve the nation through enterprise', which basically meant building 

new plants in state-designated industries (the so-called 'Illicit Wealth Accumulation' 

episode; see Jones and Sakong, 1980, pp. 69-70, 281-2). With these two major political 

1 Park was a fierce nationalist strongly influenced by corporatist ideas. His education in the Japanese 

military academy in Manchuria, which he joined after a brief career as a school teacher, left him deeply 
influenced by the Japanese variety of corporatism, as is testified by his naming the 'October Restoration' in 

1972, his own mid-career political coup to guarantee himself a lifetime presidency, after the Meiji Restoration. 

He was also strongly influenced by Communism. His brother was an influential local Communist leader, and 

he himself was sentenced to death (but earned an amnesty by publicly denouncing Communism) as one of the 

leaders of a Communist mutiny within the Korean army in 1949. 
2 With the growing acceptance of 'private initiative', later policy documents (especially the fifth and the 

sixth FYP documents) emphasise the government's commitment to the 'private-led economy', but this 

testifies to the persisting dominance of the state (if the economy was already 'private-led', no comments of this 

sort would have been necessary). 
5 Short-term working capital, given credit rationing, was mainly provided either by small non-bank 

financial institutions or by the curb market. 
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blows, the business community suddenly became, morally, like criminals on parole on 

condition that they 'served the nation through enterprise', and, economically, a paper 

tiger with little power to make investment decisions—the ultimate capitalist prerogative. 

Another important institutional innovation made by the Park régime was the central 

isation of economic policy-making power in the hands of the super-ministry headed by the 

deputy prime minister, namely, the Economic Planning Board (EPB) (see Whang, 1991, 
pp. 86-7). The integration of both planning and budgeting authorities within the EPB 
eliminated the conflict of interests, if at the cost of concentration of power within the 

government (which may be objected to on other grounds), between the planning and 

industrial ministries (which are usually more interested in long-term investments) and the 

finance ministry (which is usually more interested in short-term stability). Elimination of 
such conflict made the implementation of industrial policy in Korea more effective than in 

other 'industrial policy states' like Japan and France where such conflict has been a 

problem (see Johnson, 1982, for Japan; see Hall, 1987, for France). 

Even the much-vaunted cultural and ideological homogeneity of Korean society was 

not purely a historical bounty which the nation accidentally stumbled on. The Park 

régime mobilised the nation with the ideology of 'Renaissance of the Nation' through 

the building of 'Jarip Gyongjé' (independent economy). Workers were described by 
the state-controlled media and state-issued school textbooks as 'industrial soldiers' 

fighting a patriotic war against poverty (although the labour movement was brutally 

suppressed) and businessmen were given medals for their achievement of export targets 

as if they were generals who won major battles. Farmers were mobilised into semi 

compulsory (unpaid) labour for rural infrastructural development à la Mao Tse Tung, 

through the 'Sémaul (New Village) Movement' (Michell, 1982, pp. 205-8). Although not 
all such ideological mobilisations were successful (for example, the Sémaul Movement 

was much resented) and some may criticise them as 'militarising' society (e.g. Halliday, 

1980), it is undeniable that they were important in promoting that society's ideological 

homogeneity. 

The Korean state has continued to occupy the economic and moral commanding 

heights throughout the country's developmental period. State control over credit, which 

has been the most effective means of controlling private firms, given their high leverage 

(see above), continued, although some of the state-owned banks (the so-called 'city 

banks') were partially 'privatised' in 1982. Despite privatisation, the independence of 

these banks is almost nil, given their over-exposure to highly-borrowed firms and their 

consequent dependence on the central bank, which is under full control of the state.1 

Indeed, following the 'privatisation', the share of 'policy loans' has actually increased, 

from 56 0% (1962-1981) to 67-6% (1982-1985), making it very difficult to argue that state 
control over the banking sector has loosened. In addition to their freedom to make loan 

decisions, the banks' freedom to set interest rates has also been severely limited. Despite 

the legal deregulation of rates on loans and long-term deposits in December 1988, it is still 

reported in 1991 that '[ijnterest rates are still strictly controlled by guidance from the Bank 

of Korea and the Ministry of Finance, despite the legal deregulation' (FEER, 30 May, 

1991, p. 52). 
In addition to its control over domestic financial flows, the Korean state has maintained 

tight foreign exchangé controls. The buying and selling of foreign exchange has been 

tightly regulated and, up to a few years ago, it was illegal (and subject to a prison sentence) 

' 'The government [as of 1988] appoints senior bank officials and major credit allocation decisions have 

traditionally been cleared with government authorities' (FEER, 21 April, 1988, p. 58). 
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to possess foreign exchange except for business purposes. The state's control over foreign 

loans and foreign direct investments has been near-absolute. Although foreign borrowing 

and, to a lesser degree, foreign direct investment has not been discouraged, the state has 

had the final say in deciding whether a certain loan or foreign direct investment would be 

permitted, and on what terms. 

Albeit far less important than the control over financial resources, the state's 

control over material resources through public enterprises should not be ignored. The 

Korean state has owned various strategic industries, including oil, coal (partly), gas, 

fertilisers, steel, and electricity. The fact that such crucial intermediate inputs like 

oil, coal, gas, electricity, steel and fertilisers (used as a means to control farmers) are 

supplied by public enterprises is another important factor contributing to the power of 

the state. 

Of course, the regular threat by the Korean state that it is going to use this power to 

discipline non-performers (e.g. that it will restrict loans to firms which do not comply with 

a particular policy) is not always carried out, partly because large business firms have a 

strong influence on policy formation and implementation. Nevertheless, such a threat is 

not an idle one and is often realised, as exemplified by the freezing of bank credit (on 8 

May, 1991) to 14 subsidiaries of eight conglomerates that had not complied with state 

pressure to sell non-business land (EIU, 1991, p. 20). A still more dramatic example is the 

Kukje group incident in 1985, when the state deliberately bankrupted the inefficiently run 

Kukje group, then the seventh largest conglomerate in the country, by ordering its major 

lending bank not to honour its cheques (for details, see FEER, 21 April, 1988, pp. 58-60). 
Although it is believed that the decision to let Kukje go under was in part motivated by its 

lukewarm attitude in meeting the ruling party's financial demands, this is a good example 

of how far the Korean state can go, if it chooses. 

Conclusion 

The Korean experience shows first that a development strategy is a complex set of inter 

related policies rather than a simple matter of trade regime, as is often implied by debates 

between the proponents of'outward-looking' and of'inward-looking' strategies. Without 

doubt, trade strategy is a crucial ingredient in a developmental strategy, especially 

because, as we have seen in the Korean case, the fastest way to build up an advanced 

industrial base in a developing country is to earn foreign exchange to import advanced 

technologies and the machines which embody them. Nevertheless, the Korean success 

was based on a conception of economic development which encompassed far more than 

mere trade strategy. Development strategy is a multidimensional problem involving such 

wide-ranging areas as the establishment of long-term targets for growth and structural 

change, investment in productive facilities and infrastructure, the supply of an adequate 

labour force with industrial competence and discipline, and technological catching-up 
and development. Development strategy should no longer be discussed in terms of the mis 

conceived dichotomy between export-led (or outward-looking) and import-substituting 

(or inward-looking) strategies. 
Second, the Korean experience shows the importance of a long-term dynamic perspec 

tive in managing industrial transition. The industrial transition in Korea was achieved not 

mainly through the attainment of short-term static efficiency ('getting the prices right'), but 

through the pursuit of long-term dynamic efficiency through the state's constant creation 

of rents (or Marxian/Schumpeterian profits). A constant upgrading of the industrial 
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structure based on the development of local technological and managerial capabilities was 

seen by Korean policy-makers as the surest way to achieve sustained growth and efficient 

structural change, and hence higher living standards. The state's control over technologi 

cal transfers and foreign direct investments, and the state's commitment to long-term 

lending through state-owned banks and various special investment funds, have been vital 

in this respect. Many individual instances of intervention in Korea might have appeared 

inefficient and sometimes even mégalomanie from a short-term static point of view (e.g. 

the establishment of steel and shipbuilding industries), but when viewed from a long-term 

dynamic point of view, most, if not all, make sense. 

Third, the Korean experience suggests that a rethinking of the concept of competition is 

necessary. Until recently, the obsession of Korean (and other, notably Japanese) policy 

makers with 'excessive competition' and the resulting 'social waste' has, unfortunately, 

been regarded as a sign of the stupidity of the bureaucrats who lack a good education in 

economics. However, as we have pointed out earlier (subsection 3.1), such concerns are 

more than legitimate in a world with asset specificity, because, in such a world, compe 

tition is not a costless process. Ultimately, competition is a means to achieve efficiency, and 

not an end in itself. We value competition because it can produce more than it costs, and 

not simply because it is categorically good. And, if the technological and institutional 

conditions are such that there is going to be 'excessive competition', suppressing 

competition may be desirable. The Korean experience comes as a serious challenge to the 

mainstream conception of competition, which is unable to explain why the Korean policy 

makers could use all those blatantly 'anti-competitive' (in the neoclassical sense) policies 

to generate some of the most rapid growth rates and structural change ever seen in human 

history. 

Last but not least, the Korean experience may be 'unique' in the sense that it was 

supported by a set of idiosyncratic institutions, but this does not mean that it is irrelevant 

for other countries which have different histories.1 Practically all successful industrial 

isation after the British one was based on conscious efforts to import and modify more 

advanced nations' institutions. Korea, and its predecessor, Japan, are classic examples of 

such 'institutional learning'. Even when an institution is not transplantable, it is often 

possible to create some, at least partial, functional equivalent for it.2 And, if all else fails, 

there is still the possibility of institional innovation through conscious design. For 

example, the famous Swedish 'concensus' between labour and capital was constructed 

from the most contested industrial relations systems in Europe of the 1920s (Korpi, 1983, 

ch. 3). Moreover, the construction of a new and well-functioning institution need not take 

a long time. The famous Japanese lifetime employment is basically a postwar creation 

(Johnson, 1982, p. 14). The French state, once regarded as one of the most 'archaic' in 

Europe, transformed itself into one of the most 'modernising' states in the world soon after 

the Second World War (Cohen, 1977, ch. 4). And, as we have tried to show, Korea is 

another example of how a well-functioning system can be constructed in a reasonably 

short period of time through conscious action. 

1 For a rare attempt to consider the importance of the idiosyncratic factors in the developmental experience 
of East Asian NICs in general (Korea, Taiwan, Singapore, and Hong Kong), see Nolan (1990). 

2 For example, the Swedish system of state-guaranteed employment and Japanese lifetime employment are 

radically different from each other in many respects, but in so far as they create positive attitudes among 
workers towards the introduction of more mechanised (and hence generally more productive) technology, 
they are functionally equivalent to one another. It is no coincidence that these two countries are the most 
robotised economies in the world. 
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