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Who's Wagging the Dog?: State, Rent-Seeking, and
Finance in South Korean NiC-hood

AMADO M. MEMDOZA, 1R,

In azsessing the changing pattems of  state-big business relations vis-a-vs
South Horean MIC-hood, twa paradoxieal perspoctives come 1o the forg, The
state-cantric perspective, on e cne nand, gludes o the siale's strategy Lo Dehty
control imance asa source of state-assigned rentsthat would sibsidize husiness
conglomorates of chaebols, Accordingly, the umorpartner depencensy aliance
that arises lzom this relationshin resulis in rent-seekers becorming reseplive 1o
stateinitatives, thus being dizciplined inthe: process as they carrply with standarcs
imposed upon them. On the other hand, the alternative buginess-centric
perspective deams the state as adlonomaus @ capital such hal other sources
af oredit, ke global finance markets, becorme accessibla o chaebols, AfEuoh,
the dependence of chasbols  an state-assigned largesse s reduced masmuch
as the slate's claut 1s weskened, The earier view ls erticizes in that the nurtunng
slale inevitably becomes hostage to business conglorrarates as 1L bals oul e
latter in times of sconomic downtums, In effect, BE business gains  sconomic
and political strength, enough o influerce walnemables palticans o ensure palicy
conlinuity o its fevar, a8 well as o support renl'-:-::-zﬂking afforts. e the atempl
b explore. possibifities for & more balancedg view of state-bop business relaticns,
e discugsion futher expounds on South Borean regitmes, frome Fark to-Rah,
wilh respect to-the vtilizetion of finance as a patent indusinal podicy ool andg on
the competing approaches @ industialization batwesn a  seerring laisser faime
pergpectyve and otnereiss,
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Introduction

Thestate-centric [ferature on South Koraan MIC-hood! stipulates
that among many ather factors, tight control over finance provided
the South Worean state the levaerage to rein in the South Korean
capitalists behind a national industrialization plan. Given state
control over funds, the Korean state was reportedly able to choose
“winning"” sectors and firms throughan enlightened stategic industrial
palicy, The control of finance has represented the mostimportant

Editors' note: Altnoughdated 3o and 41h Duarter 1955, thisissuezplanning and praductian spilled
over 1o the following year. Tae ta tha delay of the issue's reiease, 1ot the readers be infarmed
that some events mentioned intifsarmcle, suchasthe traland sentencineof farmear South Korean
prasidents Chun and Roh, may post-date thiswolumea.
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source of economic rents since the mid- 19605 and sanabled the South
Horean government to use it asthe most potent industrial policy instrument.
Byung-3un Choi® writes that it was used as “the fundamental ool with
which Horean policymakers induced business cooperation™ and that
without it, South Korea would nol have been able 1o “carmy aut the rapid
and continued industrial reslructuring thal has characlerized its growth'

While most neoclassical economists (g8, [slam 198940 criticize strategic
industrial policy as unnecessary and conducive Lo wasleful rent-seaking,
other sympathetic writers (e, Lee 1992, Haggard and Lee 1993, Law
1995 argue that the policy worked in South Korea since the state was able
to use the markel itsell to discipline the beneficiariaes of stale-assigned
rents. Coonomic performance slandards are suppossd Lo e meatl by Tirms
far them to conlinua receiving slate-subsidized credils and other forms of
stale assislance.,

Mare recent work® had alluded to changing patierns of business-
govarmment relations in South Korea since the mid- 18808, According to
this view, Korean business, through econamic growth, had been able to
exlricale itsell Trom a jJunior-partner relationshipvis-a-vis The Korean state.
With their access lo other sources of finance {including global funds
markels), lhe cloul enjoyed by the stale over Korean business has
supposedly weakened. This means that a new relalionship between the
Korean slale and big business is expected Lo develop.

In the literature on South Korean NIC (Newly Industrializing Country)
developmeant, an allernative piclure of

B [Klorean husiness, through
economic growth, had heen able to
extricale itself from a junior-patner
relstionship vis-a-vis the Horean
state, With ther acoess to othar
soumes of finance Gncluding glohat
funds markets), the clout emoyed
by Lhir skale over Korean business

has supposaed by waakenesd,

business-government relationships s
sugdested. This view, designated by
tMoon® as the ‘business-centric
perspective’, is closer o the Marxisl-
instrumentalist view of the state: In this
perspective, the South Korean slate is
seen as being captured by business
interasts, aven as it acknowledges Lhe
relative autonamy itenjoyswith respect lo
the capitalist class. A number of works,
from K. 0. Kim® to Koo and E. M. Kim.*
documented repeated inslances where
Korean big business conglomerates
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{chasbols) were able to det the state to either back down from anli-chachaol
campaigns {against illicitly accumulated weallh) or to continue providing
slale-subsidized funds, even to the extent ol viclaling the sanclly of private
property {as in the 8-3 measura).

This alternative view suggests a more nuanced relationship belween
the Korean state and Morean capital, especially the Korean big bourgealsie
organized into the chaebols. |t submits that the Korean state was mora
"tail- than-dog"; that the dog that waggad the tail was the Horean big
bourgeoisie rather than the state. One can argue both from Marxist and
Weberian perspectives, that the capitalist class does not fear and in fact,
welcomes the emergence of a relatively autonamous and competent state
especiallywhenitis a late-developing class and when it (5 compsating with
other national bourgenisies. Mot only has Korean capital benefited from
the state's suppression of labor, it has likewise prospered in the drive
towards NIC-hood.

Monetheless, the same class (or fragtions of i) will not be above
altempls to capture the state for reasons like preferential benefits or
treatment, including massive financial bail outs duringinevitable ecanomic
downturns. It has been strongly suggested™ that by encouraging the
growth of big business with subsidized credit, the Korean state has booen
increasingly influenced in its decision-making by the chasbols, Stale
cantral over financs has creataed pervarse incaentives for beneficianss of
state support: businesses relied heavily on state credits and had asked
far relief from the government Lime and again during troubled times., The
Eovernment, in turm, had to respond favorably o these requests or risk
the political cost of bankruptcies and massive layvoffs even if the
provision of relief will only nurse continued dependence an state credits.®

Hotwithstanding the personal example of Park Chung Hee, It is guite
clear that big business, on the one hand, had additionaily boen able to
"discipline” politicians and state leaders through legal political contributions,
Root™ in fact asserts thal "when business people give money 1o political
parties, they do so 1o ensure regulatary benafits and policy outeomes that
then value and to prevent something they don™ ke, " He even suggests that
businesswill have to make greater conlibutions o ensure policy cantinuity
asthe Korean polity demaocratizes. Ta the extant that political cantestation
s even, Le., as Korea moves away Trorm a daminant parly system. Lthen
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iBw encouraging the growth of the Morean state may be able lo buy
greater autonomy rom Korean big

business and ¢lip rent-seeking.
Karean state has heen

ingreasingly influenced initsdecision- Cn the olher hand, one can think of

making by the chaehols. Slale

an opposite effect of demacratizalion.
As political contestation is now possible

contral over linance has created arel bacomes more expensive under

ponerss neenlives for henelicianes

ol slate suppont: businesses relied

demacratic auspices, then, politicians
may prove o be mare vulnerable o
seduction by big business and o be

hesavily on state eredits and  had mare ameaenable to rent-seeking afforts.

azbed for relier_frum the povernment

This paper intends o invesligale these
appasingviewson business-government

Lirrie and again during tmubied times, relations in South Karea frarm the Park to

Kir regimes. [Lhopes to come upwith a
mare balanced view of state-big business relations in South Korea, along
the lines suggested by Moon,*?

Origins of Contemporary Korean Big Business

A study of government-business relations in South Korea will be
facilitated by a review of the origins of the South Korean bourgeaisie. Such
A review clearly indicates that the modem South Korean capitalist class is
largely a creation of the South Korean state, Notwithstanding its fong
history as a unitary state, class differentiation in Korean sociely was
deterred by a long tradition of a centralized power, organized along
patrimaonial lines. Inspired by Weberian studies on the contrasts between
patrirmanialism and feudalism, Lew™* explaing that to control Lhe nation
from the center, Korean kings depended upon the services of preboend.
hialeling officials, and not upon the military services of sell-equipped
warriors, as in the Western European feudal polities.t® Centralizalion of
powet persisied wallinko the mid-20th cenlury, despite Japanesa colonialism
and Arnerican military governments, leading Hendersont *to argue that at
the Lime of Park Chung Hee's coup in 1961, Korea was in a condition of
“miass society” wherein no significant ciass divisions were formed.

Henderson's argument is quile extreme; there were classesin Korean
society, However, they were extremely weak in comparison lo Park’s
regime, propped up by the military, which emerged to bethe best organized
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social group afller the Korean War. Thesuccessiul land reformimplernented
by the American military government practically eliminated the landowners
as significant political actors. The national indigenous bourgeaisic and
urban workers being weak and fragmenled. and the minimal level of
industrialization and the low level of fareign direcl investment loreclosed
the possibiity of an influential comprador class.

According to Hamillon,'* the transition Lo capitalist industrialization
came about in two broad phases — the transformation of renlier assels
irte commercial capital in the 19505 and the ransformation ol commersial
into industnal capital in the 19605, Whils iUis rue that significant mdustral
Arowth tock place in the 15508, from the viewpainL of capilal accumulation,
whal was significanl during this period was thal "assel-holding and
investment in land declined, while commercial accumulation accelerated,”
Itis not clear whatherlandlords got transformed wholesals inlo merchanis
and Industrialists. lones and Sakong*® believe thal efforts at such
conversion were a failure, while Cole and Lyman® * reparl that many of the
modern entrepreneurs had landed origins.,

The 1850s also saw the emergence of Lhe so-called "political
capitalists” — the entreprenaurs who accumulated capital by accessing
state resources through pelitical connections. Kyong-Uong Kam''
arguad that among other means, these entrepreneurs sought the best
npportunities by accessing US-provided foreign aid to politicians as
they play on the latter's urgent need for political funds and on the
prevalent corrdption of high-ranking bureaucrats.'® Other means
includad the non-competitive allocation of impart quotas and licenses, '
acruisition of former Japanese properties at bargain prices,”" privileped
access o cheap bank loans,*t and preferantial award of construction
contracts.® |0 short, the 1950s could be sesn as a period of capilal
accumulation through rent-sesking.

Rent-Assigning and Financial Bail Ouis During the Park Regime

It is argued by Hamilton®® that by the end of the 1950s, “it was
bacomingclearthat the economic systam had oversean the declinsof lhe
landed rentier and the rise of the capitalist class could not sustain itself.”
Thea Student Revalution of 1960, which ioppled Rhee’sadministration was
largely directed against the profitears, the parasites, the corrupt, and the
abusars of authority. Thisevent, therefore, may be interpreted as a produst
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af the inability of commercial capital to fully provide for the neads of the
people,

The military regime, headed by Park Chung Hee, which succeeded the
shorl-lived Chang Myon government througha coupin May 1961 appeared
al first 1o be responsive o Lhe popular clamor for retributon, One of the
first measures adopted by the Park reg) me was to implament a special law
aenactzd by the Chang government thal punishes thiose who "accumulated
wizalth by taking advantage of their positions and power.™ As a result, the
government arrested mest of the nations leading businessmen and
appearad ready o conliscale their properlises. A deal was subsaguenthy
slruck whereby the government would exempl maost businessmen from
criminal prosscution provided the latier paid off their assessed obligations
by bualding new industoal firms and Wrming them over o the government.~*

Opinian on this episcde is divided, lones and Sakong=® believe that
this reflected the Park government’s "dominant commitment 1o growth™
and the government's beliel that antrepreneurs were & scarce resource
to be used in the attainment of cconomic geals. Cthers view the episnde
as a "sell-oul”, while K. D, ®im*® opines that the Park regime had o
compromise because the only viable economic foree for achicving an
induslrial lake-oil happenad Lo be Ihe tarpel group of leading entreprencurs
with ther superiorarganization, persannel, facilities and capital resources,
AL any rate, this initial trade-off belwsen dovernment and big business
should termper any over-estimate of the strength of the South Karean state
under Park. Furthermore, it sels the terms of the sword-wen allianoce 1hat
15 lo exst under the Park regime. Subslanlial assislance was given 1o
established businessmen who proved themssives capalle in the econormic
batllafield, especially on Lhe exporl fronl.

The adaoption of extemally-set performance standards is considered by
samefe.g Lee 1892 and Lew 1998) as a sufficient check on a rent-
assigning state since it does not give the state control over such success
indicators and cannat, tharefara, hide the conssquences of erroneols
credit allocation. However, ibwill be apparent thal the South Korean state
will have other policy options. Subsequenlevents will reveal the Tine print
in this social contract. While the Park regime will allow individual capitalists
to go under, itwill bail out the industrial bourgeais as a whole in imes of
trouble.
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A important proviso of the 1961
compromise agreementl with big
businessresulted in government’s conlrol
over the cammercial tanking system.
The Park government nationalized the
cornmercial banks by ‘repossessing the
shares held by large stockholders, most
of whom were among the big
businessmen accused of illicit waalth
accumulation.” " Theannual budgets of
thecommercial banksand appointments
i top managemeant then became
subject 1o the appraval of the finance
minister. Togetherwith the staterowned
specialized banks, banks bagan lo sene
as credit-rationing oullets for the
government as the allocatlion of credit
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B The 1950z als0 s the emerdence
of the so-zalled “political capitalisls"
—theentreprensurs who accurmu lalsd
capital by accessing stale resounces
through political connectiong,

(Simong other means, these
gntreprenaurs sought the best
opporiunities by acoessing Us-
providad foreign aid to politicians as
they play on the lattar's argont neoed
for political funds and on the prevalent

comuption of high-ranking bursagcrals,

was tightly controlled by the Ministry of
Finance *? This control over Tinance
was used to promols industrial growth by lengthening loan maturities so
that industrial projects with long gestation petieds could secure finance Y

In the 19605, the South Korean government undertook several other
steps o renrganize the financial system insupport of economic developrhenl
goals, As outlined by B, S, Choi, " these steps included the setling up of
a number of specialized state-owned banks, the amendmenl of the Bank
of Korea {BOK) Act (to ensure that the government, through the Ministry of
Finance, rather than the Central Bank, was ultimately responsible for
monelary and inancial policyt,” and the allowing of the Korean Development
Bank (KDBE) 1o borrow funds from abroad and lo guaranles [oregn
cammearcial loans. The turn to foreign credils o linance ecanomic
devalopment was mads in recognition of the declining levels ol aid monmes
fram the United Statoes,

With these institutional changas in place, monetary authonties exarted
a substantial influence on the allocation of financial resources inlo
strategdic economic orindustrial seciors. According Lo ong source, “thinugh
its control of the commearcial banks, spacialized banks and developreant
finance institutions, the government gained control over 90 percent of the
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assets of organized finance. Under the Park regime, the allocalion of
subsidized credil has been the mast important single instrument of
government mictoeconomic contral, Credit is the lifeblood of business
firms evenywhere in the world, but itis particularly critical in South Korea.
Credit dependence is especially high for manufactuning firms whose
average debt-to-equity ratio rose steadily from 1.2 in 196610 2.8in 187 1.
This high level of dependence on credit is, therefore, largely a product of
the Park period .2

The chief instrument of the Korean monetary authorities was the
“paficy lean”, usually earmarked for certain economic sectors of aeven
specific industries. These loans, In mosl cases, had praferential interest
rates when compared o ardinary loans. Yet, even the interest rates on
ordinary loans were kept lowet than curb market rates or equidibriun
interast rates. From 1863 to 18765, the general picture shows that the
general bank rate has typically been halfl of the curb-market rate; and
that the real loan rate {(nominal loan rate minus rate ofinflation) has often
been negative and generally below the maosl consenvative estimates of
the opporlunity costs of capilal. In 1963, for inslance, the nominal loan
rale was only 15.7 percenl compared Lo an inflation rale of 28.7 pareent
to yield a negative 13 percent real loan rate,

Throughout the Park period, the largest proportion of policy loans
provided to the manufactuning sector { 2.3 percent during the 1952 Lo
1980 perind) supported direct export activities. Other palicy loans, such
as lnans for expart industry plants and equipment and for special plant
and equipment funds, were l[kewise related to export activities, All these
facts reflect the export arientation of govemment’s credit program.®®

The above chservations indicate that the unofficial money markel has
proven rermarkably buoyant despite government's efforts.*% Nonethelass,
the Park government sought to ensure that industrial capital does not Tall
under the control of financial capital. As indicated eariar, landlord power
was significantly clipped by earlier land reformand the grip of rural meney
lenders was seriously weakened by the cancellation of farmers' debts in
1871 and the establishment of programs to provide cheaper credits to
farmers. The government policy of cheap industrial loans resuited surplus
demand farthemwhich, inturn, helped nurture the growth of the informal
money market. !
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The interast rate reform of 1965 raised official bank deposit rates (1o
levels higher than official lending rates ereating 'negalive spreads”) and
attracted large quantities of savings away Trom the unofTicial markel into
the formal Tinancial institutions. It caused & nearly sevenfold increass in
lotal bankdeposits over the 1865 to 19690 penod. In addition, the reform
conlribuled to a massive inflow of foreign loans thal were guarantesd by
the Korean Development Bank and the commercial banks, The stock of
outslanding fareign loans increased Trom only $210 million in 1965 1o
$2.25 billion in 1970.7* These foreign credits will ultimately find their way
into the coffers of industrial firms through a systern of guarantees,
participated in by development and commercial banks. Cole and Fark *#
report that the banks, however, playved a very limited role in the decision-
making process regarding these loans. Arrangements were finalized
directly by the borrowerand the lender, thenapproved by the government,
The banks issued the guarantecs upon government’s instrustion and toak
little responsibility for evaluating project feasibility.

These huge inflows generalad inflationary pressures and governmenl,
responded by restricting domestic credil so that anly the Tavored firms
(those in the export and key industries) would have access to bank loans,
Accordingto Hamilten,* " while nen-favered firms responded by returning
o infarmal lenders, the size of the infarmal market appears to have
declined relative 1o arganized finance.

The economic boom generated by foreign loans could not be
suslained and the large firms dependenl on foreign credits bogan
experiencing great difficuities. The economic austerity measures adopte
b governmenLunder the sunveillance of the Inlernational Monstany Fund
(MFY following the 1969 elections pushed many businesses into near
bankruptey. This will provide the need for a government rescue effort,
Among 86 finms that borrowed haavily from abroad, the loans of 20 firms
were restruclured when government ordered banks to convert past-due
loans into equity or reschedule them and 1o provide additional credits to
meet debt service repayments ®2

several obsenvers' report that despite the financial bail out, the
financial distress of many large firms persisted into the early 1970s. The
18 percent devaluation and the slowdown of exports forced many large
enterprises o defaull on their foreign loan service payments, forcing the
guarantesing banks to step in. Inaddition, the financial distress forced
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many Big firms o turn o the curb market for funds, The atmosphere gol
increasingly pollued by persistent rumors that several large companies
went bankrupt by the refusal of the informal money lenders to continue
lending . Again, government respondedwith a larger bail out effortin favor
af the induslialists, al the expense of the informal lenders and the saving,
pubiic.

On - Aupust 3, 1972, the Park governmentannounced a Presidaential
Emergency Decree lor Ceonomic Stabalityand Growth {latler known as the
5-3 measure). The decres provided [or the nullification of all loan
agreaments belwean firms and informal lenders and Lhair replacement by
riew ones. The loans, olaling o 345,68 billlon won |, were 1o be repaid over
five years after a three-yoear grace period at very liberal interest rates, The
informal lenders had the option of converting theirloans into equity shares
of the borrowing firms. Loans made by large slockholders and executives
lo their firms were converted mandatorily into shares of slock.** Some of
the shorl-term, high-inlerest bank loans were replaced by long-lerm loans
fworth 200 billion wan) payable al 8 percent annual inferest rate, [talso
provided for the establishment of an industrial rationalization Tund (o
which government contributed 50 billion won) and a 2- billion won credit
puarantes flund for small and medium industies:** The decres had the
affect of releyving "all firms, large and small, of financial difficulties in ana
fell swoop™® However, lhe same observers are unanimaous in noling Lhal
whiie the informal lenders were profoundly shocked by the 8-3 measure
and lald low Tor a year or so after August 1972, they reappeared and
cantinued Lo prospar. The same real forces, which constantly reproduce
Lthe curb markel (the government policy of chean cradits to favored firms)
remained in place. Nonetheless, they were given the massage that they
were vulnerable Lo repeated assaults whenever it served government's and
industrial capilal's interests.

Heavy and Chemical Indusirialization in the 1970s

Sakong " argues Lhal the provision of policy Inans in the 1880
indicates that government financial policies were salective in the sense
lhal exports were singled out for assistance. However, they weore
simuilaneously general or non-selective 1In the sense that all exporting
industries and firms were treated equally.  This policy regime will diffar
subslantially from that of the 1873 to 1979 period, when heavy and
chemical industries were actively promoted by the government.
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Luring this period, financial policy tools became industry-specific and
sometimeas, firm-specific. The heaw and chemical industrialization
drive will again bring aboul a significant change in government-big
business refationship and the practice of credit allecation,

The rise of protectionism In the industnalized countres in the early
1970s and the heightened security concerns of South Korea, Tollowing
increased tensions with Pyongyang and the announced downsizing of
U5 militaty commitments in the peninsula are seen as among the key
cansiderations behind the Industrialization. However, a large part of the
Impetus for the drive was political. Park barely won the 1871 presidential
elections and proclaimed martial law in Oclober 1972, A now Yushin
constitution was proctaimed 1o strengthen his aulhontanan rale. Facod
with strong opposition, Park Justified his extra-constilutional rule at a
January 1973 press conference with a bold vision of *$1.0- billion worth
of exports and a $1,000 per capita income by the early 1880s" as a mid-
term abjective of the Yushin regime.*? The corresponding figuras for 1972
were $318 per capita income and $1.6 billion worth of exports. 44

To accomplish this vision, the governmenl adopted the Heawy and
Chemical Induslry Fromation Plan (HCIP), which focused on six stralegic
industries: iron and steel, general machimery, nen-ferrous melals,
electranics, shipbuilding, and petrochemicals. Therequirements of 3 sell-
reliant defense poslure made it necessary o develop the stoel and
petrochemical indusliies. On the ather hand, the development aof the
electronics and shipbuilding ssclors was based |argely on their export-
earning polentials. Lastly, the development of the general machinery
sector was aimed at substitution of rapidly increasing capital goods
imperts. Inorder e finance the dive sxpecied to require total investmeants
of 22.6 billion over the 1873 to 1981 perod, $5.8 billion were 1o be
borrowed from external sources, while the remainder was to be raised
intemally, "

As in the previous decade, the stale took on the chacbols as its
principal partner incarrying aut the HCIP. The latterwere not srthusiastic
at first and had lo be enticed anow by a carrot-and-stick package by the
former. The government stimulated specific projects by providing preferential
credits, bathin terms of availabilily and cost. Almoest G0 percent ol the 1otal
pankioans, rom 1875101977, and close to 85 percentof the policy loans
in 1878 were extended to HC firmis, In addition, the state established a
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special fund called the National Investment Fund (NIF). Olher incentives
included lax incontives such as investment tax credils, accelsrmated
depreciation allowanees, and tax holidays:®®an increased budget for HCI-
related infrastructure; and the construction of spacial industrial parks. In
addition, government restricted the imporlation of certain intermediate
inputs produced by the promoted HCIs. Lastly, the state itsell was the
majerdomestic customer for many projects, including electricity generators,
elactric transformers, and alactric switching systems.~ !

This approach did much to "cura” initial chacbol disinterestand the big
business groups began to invest in the HCIP, especially in the exporl-
onented and labor-intensive automabile, shipbuilding, electric, and general
machinery industries. The push for the HCIP reached its peak in the first
threeyears of the Fourth Five-Year Plan {187 7-1981) with total investments
totaling to $9.8 billlon over the 1877 1o 1979 period. This amount
representad 79 percenl of total industrial investment dufing the same
period. Admittedly, some chashols participated in these ventures principally
Lo take advaniage of state-provided incentives and privileges, Whatever
ther motivations may be, the HCIP was a very imporlant Tactor behind the
fast growth of the chaebols during the 1970s, During the 1975 o 1878
period, the sales of the largest 50 and 100 firms listed in the stock
axchangs were on the average 52.5% percentand 73.9 percent of the Lotal
sales of all hsted firms (excluding financial and insurance companies). Al
the end of 1877, therewere about 40 chasbolsin mining, manufacturing,
and services, excluding financial, insurance, and trading companies.
While the top 30 business groups controlled only 126 enterprises In
1970, they controllad 429 firms in 1979, by establishing 202 new firms
and buying 135 concerns. But the HCIR also resulted inhigh debt-to-acuity
ratios for chacbol enterprises, ™

The HCIP, on the one hand, effected a significant change in Soulh
Karea's overall economic structure from labor-inlensive manufacturing to
relatively capital-intensive manufacturing, with Lhe share of the HO
industries in the manufacturing seclor ncreasing in terms of value-
added from 28 percent in 1872 o 54.3 percent in 1980.5F The drive,
likewise, helped fuel overall economic growth-—an average annual rale
af 7.2 percent during the 1972 Lo 1979 perled.™* By December 1977,
the goals announced during the lanuary 1973 press conference ($10
billion worth of exports and $1,000 per capila GNF) wate achieved,
three years ahead of schedule, The growlh of the economy paralleled
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chaeho! growth. In 1873, the top fifty chasbal accounted for 32 percanl
of gross domestic product (GODP). By 1880, the chasbo! accounted for 459
percent of GOP, 24 percent of total sales, 18 percent of manufacturing
employment, and over half of Korea's total exports. ®*

i the other hand, the HCIP also produced adverse conseouenses,
including loss of South Korean mlernational competiliveness in many
labkorintensive manufactures, acceleralion of infllalion, excess capacily
and under-utilizalion in marny HCL firms. By 1979, the economy faltered,
with growth registerng only just over 2 percent between 1978 and 1581,
with a panticularly sharp depression in D980, AL the same time, inflation
increased to 26 pereent from an annual average of 16 parcant for the
1962 to 1978 periad, Also, growlh of exports fell from the L9652 to 1978
averageof 27 percent toonly 7.5 percent betwesn 1975 and 1982, While
It is true that several exogenous shocks such as Park’s assassination in
1878, rising interest rales, increased foreign debl service burdens, the
second oil shock worsened Korea's terms of trade and balance of
payments, anda major crop failure in 1280, contributed Lo Soulth Korea's
economicdownturn, there is aconsensus that government HCL policy was
partly to blames far Korea's econormic woes. The economic slowdown and
the second oil shock aggravated the problems of the under-ulilized He
firms, Since most of these firms are highly leveraged (with high debt-to-
eouity ratios), ilwas particularly difficult to-survive dunng Lhis time span,
sinee the HCI firms also had difficully servicing Lheir Ioans, thair troublos
resulied in non-performing asset (NPA) averhang far the commercial
Banks which lent haawvily to them,*"

While the failure of the HCIP cowld be axaminsd from the perspective
of neoclassical theory, LS, Chai™’ believes that the episode Turther
expascs the weaknesses of the Yushin state. These include (he
pradaminance of political considetations in the policy-making process,
the lack of organizational coharence within the state apparalus, and “the
inabilily ta insulate itsell fram big business pressures." A faw comments
must be made on the first lwo items before attention is focused on the third
nfirmity. In implementing the HCIRP, Park drew away from the relatively-
insulaled Eeonomic Planning Board {(EPB), the body responsitile for long-
term economic planning and Implementation during the 19605, He,
instead, became more dependent on his persanal slafls advice.concerming
rmajor econamic policy issues. The HCIP was developed by a new bady, the
Second Leonomy Secretarial directly under the presidential office, and
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was a departure from a mare cautious approach proposed by the EPB.
Considerations far political legitimacy faced by the Yushin slate apparently
lorced Park to pursue a more aggressive cconomic strategy. The said
secretariat eventually dominated the implementation ofthe HEIP O With the
FRB effeclively sidelined toa mere monitoring role, the heavy industnalization
drive failzd Lo draw on the expettise and experence gained by the FPE
during the 1960s,

The mare significant frailty appears to be the inability of the Yushin
state Lo avoid o perverse "soft-buddet constraint’ vis-a-vis Lhe chachols
harmessed o implemeant the HC projects. As in the 1880s, big businsss
was fargely drawn by slate largesse and initial protocols of restricted
enlry into HCl projects Lo ensure that economies of scale wers
subsequently abandoned. Inlense competition amaeng the chaebols for
state cradits was accompanied by inlense lobbying on the state. According
o 0. &, Chol"® the government allowed for mare chaabol paricipation
than ariginally planned, partly due 1o big business lobbying and also to
avold charges of lavorilism. As a resull, many business groups moved
inlo entirely new felds oulsids of their experence. For example, many
chachol froups in the lextile and garment sectors (e.g. Korea Raw Silk,
Seoul Trading, Daswon, Wonjin and Samdo), with no experience in the
electronicsindustry, managedto participate in the semi-conduclor sector
when the state declared the localization of Lhe enlire process of semi-
conducior production.”®

The inevitable result of the state's liberalism with its credits included
ovarinvestment and highly-leveraged firms burdened with substantal
overcapanity, Inthe power generating equipment industry, forinstance, the
state’s readiness to accommodate several chacbols [inciuding Hyundai,
Hyundal International (not part of Hyundai), Daswoo, and Samsung]
resulted inan excess of si-million kiloweatt worlh of equipment in 1975,
By 1079, the prablem became too visible; about 80 percent of HCI
production capacitywas idle, 20 percont of thelir output remained unsold,
and the average profit rate was just above a third of the preferential bank
lending rate. Conseguantly, the problem of overcapacity and high leverage
led to financial danger for many big businesses such that the Yulsan group
went under in April L8789, One of the last acts of the Park regime was an
industrial reorganization-merger program designed torelisve ovarnvestment
pressures. The aforementioned power-generating equipmentindustny was
a major target,  But government failed in the face of strong chacbol
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oppaosition to the merger plan and the Yushin stale, this Uime, did not heve
the funds nesdad 1o effect a bail out."?

The Yushin state disintegrated with Park’s assassination in October
1879, When the interim government withdrew from the above-mentionsd
merger program, the problems of ovennvestmenl and excess capacily in
Lhe: HCI industries were passed on ta the Chun Doo-Hwan government,

Post-Park Developments

I'he two regimes afler Park appear to have retlerated a similar patlern
ol “initial ant-big-business-cleansing-subsequenl-compromise-eveniual
ball oul." Spacea limitalions prevent us from discussing each of those
regimes indetail aswe have done with the Rark regime. If one accapls Lhat
Lhe Park regime is the strongestand mostinsulated vis-a-vis Lhe chaebols,
Lhen we could expect a further tilt in Lhe balance of power between the
posl-Park redimes and big business in favor of the lalter,

Areview of relevant sources®? affirm such a conclusion. Consider Lhe
following:

1. In responsa to a predictable anti-ilicit wealth campaign in late
1979, the Federation of Korean Industries (FKD responded with a pledge
of support to the politically illzgitimate Chun regime inearly 1880, Like his
predecessor, Chun accepled the pledges of loyalty to strengthen his
political position in returm for backing off from the anti-corruption, anti-illicit
wedlth campaign against the chaebols ™ Monelheless, 1o regulale the
economic concentration of assats on the chasbols and o distance ilself
Trarmithe Fark regime, the Chun government, subsaauently, initiated other
anti-chagbol campaigns. Shortly after his inauguration, Chun proclaimed
a sefies of measures requiring 26 groups holding a total of 631
subsidiaties to sell off certain subsidiaries and "unproductive”, real-
estate investments that were supposedly unrelated to theirmain business
lines. Although the government threatenad that continued availability of
oredits was dependent upon compliance, this attempt Tailed to produce
visible results.*In addition, the Manopoly Regulation and Fair Trade Law
was enacted in April 1981, the aim of which was to erode the dominant
economic position the chashol enjoys.
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The Chun government tricd reducing the flow of preferential credit to
particular industries but later relented. The ratio of preferential finance to
total domestic cradil was cut to 40 percent in 1982 10 1984 from the
1978figure of 51 percent. Howeaver, the ratio of preferential credits to total
bank lnans exhibited a different growth pattern. While it decreased by 6
percent in 1982 from the 1880 level, itincreased to 68 percent in 1982 and
70 pereent in 1984, Ultimately, the Chun government “bound vy prior
commitments, the weak financial structures of the largest firms, and a
sel of development goals Lhat demanded the private sector's
cooperation” reverled to the provision of policy loans. The beneficiary of the
new policy loans was big business once more. In 1883, tha 30 largest
groups receved 48 percent of Lotal bank loans with the top five chacbols
accounting for 24 percent."* A& see-saw pattern with respect o private
seclor demands for government eredit emerped. After initially resisting
such demands, iLrelented in 1982 and 1983 with a new acrics of loans
and bail outs. The Chun government also issued the August 3rd
Emergency Measure of 1982, which froze curb market loans worth 350
Bitlion won to help reduce high-corporate interest costs, The cycle began
againin 1984 with credit frozen at 1983 levels, |7 1885, the povernment
established 1.5 trilion bail out fund after the inadequacy of carlierad hog
offorts was clearly demonstrated 7

Other measures adopted had unintended effects. To promote
competition in the banking sector and strengthen its links to international
financial markets, entry barmers wore significantly lowerad since 1981
While several new commercial banks were set up, the stale also allowed
the establishment of non-bank financial intermediaries (MBFIs). Mast of
the NBFls were either owned or controlled by major chaebals and they
served as major pipelines for financing big business.®5 According to
Moon, " T the internationalization of the financial system, logether with Lhe
growth of NEFls, provided the chaebiols with alternative fund sources and
lessened their dependence on the slate. In effecl, while the Chun
governmentexhibited basic policy continuities with the Park period, it also
revealed clearer limils to state power.

2. The demecratically-installed government of Hoh Tae Woo did
not fare any better, Again, Roh initially tried to distance himself from his
predecessor and 1o squeeze big business through similar anli-chaebol
campaigns ta limit land ownership, reduce business concentration,
and limit credit flows, He also promised 1o introduce the earier
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abandoned “real-name” financial transaction syslem to check abusos
related to political conlnbutions of business. Bul the anti-business
campalgn did not last long. The chaebol counter-offensive thak the form
ol an unprecedentad public threat to provide donations only 1o
supportive politicians, Faced by tough big-business response, a
faltering economy, and increased industrial lensions in 1988, Roh
farmed a grand conservative ruling coalition with two oppasition parties
(Him Young Sam's Reunification Democratic Parly and Kim Jong Pil's
Mew Democratic Republican Party) and filled economic ministerial
positions with pro-business figures. By April 1590, the government
announced a number of pro-business measures: easad credil controls,
money supply expansion, pro-business fabor laws, postponement of the
‘fealname’ financial system, scrapping proposed limitations of land
awnership by big business, and easier Lax laws.5®

The Hoh government also continued to provide bail out funds 1o
business. It sustained a major rescue operation started by the previous
Chun government. This restructuring effort took place in six episades,
between May 1986 and February 1988, involving 11,418 billion won
{about $14.27 billion at prevailing exchange rate) worlh of assistance5?
The availability of new funds to render business more independent of
state resources may have continued in the Roh penod. Total foreign
direct investments increased to $2.76 billionin the 1887 to 1901 period
from aboul $687 million in the previous 1982 to 1986 span.'®

The "attack-retreat-compromise-suppart-bail out® patternappears o
nave caused the breakdown of the governmentof Kim Young Sam, South
Korea's firstcivilian leader in 32 years. lmmediately after his inauguration
in February 1993, he made public his financial assels and g
everybody in his government to do the same. Several top officials,
including the Speaker of the House, the Supreme Court chiel justice, the
prosecutor general, proved to be oo wealthy, and the head of the National
Police: had to resign. Within manths after the inauguration, nearly 1,500
public officials were arrested, fired or reprimanded. He also announced
the enforcement of the "real-name®  financial transaclion system in
August 1992 and declarad that he will not acoept political donations from
business, The said system covered all financial transactions includirg
bank deposits, cash deposit certificates, stocks and bonds. All accounls
under aliases had o be converled to "real names® within a designatsd
period with the risk of severe penalties. The system will adversely affact
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the many who had stashed away illicit funds, either in tax-evading profits
of btibes. While some alleged that Kim’s sudden move was politically
motivated because it could destroy the power base of his erstwhile allies
Irthe Chun and Roh regimes, there had beena long clamarforthis change
for ather reasons, The enforcement of the system, proposcd as early as
1920 but unimplemented by the previous povernments, will cut off the
route of illegal donation of political Tunds by businessmen. ™t

The implementation of the above system was lollowed up by the
passage of new electoral laws inMarch 1904, The newelectaral campaign
lepwy increased government subsidies to political parties and candidales al
all levels, ITthe legal limit far campaign funds was violated, the candidate
is to forfeil victory even if relatives or staff members were responsible for
the infraction. Meanwhile, the Law on Political Funds greally improved the
chances of opposition candidates 10 collect donations by ensuring the
anonymity of recipients. The "real nama' system, coupled with the
provision in the campaign law permitting public inspection of candidates’
ank accounts, made it very difficult to exceed campaign expenditurs
limits, Nonathaless, a laophols is provided By the absence otlimits on the
cxpenses of party headquartars on a candidate's behalf. ™=

Armong Kim's earliesl political reforms was directed al cleansing Lhe
South Korean military. Anillegal privale clique, the Hanahoo, wilhin the
armywas discovered and dismantlad. This group had been organizedin the
LY Os with Parks tacit approval, and bolh Chun and Roh belonged Lo it
Several lop militany officials were also prosecuted amid strong allegalions
of corruption in the purchase of billkon-dollar worth of combal airerafll and
ather war malerials.”* An arms-length relationship with big business was
also developed sleadily. Kim's first economic package had a pro-small
business ias, some 1.3 billion i low-inlerest loans were macde availabls
farsmall companies who were also given preferential treatment in issuing
corporate bonds.™ Apart from refusing to accept contributions from
chaecbols, Kim also moved against several tycoons, though these could be
seenas polilically motivated. In April 1884 former Daswon chairman and
one of Kim's rivals in the 1992 presidential elections Chung Chu-young
was sentencead 1o a Lhree-year jail term. Prior to this incident, Kim Sung-
yon.of Korea Explosive had been convicled for illegal foreign exchange
salling, while Pak Tae-chun, ex-chairman ofthe Pohang Steel Corperation
(POSCOS, was indicted for accepting a bribe. Both were palitizally
opposad o Kim Young Sam within the Democratic Liberal Party.”"
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Al of these thrusts came 1o a head with the trial and sentencing of
former presidents Chun and Roh and severalchasbol tycoons for charges
connectad with Chun's capture of powerthrough a 1879 coup, the 1880
Kwangju massanre, graft and bribery. In late August 1998, Chun was
sentenced 1o death for masterminding the 1979 coup and the 1880
massacre of pro-demoecracy supporters in Kwangju, while Roh was o
be jailed 22.5 years also for mutiny and treason. Both were also fined
$628 million, equal to the amount they ware convicted of illegally
pocketing while inoffice. Nine of the countny’s top tyceons were found guilty
of bribing the former presidents. Four of them — Choi Won-sul, head of
Dong-An: Kimnm Woo-choong, Daswoao chair; Chang Jin-ha, linto group
head; and Chung Tac-soo of Hanba — were orderad jailed. Fiva olthars —
Lee Kun-hee, Samsung chair; Lee Joon-young of Daelim; Kim Joon-ki
of Dongbu; and Lee Kyung-hoon and Lee Kun, both Daswon executives
—were given suspended sentences. Several olher co-defendants were
given lighter sentences.”  Even before the Augusl 1996 courl ruling,
Hanbo group chairman Chung Tae-soo was jailed for bribing Rah in
1a@n,

Samsung chair Les was given a suspended sentence by virtle of his
recant alection o the international Olympic Commitlee (1OC), There isa
strong and widespread beliaf, however, that the ycoons who received
suspendad sentences were Kim Young Sam supporters. Daewao chair
Fim and construction gianl Dong-Ah head Choi wers apparent recidivists:
both already got suspended sentences in 1994 for bribing fovernment.
afficials in connection with multi-billion daliar nuclear plant projects.”?

Chun and Raoh immediately appealad their sentences. Most South
Kareans ars convineed thal President Kirmwill either pardon Chun and Roh
or commute their sentences In the run-up 1o the 1997 presidential
elections. Notwithstanding the outcome, the August 1996 sentence
represents avery clear lurning pointin the Kim government's relations with
big business as well as with pravious regimes,

Conclusion

Over three decades, fram the 1960s to the 1980s, sucoessive Soulh
Forean regimes from Park to Roh used finance as a major industrial palicy
ool The mechanism Lo induce big business Lo invest in sectors that
sovernmentconsidered stralegic orimportant was selective cradit allocation
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B While the chaebols hecame
dependent and receptive tn state
initiatives, the state in turm became
part hostage 1o them, As these
business grew further in sise and
political strength, thanks o state's
nurturing, their size fias now
proome o liability as their continued
vialility has turned into a matter of
great significance to the country's

gronomie and political stability.
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— a massive casea of slale assignment of
rents. The South Korean stale was abio 1o
assign largesse Lhrough its control of
finance. While this gnip on finance may
represent the epitome of state strenglh, it
likewise, betrays the weakness of slale
power. While the chacbols became
dependentand receplive loslala initiatives,
the state, inlurn, became parthosiags o
them. As these business grew Turther in
sizeand political strenglh, thanks Lo stale's
nurturing, their size has now become a
liakility as their conlinued viability has
turned into.a matter of greal signiflicance

o the counlry's economic and political
stability. The state had o stand ready to
bailtherm out as a group even as individual firms were allowed o go under
an oecasion, ™™

In truth, the resolutenass of the Park regime in establishing close
cooperative relations with big business masked ils own weakness right
from the start. Lackinginternal capahbility as well as deterred by ideological
reasons to ape the centrally planned economies, the Park regime had to
enlist the help of the cfaebol Lo ensure rapid industrialization, Similar to
Lhe Soviel-lype poliies, Park opled for hol-house industrialization for
political and national security considerations. As Jungja Lea™ points aut in
an excellent comparative study of industnalization and political
mslilutionalizalion in South Korea and Taiwan, the less gradual and more
dirigiste direction that South Korean industrialization took relative Lo Lhe
Taiwanese path is a mere reflection of lower level political institutionalization
in South Korea. To illustrate, contrast the relative longevity of the
Kuomintang and l2ss roublesame Taiwanesa ransilion o democracy Lo
the short shelf lives of ruling political parties {contemporaneous with
ineumbent presidents)®! and rougher democratic transilion in South
Korea.

While changes were undervay during the Roh regime, the Kim Young
Sam administration represents a elear end of an era of close state-big
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business relations. Growth of the chasbo! paralleled the growth and the
maturation of the South Korean economy. The end of the ara represants
the maturation of the economy with South Korea recently welcomeadas the
28thmemberof the exclusive industrial club, the Organization of Econgmic
Coopearation and Development (OECD). With a population of 4.5 millicn
and a 194895 G0P of $455.5 billion, South Korea isthe ninth largest OECD
economy.® Theterms of the sword-won alliance had 1o be redrawn. The
maturation of the economy also maant the maturation of the chaebo!, Big
businessis no longer as dependent on the state for finance as before, The
lezserning of dependence by the chasbol on state finance started in the late
12808 and has reached & new height as South Borean capital, rather lhan
Just manufactured goods, are now Deing exparted oo many parts of the
globe, In the first cight months of L2996, approved offshare investment by
South Korean firms totaled 1o $3.7 billion, a hefty 48 porcent rise from a
year eatlier®® While Asia {with $1.95 billion) remained the favored
destination, Narth America, Europe, and Latin America weare not immune, 4

The contours of the new and emerging South Korean state-big
business refation will have to be unearthed by future resaarches,
Neonetheless, this quest is best served by a realization that a chapter
has been closed and a new connection is unfolding,
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cordicg o an estirrate, at the end of 1924 the unregulated money market held
A3 Elicn won  of outstanding wansactions cormpared o total dank logns ol B3
Billkor won  and & meney supply of 48 billken won, (Hamilton 1986: 47

3¢ Harmilton,pp;  45-47.

38 B. &, Chol, 19530 28-29,
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