Chapter 4

‘“‘Chaebol’’-Led High Growth System
in South Korea

Yukiko Fukagawa

Introduction

Sustaining the high growth for 35years since the first economic plan,
South Korea finally joined the OECD in 1996. During the developing
period, it has been highly praised for the success of the export-orient-
ed development strategy, but at the same time, it has been often
slapped with the criticism for the powerful government intervation.!
In recent years, when asked as to why South Korea has been able to
maintain the international competitiveness despite government
dominance, the answer has been standardized that while the govern-
ment did intervene to provide various support, it has never spoiled
the companies picked-up. However, this analysis may serve as an an-
swer regarding the relative role of government in comparisons with
Latin America and elsewhere, but does not necessarily answer the
question posed by another fact in the South Korean economy; why
the ‘“‘chaebol’’ (Korean big business conglomerates) continue to en-
compass such large numbers of less competitive firms and remain
financially weak? as a result of protection even today. In fact, the
South Korean government did spoil the chaebols, but at the same
time created institutional arrangements between the ‘‘chaebol’’ and
its own agents, that is, the government-owned financial institutions.
Would it be difficult to assume that the South Korean production sys-
tem, as represented by the ‘‘chaebol’’, have maintained their com-
petitiveness thanks to support by an aggregated instituational arran-
gements, that is, the economic system? Above all, in this article, the
arrangements between the government and ‘‘chaebol’’ will be exam-
ined to discuss the implications of Korean’s experience.
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1 Designing the Economic System

1.1 Growth and Independence

The economic development of South Korea has been extremely dis-
tinctive in nature, in that it has been created on a strong commitment
toward growth and economic independence, which were driven by an
export-oriented and government-led strategy. First, it was the Park
Chung Hee administration which seized the control over the govern-
ment in 1962 by a coup d’état and launched the country’s first eco-
nomic plan. The government considered high growth to be crucial
for beating North Korea (Democratic People’s Republic of Korea) in
the competition for economic development, and for establishing and
reinforcing the legitimacy of the administration-which had come to
the power without taking democratic procedure. The priority of eco-
nomic policies has been, therefore, always consistently given to faster
growth rather than balanced growth by checking inflation and the cur-
rent account deficit. South Korea has been highly growth-oriented.
After the first oil crisis, South Korea stared to evolve out of its labor-
intensive industries by building heavy and chemical industries (HCI),
and after the second oil crisis shifted from HCI to high-tech indus-
tries. In response to the external shocks to the system, efforts were
concentrated on sophisticating the industrial structure relying basical-
ly on “‘big push’’ policies. The efforts for controlling the aggregate de-
mand has often terminated in very short periods. Sustained high
growth in this pattern has ensured better employment and steady in-
crease in real wages, and improved working conditions, no matter
while the democratization and labor movement have been politically
suppressed and social policies such as social security and health insur-
ance were de facto postponed until the late 1980s.

Secondly, the early economic development was stimulated by two
major external factors: American aid and Japanese reparations.
Naturally because of this reason, early Korean economy has had to
depend heavily on the two giants: American and Japanese econo-
mies. In particular, it has suffered a continuous deficit in its trade
with Japan from which it imported capital and intermediate goods.
The Park administration, which overrode domestic opposition to re-
store diplomatic relations with Japan, has been constantly attacked
by the opponents for ‘‘economic sub-ordination’’. This background
has pressured the Park administration to emphasize ‘‘independency’’
as another goal, besides high growth. Ironically, if trying to be in-
dependent from Japan with its full-set type industrial structure,
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South Korea herself would have to follow Japan to imitate the indus-
trial structure. The industrial structure was planned taking the lead
from Japan, and to achieve the ‘‘independence’’, the industrial poli-
cies has focused the manufacturing sector while relatively ignoring
the service industries. Direct investment bringing in the management
control by foreign owners was all channeled to the special export
processing zones, where foreign firms were obligated to export all
products, being separated completely from the domestic market. In-
vestment projects outside of the export processing zones were careful-
ly screened, while preferring technology imports to direct invest-
ment, loans to technology imports.? Due to the slow disclosure of the
“‘chaebol’’-affiliated large firms governed by their founding families,
the development of securities market has been stagnated. It was not
until the 1990s that a real attempts were made to introduce global
money by opening up the capital market.

1.2 Export Orientation and Government Initiative

Strong commitment toward high growth and independency has been
sustained by two invention: the shift towards an export-oriented
strategy and the sophistication of the government-led system. The ex-
port-oriented strategy was an innovative one first adopted by the
Park administration, while the system of government control was
rather inherited and path-dependent. However, the two factors rap-
idly complemented each other and formed a system conducive to
high growth. The reason is first, at the time when economic develop-
ment plans were implemented, primary import substitution had al-
ready compledted with the saturation of the domestic market, and
the foreign reserve position had considerably deteriorated. On the
other hand, there were favorable market conditions externally (the
U.S. a market as an absorber for the final products and Japan with
its broad base of supporting industries and sources of technical infor-
mation). South Korea had no choice but to adopt an export orienta-
tion. Since the Park administration had no reason to maintain con-
sistency with the former administration, it was able to boldly switch
the incentive paradigm from import substitution to an export orienta-
tion and was able to mobilize even some of the entrepreneurs who
had emerged in the import substitution period into its export-orient-
ed strategy. When the growth of labor-intensive exports slowed at the
start of the 1970s, the government turned to the promotion of the
heavy and chemical industries (HCI) through industrial policies. The
ambitious plan covered the electronics industry—conceived of as the
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leading export industry to take the place of textiles—, petrochemicals
including synthetic textile materials, synthetic rubber in demand for
footwear, ferrous and nonferrous metals in demand for construction
and simultaneously promoted shipbuilding sector, and all other
material industries with an import substitution effect. These sets of
projects, however, were also promoted on a scale enabling export
competitiveness right from the start, and were not limited within a
scale of import substitution. At the same time, the intermediate
goods and capital goods required for export industries were freely im-
ported to a substantial degree, even after the construction of HCI
projects. Therefore, even in the 1970s as well, the incentive paradigm
was never switched fully to import substitution. It should be safe to
say that the export-oriented strategy has maintained consistently to
the present.

On the other hand, the starting points of capital accumulation in
Korea’s private sector before the first economic plan had been 1) the
land reforms, 2) the privatization of the colonial assets, and 3) the
influx of aid from both Japan and the U.S. Since all these manage-
ment were controlled by the government, the order by which the
government rather than the market allocates the resources had al-
ready been established at the beginning of the 1960s. When the first
economic plan was made, the blue grint was prepared by handful
elites of American educated professionals, who were basically liber-
als in their thoughts. However, the bureaucratic organizations and
the financial organizations executing the plan and the educational sys-
tem supplying the human resource for these organizations had inherit-
ed much from colonial Japanese legacy. The rapid spread of
Japanese-style basic education, which stresses the role of learning
over creativity, enabled the supply of large numbers of excellent qual-
ity workers, and at the same time bolstered the authority of the
bureaucrats who were selected relatively equally from the time of pri-
mary school education by written examinations. This open selection
process from the common background has contributed to reinforce
the control by bureaucratic authority and discretion rather than legal
framework.

On the other hand, the Park administration was also concerned
that the ‘“‘chaebol’’ must try to acquire the financial business as their
core, which had been privatized once under the Syngman Rhee ad-
ministration to grow into the ‘‘Zaibatsu’’ of prewar Japan, and there-
fore decided to renationalize the private banks. Since the central
bank had already been under the strong influence of the Ministry of
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Finance from the days of Japanese rule and the system had continued
as it was, the government was able to govern the entire financial sys-
tem effectively. As to take the heterodoxical export-oriented strategy
against the conventional import substitution strategy, both the pub-
lic and private sector corporated each other through human resource
(bureaucratic organizations) and capital (financial organizations),
trying to survive in the competitive, risky export market.

2 High Growth System and the ‘‘Chaebol’’
2.1 Cycles in the Political Economy and the ‘‘Chaebol’’

The export-oriented strategy proved to be a fortunate choice for
South Korea during 1960s and 1970s when the world trade was grow-
ing rapidly. The government and business, as is shown in Fig. 4.1,
repeatedly went through a polito-economic cycle of industrial promo-
tion — collusion between the government and business — economic
overheating and over-competition — change of administrations —
breakoff of collusion and industrial readjustment (liquidating trou-
bled firms) — business downturn — recession — new industrial pro-
motion — intensive support for the large, prominent firms — refor-
mation of collusion. And this repeated cycle created and developed
the ‘‘chaebol’’ organization which is very much suited for economy
of scale and scope to increase exports intensively.

In the 1950s, when industrialization started, foreign reserve, com-
modity aid, and other special government assistance = ‘‘special treat-
ment’’ were allocated on a preferential basis to the specific compa-
nies with close ties to the government. Since the mid-1960s after the
start of the Park administration, however, the system changed to one
where assistance was accessed by anyone with an L/C on a non-
discriminatory basis, and a broader base of entrepreneurs was suc-
cessfully fostered.* In the 1970s, then the coverage of the ‘‘special
treatment’’ of foreign loans and policy loans directed by the govern-
ment again became narrowed and the relationship with the govern-
ment turned to be a literally determinant for business performance.
Since the flow of capital among affiliated ‘‘chaebol’’ companies
could not be grasped by the tax authorities of course and could not
even be determined by the financial institutions, some of the large cor-
porations were able to make greater use of the ‘‘special treatments’’
by cross-holdings of shares among companies® to rapidly diversify
their businesses and to grow into ‘‘chaebol’’. In 1976, the sales of the
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10 largest ‘‘chaebol’’ stood at 19.8 percent of the GNP but reached
67.4 percent in 1984. Their share of shipments in the manufacturing
sector rose from 21.2 percent in 1977 to 30.2 percent in 1982. Once
the ““‘chaebol’’ organization started to grow, growth-oriented and ex-
port-oriented development strategies become largely dependent on
the “‘chaebol’’ as major players - which tends to further expand the
business size of the ‘‘chaebol’’. Conversely, small businesses as well
as large, but independent corporations not belonging to any “‘chae-
bol’> were rapidly driven from the domestic market.6

Precisely, the cycle of events at this time was as follows (see Fig.
4.1 again). First, when administrations change, the government in
almost all cases reassesses the ‘‘chaebol’’ (condemning the domina-
tion of the ‘‘special treatments’’ in the past), and the economy starts
to subside. However, when the economy slips into recession, unem-
ployment, bankruptcies of small businesses (not the ‘‘chaebols’),
other social problems are aggravated, and the government has to
search for means to stimulate the economy, ironically, the easiest
way to refloat the economy, is to assist the ‘‘chaebols’’, for they are
the very major players in the economic system. Further, the “‘chae-
bol’’ themselves had borrowed massive funds, so the sluggish growth
in sales due to the decelerated economy directly threatens their opera-
tions so that they strongly lobby the government to switch into the ex-
pansion policy.

Once assistance then begins, the ‘‘chaebols’’ compete each otehr to
acquire the ‘‘special treatment’’, and tend to increase the size of their
investments. Competition overheats the economy, and, as a result,
the financial institutions which had assisted these projects find them-
selves facing bad performing loans. Becoming conservative after this
bad debts, the financial institutions start to refrain from lending
funds to small businesses which have insufficient collateral and are
therefore considered high in risk. The small businesses are thus often
crowded out to unorganized financial market (curb market), and are
forced to raise funds at higher interest rates than the ‘‘chaebol’’.
These small businesses therefore lose their capital for technology in-
vestment and can no longer form the supporting industries at the lev-
el required by the ‘‘chaebol’’-affiliated export firms. If technological
advantage is admitted, there is a risk of hostile acquisition by the
‘‘chaebol’”’ with ‘their massive financial power, so that the small
businesses are lacking in the incentives to increase production or tech-
nology investment. When no longer able to overlook the burden on
the financial sector as well as the squeezed small businesses, the
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government once again moves to clean up the ‘‘chaebol’’ and restruc-
ture industries, by promoting take-over of troubled firms, either the
chaebol affiliated or independent, by providing financial support to
the leading firms. Though the acquisitors inherit the debts, they also
succeed the assets (often the real estate), so that in so far as the busi-
ness returns to the regular high growth circle with inflation, these
debts do not pose a serious problem. Rather, the increase in assets,
namely collateral, improves the credibility of the acquisitors to bor-
row more from the financial institutions, while the increase in the
scale of production reduces production costs to inerease competitive-
ness.

When a certain level of export is secured in South Korea in this
way, the cumulative effect is to stimulate the related demand attract-
ing investment, and therefore, bringing the economy into the high
growth track, once again. That is, the ‘‘chaebol’’ has functioned in
the production system as a designed mean, but also as a result from
the system for the two orientations: growth and export.

The small businesses are industrial organizations quite the reverse
of the dominant ‘‘chaebol’’. The creation of a relation between the
“‘chaebol’’ and small businesses is largely obstructed by the burgeon-
ing relationship between the financial institutions, which are agents
of the government, and the ‘‘chaebol’’. The evolution of production
systems takes place therefore as organized innovation within the
““chaebol’’ trying to internalize the supporting industries. The slow
pace of formation of production network and the weakness of the
supporting industries has emerged as a serious issue since the 1980s
when the leading industries shifted to assembly and processing type
industries such as household electrical appliances, automobiles, and
general machinery. However, in the end, the government was not
able to abandon the growth pattern propelled by the ‘‘chaebol’.

According to Kong (1994), who compared the relationship be-
tween the primary part suppliers and assemblers in the automobile in-
dustry—which needs wide range of parts—, South Korea learned
from Japan and organized ‘‘Keiretsu structure’’ to foster long-term,
consistent cooperative relations. However, while Toyota Motor has
300 primary part suppliers and a total of 12000 suppliers when includ-
ing secondary and tertiary ones and therefore has extremely mul-
tilayered business relations, in South Korea, in 1993 for example, the
largest company A (believed to be Hyundai Motor) had only 481 pri-
mary suppliers and, even including secondary suppliers, just 1120 in
total, giving it fewer layers and thus a more horizontal supply sys-
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tem. Further, in South Korea, there is little capital cross-holding or
exchanges of personnel between the assemblers and the primary parts
suppliers. As a result, transactions continue to be market driven by
short-term basis. Even the ‘‘cooperative groups’ were originally
speaking introduced from above by government advocacy and have
not rooted in the Korean production system to have great impact.

2.2 Formation of High Growth System

The cozy relations between the government and ‘‘chaebols’’, while
deepening along with the political and economic cycles, have formed
an integrated part of ‘‘high growth’’ and ‘‘export expansion’’ system
in the following respects:

2.2.1 Information Oligopoly

In South Korea, the political power concentrates heavily on the Presi-
dent. In particular, before the democratization in 1987, economic
policies had been dominated by a small number of people called the
“‘economic team’’, that is, Secretary to the President, Economic
Affairs, Chief of staff to the President (above the Bluehouse), the
Minister of the Economic Planning Board (EPB, present the Minis-
try of Finance and Economy) holding the power over economic plan-
ning as well as decisions over the budget (concurrently serving as
deputy prime minister), the head of the Ministry of Finance, etc.
Whenever there is a discrepancy between the Bluehouse side and the
government such as between the economic plans prepared by the
EPB and the separately announced heavy machinery and chemical in-
dustry declaration, the former has almost always overruled the latter.

On the other hand, up until the mid-1980s, most of the ‘‘chaebol’’
were still under the management of their original founders. Manage-
ment was not separated from ownership, and information and deci-
sion-making powers concentrates on the owners, that is, the group
chairmen and their assisting secretariats (planning and coordination
offices). Only naturally, that generation of founders had close per-
sonal ties with the President, but even later, the elites all shared a
common educational background—the higher level officials and
economists involved in the decision making process, the secretariats
and the staff of planning offices of the trading companies of the
“‘chaebol’’, which was the command centers of overseas business,
and the executives of the banks, public corporations, and industrial
corporations. A tight network of people was therefore established be-
tween the public and private sectors at the top level. Further, in the
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high growth period, travel overseas was restricted due to reasons of
conserving hard currency and public security concerns’, despite of
business opportunities substantially limited in the oversease markets,
and it was relatively easy to control the latest foreign information.

This information oligopoly worked to promote exports in the fol-
lowing points: (1) enabling quick and flexible response to the changes
in demand through a consensus reached by the public and private sec-
tors, and (2) the achieving an economy of scale through consistent, in-
tensive investment. Table 4.1 shows the dramatic changes of export
structure in Korea. In this table we notice that in all the businesses,
such as textiles, which continues to be competitive, and at an early
stage the wig, plywood, footwear, ferrous metal and other metal
products, and in recent years the electrical and electronics (household
electrical appliances and semiconductors), chemical products, in
which South Korea excels share the certain features as follow:

(1) mass production which technology is substantially embodied
in the facilities themselves,

(2) greater chances for rapid price change through market fluctua-
tions and introduction of new model of equipment,

(3) the importance of scale for production capacity and delivery
over quality improvement,

(4) the possibilities for an material procurement within South
Korea, and

(5) less need for after-sales service.

That is, decisive investment at a proper timing and efficient operation
of production facilities can be viewed as having served as the advan-
tage of the international competitiveness in Korea. While not in the
manufacturing sector, overseas construction, which grew rapidly
starting in the late 1970s, succeeded mainly for the similar reasons in-
cluding collection of information, tactics in securing orders by excel-
lent network between the public and private sectors, the ability to
raise the required funds and capital, and the shortened project
period.

The emergence of intermediate bodies such as Federation of
Korean Industries, the counterpart to Japan’s Keidanren, and indus-
trial organizations such as Export Associations, and other semi-offi-
cial bodies, led by the economic growth, has further developed this in-
formation network.

First, the exclusive information network benefited the ‘“chaebols”’
naturally by reducing the new competitors for the “‘special treat-
ment’’, and therefore by carrying out the ambitious investment for
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exports. Since it was occasionally the case that the government set
specific targets for the private sector and demanded the cooperation
of major companies for industrial adjustment and liquidating the
troubled companies, private companies found the intermediate or-
ganizations of increasing importance as a place to lobby the govern-
ment. On the other hand, the government also used the intermediate
organizations as plum places for jobs for retiring officials and milita-
ry officers and to obtain objective and precise information on the
major firms and industries. Making the information channels be-
tween the public and private sectors in this manner, the intermediate
organizations contributed to the swift, flexible, and accurate selec-
tion of industries targeted for promotion, by collection of relative ob-
jective statistics and projections from their neutral position.

2.2.2 Strong Financial Incentives

In parallel with the strong information oligopoly, the government
maintained direct control over financing. The private banks which
were all nationalized during the Park administration were privatized
again in the 1980s under the Chun Do-Hwan administration, but the
shares hold by the ‘‘chaebol’’ were limited strictly to under 5 percent.
Even today the government exercises strong influence over these
banks. In particular, up to the 1980s, the Korean financial system
had had the major features as follows:

(1) the intensive use of policy loans,

(2) artificially low interest rates, and

(3) existence of an unorganized financial market as a real market.
The government tried to guide the ‘‘chaebols’’ to targeted industries
by providing large financial rent to the large corporations which were
already able to access regular finance. The National Investment Fund
(NIF), which was a typical policy loans relied 40 percent of its fund-
ing in bank investment and the remainder from postal savings etc.
Over 70 percent of the NIF was allocated for the heavy machinery
and chemical projects. From 1972 to 1980, an average of 47.7 percent
of domestic credit was used for policy loans, and in the same time
period, the gap in the interest rates between policy lending and gener-
al bank loans exceeded 5 percent. Often, the interest rates would even
dropped in to be negative. Further, anyone exporting could also ob-
tain preferential export financing, so the financial incentive to compa-
nies was a major factor stimulating ambitious heavy machinery and
chemical projects. Even if the ‘‘chaebol’’ rushed for the rent, as ex-
plained above, to crowd out the small businesses, the technology for
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capital intensive industries was embodied fully in the production
facilities, and the supporting industries were able to rely much on
that in Japan, so that there was no constraint for business expansion.
However, each time bad performing companies were liquidated, or
the investment projects are reconsidered, the banks were forced to in-
crease policy lending which led to accumulate bad performing loans,
and the banks had to rely lending from the central bank chronically,
shrinking its reserve in vicious cycle. The financial sectors were
repressed in the economic system.

There were two reasons why growth based on financial incentives
could be sustained despite the distortions. One was that since the
country relied on overseas savings for most of the capital, the
projects were at least partly monitored by international institutions
and foreign banks, and it was necessary to keep a certain credibility
to withdraw additional loasns from the foreign banks including oper-
ation funds etc. Therefore, sufficient attention was paid by both the
public and private sectors to using investment efficiently, in particu-
lar, to shortening the time for construction of production facilities,
efficiently distributing raw materials, goods, and energy, and reduc-
ing inventory burdens. The symbol was the brilliant success in steel in-
dustry, which cut effectively the costs by strikingly reducing the con-
struction terms, and the shipbuilding industry, which went after ord-
ers while building the docks simultaneously.

Second reason was that despite of the financial repression, even the
unorganized financial market functioned in practice as an investment
supporting system for the large corporations. Considerable risk was
expected when Koreans started to build the heavy machinery or chem-
ical industries in the competitive world market with less accumula-
tion of technical know-how. However, companies which had given
enough financial rent from the government were able to invest part of
that into real estate to hedge against inflation or divert some of the
funds to the unorganized financial market and earn high interest. The
government was relatively generous about the ‘‘chaebol’’ when it
comes to how they actually used the funds, but at least carefully
managed the investment projects themselves through industrial poli-
cies and strict exchange controls, so that these funds did not fly in to
‘““‘unproductive’” industries or to overseas. Further, fiscal policy was
kept consistently conservative in nature, so while there was relative
leeway in fiscal affairs, the destruction of the financial market was
prevented. Unorganized financing continued to serve as part of the
de facto financial system up to the 1990s when the use of fictitious
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names in the financial system was prohibited legally.®

2.2.3 Adoption of Industrial Policies

It was the adoption of industrial policies that enabled the controlling
mechanism of information and capital to be polished into an econom-
ic system for high growth. The industrial policies changed the incen-
tive system of up to the 1960s in two points: One was that while ex-
port promotion incentives were given to all sorts of companies on a
nondiscriminatory basis, the coverage of the industrial policy was
limited to a specific group of companies. The other was that not only
the government financial aid, but a package of other incentives in-
cluding foreign investment laws, trade laws, and the tax resumption
system were integrated for promoting the designated industries. As a
result, the packaged incentives increased the intensity of ‘‘special
treatments’’ enjoyed by the selected companies.

With the focus of the policies, the government (and the banks) ob-
viously found the monitoring costs reduced, but at the same time
since the competition for the ‘‘special treatments’’ had been fierce
among the ‘‘chaebols’’ and much of that involved export projects, in-
ternational competitiveness was judged not only by the government,
but by the market. The government selected companies for the next
round of ‘‘special treatments’’ based on export increase, factory oper-
ating rates, and other past performance and was able to compare and
examine business results in great detail.

On the other hand, to acquire the incentives by a package, the
‘‘chaebol”’ also had to provide evidence of their achievements from
various angles, which resulted in a striking rise in their ability for
making strategic plans. It was indeed the organizational invention
the chaebols in response for the industrial policies that started to set
up ‘‘chairman’s office’’, ‘‘planning and coordination offices’’, and
the like, to be equipped with the human resources selected from best
college graduates or professionals with various expertise acquired
through later training. Even the ambitious leap into the heavy
machinery and chemical industries, in the case of shipbuilding and
the electronics industries, was a result of this exercise based on close
and careful examination and analysis by the public and private sec-
tors, especially trying to find out the division of labor with Japan.

Further, the ‘‘chaebol’’ competed so fiercely with each other to
win the incentive packages, that little business relations developed
among the ‘‘chaebols’’, and as a result, the ‘‘chaebols’’ sought for a
strategy to internalize all the necessary transactions within the group
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by integrating the upstream to downstream. This behavior has
caused endless competition and overlapping investment among the
‘‘chaebols’’ in petrochemicals, automobiles, and semiconductors in
the 1990s along with the abolition of industrial policies to control
them. In recent years, the negative aspects of this behavior have
manifested themselves more strongly. However, in the high growth
period South Korea was able to rely on Japan for most of its capital
goods and intermediate goods fully, which were determining the com-
petitiveness, and there was no incentive for subcontracting produc-
tion of these goods and creating networks of firms in view of the vari-
ous costs and risks in such transactions. With the relatively poor
production infrastructure and techniques for inventory control at the
time and the necessity for information management due to the fierce
competition among the ‘“chaebols’’, increasing one’s transactions wi-
thin companies outside the ‘‘chaebol’’ was conversely even dan-
gerous. The ‘‘chaebols’’ were motivated to substitute imports in line
with increasing demand, only in the case where they could internalize
the production and the necessary transactions. The strength of the
textile industry, where production stretching from synthetic materi-
als and textile machinery to the final apparel were set up for each
“‘chaebol group’’, is a typical example of this business pattern.

3 The ‘““Chaebol’’ as Production Systems

Under the incentive paradigm for high growth and export expansion,
the ““‘chaebol’’, which is characterized by two features—concentra-
tion of ownership and management and rapid diversification without
synergy effect—evolved into an organization well-fitted to the eco-
nomic system. First of all, the capital accumulation of the ‘‘chaebol’’
has been mostly originated in the relations with the government, and
the government’s intervention has been always powerful in either
terms, in the allocation of foreign reserve, aid, or banking loans for
liquidation of troubled firms or in industrial policies. Since business
activities were perfectly protected from the labor movement and the
exchange rate fluctuations by the government, they seldom were
faced with systematic risks rising from general economic fluctuations
except for sporadic events like the oil crises—risks forcing realloca-
tion of management resources. On the other hand, there has always
been the typical unsystematic risk in relations with the administra-
tion, for there was no knowing when and in what form the political
demand or claims would fell on them. The obvious thing was that the
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government strongly wanted to build a full set type industrial struc-
ture at a national level.

Since business performance was more influenced by ties with the
government, rather than market judgement, diversification was the
least risky strategy for the ‘‘chaebol’’, even without technical syner-
gistic effects, showing a cooperative stance to the government to
reduce the unsystematic risks.

The ‘‘special treatments’’ and an acquisition of the liquidated
firms in any of the diversified fields expanded the size of the ‘‘chae-
bol’’ groups as a whole, for the capital flow within the group was un-
restricted due to crossing-holdings of the equities and the interven-
tion of the curb market. Following this pattern, the ‘‘cheabols’’ grew
to be ““too big to fail’’, and the diversification turned to be not only
the least risky, but actually the very effective strategy for expanding
and defending business.

Also, when the tie with the government is so crucial to the manage-
ment, it should be natural that the people will grasp the management
control, who will be able to participate the information oligopoly
structure, sharing the network and negotiating with the government.
Founders of the ‘‘chaebols’’ up to the Park administration have been
highly praised for their management skills by the Presidents,® and it
was unrealistic for the salaried managers to challenge them.

Further, even as the generations changed, compared with the days
of the founders who had often started their business with nothing,
the second generation owners had common educational backgrounds
with the government elites and their own company staffs and further
a broad ranged network develops through the ‘‘chaebol’’.

Second, the intensive rent from the financial sector was closely
related with the promotion of capital intensive industries, of which
the success lies in the conditions of facility introduction and the oper-
ation, as well as a slump in R&D activities. When South Korea was
growing fast, the cost of introducing technology was inexpensive.
And rather than bearing the risk of R&D activities, companies found
it much safer to introduce the latest production facilities and start up
operations in a short periods if time. As repeatedly stressed by Am-
sden (1989), the wellspring for the growth of the Korean economy
has been in learning, not in technical innovation. Once modern, giant
facilities were introduced, the economy of scale came into play and it
was possible to increase ‘‘latent assets’’ through generous allocation
of industrial sites in continuing inflation. Thereby, the materials in-
dustries, which were susceptible to market fluctuations, and the
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machinery industries, which were easily hurt by ups and downs in ord-
ers were all sustained in this mechanism. The fact that since the late
1970s, the government has been unsuccessful, despite the desperate
efforts to get companies to release the land to hold down inflation,
should be easily understood in this structure: the balance sheets of
firms have been bolstered by the use of real estate to quite an extent.

With this system in effect, when not being able to draw upon “‘spe-
cial treatments’’ and the company’s performance deteriorated, the
ability to save the firms either by disposing real estate or raising funds
in the curb market hung on the credit standing of the founders and
their families. This was another reason for little progress in separa-
tion of management from ownership. With financial rents so large
and the ability to raise funds considered most important, what was
sought about managers was the decision making power, which was
identified as the fund raising ability in negotiation with the govern-
ment, as well as adjusting the resource allocation among the affiliated
firms. Rather, there was no rationale for bringing professionals with
skills in technology or organizational management to the top manage-
ment. The family management was actually effective in the economic
system.

Third, the ‘‘chaebol’”’ are massive organizations sustained by a
complicated web of cross-holdings shares among the affiliated firms.
Cleaning up a ‘‘chaebol”” which has reached a certain size has tremen-
dous effects on employment and financial sector as seen with the case
of the Kukje Group in 1980s.10 This is because even if a ‘‘chaebol’’
ends up encompassing non-competitive businesses resulted from reck-
less diversification, it is structurally impossible to evaluate just each
affiliated firm separately by themselves and let them leave the market.
Fearful of the impact, even when dismantling the Kukje Group, the
government took the traditional approach of having the affiliated
firms taken over by other ‘‘chaebols’’—debts and asset including em-
ployees. Therefore, the dismantling of the Kukje Group in the end
only served to further enlargement of the top ‘‘chaebol’’ which acted
as the absorber. Since then, because of this painful experience, there
has not been one single case of liquidation among the 10 largest
““chaebols’” for over 15 years. However, so long as this memory
remains both in the government and among the chaebols, the inertia
of strategic complementality remains to expand the size of the organi-
zation,

Further, it is assumed that if there is no risk of liquidation for the
‘‘chaebol’ firms, a business with a certain scale of operations finds it
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better to do everything by itself rather than having outside contract,
taking troubles to negotiate prices with the other firm and checking
deliveries often delayed by labor conflicts. Therefore, both from the
risk of liquidation and from maximization of ‘‘special treatment’’ wi-
thin the group, it is more advantageous to promote horizontal diver-
sification than to specialize into cereain business, dealing with the
other ‘‘chaebols’’. This strategy has been adopted by almost all of
the ‘‘chaebols’’. Due in part to the fact that the South Korean
economy had not matured yet, there has always been a large room
for growth of the domestic market, and due to the comparative ad-
vantages in foreign exchange and real wage carefully sustained for ex-
port, it has mattered whether there was any synergistic effect among
the diversified sectors.

4 Assessment of Korean System and the Outlook

4.1 Assessment of Korean System

As alluded to up to now, the economic development of South Korea
has heavily reflected various country-specific factors including a polit-
ical tension with North Korea. In addition to these, the external en-
vironment at the time, was considerably different from the present,
when the expansion of world trade was recording the peak and when
the era of global money had not yet arrived, was considerably differ-
ent from that faced by developing countries today. This model may
therefore be difficult for other countries to apply as it is. However,
while instructive by providing extreme examples, the experience of
Korea shows that despite the financial repression due to massive use
of policy loans, the concentration of economic powers by ‘‘chae-
bol’’, and the other problems already suffered by many developing
countries, once the certain level of economic system is established, it
enables external shocks to be borne well and a considerable degree of
economic development to be achieved. This is attested to by two
points.

First, while not a few developing countries find it difficult to sus-
tain consistent policies, Korea’s strategy has always been clear con-
centrating on production expansion and on the reduction of costs
through exports, as well as flexible adjustment of the industrial struc-
ture. This consistency has contributed to yield various institutional
arrangements. For example, since the era of heavy and chemical in-
dustries, the government has provided powerful rent and private in-
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vestment has often been excessive. However, the ‘‘chaebol’’ struc-
ture, through its cross-holding of shares, has given rise to enough
financial strength to survive until world demand recovers and, if the
business opportunity is not allowed to slip by, the scale of the invest-
ment as well as the vintage of the facilities start to guarantee the com-
petitiveness. The financial system, which together with the curb mar-
ket and real estate investment has served to lighten the interest bur-
den and the risk for ‘‘chaebols’’. The information networks of the
general trading companies internalized in the chaebol organization!!
or other intermediate organizations linking the public and private sec-
tors, and finally, the ‘‘chaebol’’ organization itself, with its high rate
of in-group manufacture and concentration of decision-making pow-
er at the top, have developed and served for the flexibility of the eco-
nomic system.

The second point is the strong awareness of the linkage with the in-
dustrialized economies—in South Korea’s case primarily Japan. To
sustain growth based on increased financial rent, investment must be
efficiently realized. There is no room for promoting skill intensive
supporting industries which take time but are difficult to prospects
for Korea in a high-growth period. In these industries, the neighbor-
ing Japan is far in the lead and Korea has been able to maintain com-
petitiveness by aggressively introducing its latest facilities and mak-
ing thorough use of Japanese supporting industries, that is, creating
production network with Japanese industries.

On the other hand, with the continuing high growth, educational
levels have improved drastically, and the number of engineers has
soared contributing greatly to more efficient plant operations. During
the establishment of the heavy machinery and chemical industries,
there was a sharp rise in university students majoring in metallurgy,
while during the period of promotion of high tech industries, the
number majoring in electronics soared. This flexible distribution of
human resources laid the groundwork for the rapid absorption of
technology along with the practical training given when the engineers
were dispatched in large numbers to the plant manufacturers and
related industries in Japan. In terms of Japan, South Korea’s ““orien-
tation toward self-independence’”’ has acted less as unrealistic
nationalism but more in the direction promoting the realistic selec-
tion of industries with an emphasis on an international division of
labor. Korea had been the only country in Asia other than Japan
which attempted to make a supplier of heavy machinery and chemi-
cal products up until the 1980s, so South Korea’s exports have been
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boosted by each successive round of Yen appreciation, and to lead
greater productive capacity and improving competitiveness.

4.2 Outlook

Since 1990s, South Korea had eased its regulations, but with its mem-
bership in the OECD in 1996, it will be further pressed to open up its
markets and liberalize its economy. The two main supports for the
high growth system, suppression of labor movement and foreign ex-
change control has almost gone. The former, disappeared along with
democratization, and the latter changed to allow greater fluctuation
and saw gradually lessened intervention while maintaining a
managed float. When the advantages in wages and exchange rates
were guaranteed by the government, it was easy to secure a certain lev-
el of competitiveness only if the operation of production facilities em-
bodying the latest technology is suitably progressed. This was why
while the Korean economy repeatedly encountered difficult times, it
has managed to sustain high growth by introducing new industries.

However, as the shortage of labor eliminates the advantage in
wages and controls over foreign exchange are being eased, it is not
possible to cope with the massive changes in domestic and overseas
conditions under the traditional system. The fact that since the Roh
administration, nature of the ‘‘chaebol’’, the centerpieces of the an-
cient regime, organization with rapid diversification has been called
into question is a manifestation of this issue. In particular, the open-
ing up of the financial and capital markets pledged to the OECD will
have a major impact on the weakest sectors of the high growth sys-
tem. The financial rent created among the government, banks, and
“‘chaebol’’ will be pressured to be substituted dramatically by techni-
cal incentives, while the goals set by sales volume will shift toward
profit survive.

The Korean economy has entered a downspin since 1996, and there
was a concern over the macro balance after making OECD member-
ship. Since high growth was sustained up to 1995, however, in fact
there were still only a handful of claimants of a ‘‘serious turning
point’’12 even in Korea. And those who took the slowdown in growth
which began with the OECD to be structural were still not the majori-
ty. However, there are only five years left to prepare the OECD
pledge of a plan for fuller liberalization. It will not be easy by any
means to ‘‘incrementally’’ dismantle the old system, in particular the
financial system, built up over the past 35 years. The slogan of the
“‘chaebols’’, which thrived under the old system, is now calling for a
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“second founding’’. The Korean economy as a whole will be pressed
toward a “‘second founding”’ of a system, autonomously controlled
by market functions, and international standard.

Notes

1. Up until the 1980s, there was a large difference of opinion regarding the
role performed by the government in economic development, even within South
Korea. It ranges from groups denying the role based on the sub-ordination theo-
ries to self-praising affirmants primarily from the government sector, but ap-
pears to have closed somewhat after democratization. For example see Sakong Il
(1994). While somewhat based on hindsight, Amsden (1989), (1995) stressed that
even among the same authoritarian governments, the South Korean government,
compared with the Latin American countries, has managed to enforce a dis-
cipline of efficiency on the companies (the ““‘chaebol’’) and gives high marks to
the role played by the government.

2. The South Korean government has repeatedly pressured the major ‘“‘chae-
bols’’ to improving their balance sheet, in particular, with regard to heavy debts.
The average debt ratio of the companies belonging to the four large ‘‘chaebols’’
in 1990, the year when the “‘chaebol’’ policy was overhauled, was 240.5 percent
in the lowest group, Hyundai (ratio of owned capital 23.2%) and 579.6 percent
in the highest group, Samsung (19.2%).

3. For example, the weight of foreign direct investment in the gross capital
formation was, in Korea’s case, just 1.0 percent since 1973, when foreign invest-
ment began to be solicited seriously, to 1994. This is far smaller than 23.2 per-
cent of Malaysia (1981 to 1990), and also the 4.2 percent of Taiwan, which had
industrialized earlier (1970 to 1994) than Korea.

4. For the approach of the ‘‘chaebols’’ to government incentives, see F ukaga-
wa (1994).

5. For example, the ‘‘chaebol’’ were able to increase their businesses in the
following way by cross-holdings of shares. The example of the following figure
shows how capital of 10 billion won gives rise to a paper increase of 17 billion yen.

Parent company of group
I 10 billion won

Company A — 6 billion won — Company B
1 t < 5 billion won « !
2 billion won 1 billion won
l 1 billion won J
| !

Company C — 1 billion won <« Company D

Nominal increase Paper increase Real increase

in capital in capital in capital
Company A: 16 — 8 = 8
Company B: 7 — 6 = 1
Company C: 3 — 2 = 1
Company D: 1 — 1 = 0
Total 27 — 17 = 10
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6. Taking as an example the case of 1994, of the top 100 listed companies in
sales in Korea, three were public corporations. Of the remaining 97, 93, or all ex-
cept for four independents not belonging to any ‘‘chaebol’’, belonged to certain
“‘chaebols’’ in some way or another. Further, of the 93, as many as 52 were the
affiliates of the top five “‘chaebols’’. This shows how large the top ‘‘chaebol’’ are
(Fukagawa, 1996).

7. Passports had not freely been issued in South Korea until the late 1980s.

8. How large an economic effect the curb market used to have is shown by
the measure to freeze private debt taken in 1972 (so-called ‘8.3 Measure”’).
Faced with the rapid deterioration in the financial standing of businesses due to
over-investment, including of large corporations forming themselves into ‘‘chae-
bol’’, the government drastically lowered the interest rates on credit and froze
the curb market.

9. Descriptions of personal dialogue with the President always appear in the
memoirs of people like Lee Byong-Chul (Samsung Group) and Chung Ju Young
(Hyundai Group), who have been questioned several times over their illicit as-
sets. While their purpose was to make their profit, they also shared the goal of
competitive industries serving for the state”’.

10. The Korean government implemented the 5 programs for liquidation of
troubled firms since 1985. In the dismembering of the Kukje Group, which at the
time was the seventh largest ‘‘chaebol’’, due to fears over the effect on employ-
ment, the government provided special loan and other government assistance to
sell the affiliates of Kukje Group in pieces to ‘‘chaebols’’ with more leeway. It is
a known fact that Daewoo, which took over the construction division, that is,
Kyong Nam Enterprises, diverted the financial aid for the investment in a new
line of business, automobiles, instead of using it for rebuilding the acquired com-
pany. However, it was never called to question by anyone.

11. Korea’s general trading companies differ from those of Japan in that
they have functioned for many years as the international department for the
“‘chaebol’’-affiliated firms. While transactions with unaffiliated firms, in particu-
lar, the turnover of goods of small businesses, has increased, as of 1996, these ac-
counted for only 20 percent or so of total sales. The increase of sales of affiliated
manufacturers sharing the same financial base has an effect on the trading compa-
ny itself.

12. A typical example is the speech as follows: ‘“The most important issue
facing our economy in the medium and long term is that while past growth fac-
tors, for example, low wages, high productivity, high investment motivation,
and easy introduction of technology, are gradually disappearing, but the new
growth factors, such as sophisticated technology, rationalization of manage-
ment, improvement of the industrial organization, and rational conversion of
the role of government, are often not being established, and our efforts toward
this end are insufficient as a whole’’ (statement of Cho Soon, the Minister of Eco-
nomic Planning Boad (in 1992)).
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