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Abstract

Korea’s state-led, bank-based and closed financial system helped generate its impressive development record from 1961 until the 1997 crisis. However, an ill-conceived liberalization process in the early 1990s eventuated in an IMF takeover in late 1997. Post crisis neoliberal restructuring, which moved Korea toward a globally open, capital market based financial system, has thus far failed to generate a sustainable economic recovery. It threatens to significantly lower Korea’s long-term rate of capital accumulation. Korea would be well advised to reject neoliberalism and adopt a modernized and radically democratized version of the traditional model, incorporating a state-led bank-based financial system with capital controls. 

JEL classification: G18; N25; O53

Keyword(s): Financial system; Korean crisis; Korean model; neoliberalism; economic restructuring
E-mail: crotty@econs.umass.edu; kklee@econs.umass.edu
1. Introduction

From 1961 through 1996, Korean real GDP grew at an average rate of 8% per year, while real wages rose 7% a year. Though the Korea people were burdened with an authoritarian and repressive military government for much of the era, there is no doubt that Korea’s economic system achieved a superb development record. Korea’s “miracle” triggered a debate between mainstream and heterodox economists about whether its success was due to an open economy and free markets or state economic guidance. As of the mid 1990s, heterodox economists were the clear winners. However, the Korean financial crisis of 1997 resurrected the debate. Mainstream economists argued that inefficiencies inherent in the state-guided model made the crisis inevitable, while revisionists insisted that the culprit was the destruction of the traditional model through excessive and ill-considered liberalization in the decade preceding the crisis. In late 1997 the IMF and the incoming President Kim Dae Jung declared that the mainstream critics were correct, and began a process of radical neoliberal restructuring in Korea. 

In this essay we argue that: Korea’s traditional state-guided, bank-based financial system, insulated from international financial markets through tight capital controls, was perhaps the institution most responsible for the Korean economic “miracle”; misconceived financial liberalization was the proximate cause of the crisis; and neoliberal restructuring of finance, labor and product markets over the past four years has failed to recreate the preconditions necessary for renewed long-term egalitarian growth. We conclude that neoliberalism should be rejected in favor of a democratized and modernized state-led growth model. A detailed treatment of all these arguments is available in Crotty and Lee (2001).

2. The Key Role of Finance in the Traditional Model 

Following a coup in 1961, the regime of General Park created the Korean state-led growth model. Government control of finance was crucial to its success. Commercial banks were nationalized, the Central Bank became an instrument of government policy, and special development financial institutions were established to facilitate state control of the allocation of financial resources. Foreign money capital played an important role in investment finance in the early decades, but the government maintained tight control over all foreign borrowing and allocated all foreign loans. 
The government used control of finance to maximize saving and the rate of capital accumulation. Interest rate liberalization in 1965 helped increase savings in government-controlled banks, and the establishment of several non-bank financial institutions (NBFIs) attracted capital from the informal curb market to the formal financial system. The state, not markets, allocated this rising volume of financial resources to specific industries, firms and technologies in accordance with its industrial policy. The general goal of industrial policy was the sustained creation of dynamic comparative advantage. Korean firms continuously moved into higher value-added products and adopted improved technology, creating enormous productivity gains in the process (Amsden, 1989). Preferential government policy loans were an integral part of industrial policy, averaging over 40% of domestic credit from 1973 to 1991 (Cho and Kim, 1997). The government not only offered cheap credit and temporary protection from excessive competition to targeted firms and industries, it demanded successful performance in return. If export and productivity targets were not achieved, financial support was withdrawn from the offending firms and forced mergers or bankruptcies imposed upon them. When faced with large exogenous negative aggregate demand shocks, as in the early 1970s and early 1980s, the government saw to it that adequate credit at reasonable interest rates flowed to the nonfinancial corporate sector, and it secured the reproduction of financially fragile but structurally sound firms. 

Government policy favored the development of large conglomerates called chaebol, which came to dominate both export and domestic markets. The rapid growth of the chaebol required high leverage so that they could accumulate capital at a rate far faster than internal funds would permit. This left the chaebol financially fragile, but state control of financial markets protected them against a sharp cutoff of credit. Chaebol dependence on bank credit in turn gave the government control over their activities, especially key investment decisions. The government cooperated and consulted with the chaebol to be sure, but maintained discipline over them as well. 

The Korean model, though imperfect, worked extraordinary well. The ratio of investment to GDP, less than 10% in 1960, jumped to 20% by 1967, and was over 30% on average in the following three decades. Total factor productivity growth was also impressive, averaging 1.5% annually from 1960 to 1994 (Bosworth and Collins, 1996). State control of financial markets was only one aspect of the Korean model, but it was central to its operation. As Chief World Bank Economist Joseph Stiglitz observed, Korea had “strong financial markets, which were able to mobilize huge flows of savings and allocate them remarkably efficiently” (Stiglitz, 1998, p. 2).

3. The Demise of the Korean Model: Financial liberalization and the Crisis

The financial liberalization that took place through the mid 1980s did not alter the basic character of the model. However, starting in the late 1980’s, both economic and political aspects of government-business relations experienced a series of radical transformations, each one reinforcing the other (Chang and Evans, 1999). The large chaebol had become economically powerful transnational entities much harder for the state to dominate, and they demanded greater economic autonomy. Meanwhile, free market ideology became ascendant, even within the state bureaucracy, as America-educated intellectuals urged a transition to a more ‘modern’ liberal economy. Ironically, even post-1987 democratization weakened the legitimacy of state economic regulation. The Korean people had such a deep hatred of the repressive military government that they saw state economic control as anti-democratic. Of course, powerful external forces, such as G7 governments, international financial institutions and multinational banks and firms, were aggressively pushing liberalization on Korea. 

All these forces encouraged the government to withdraw from economic regulation via liberalization. But financial liberalization drastically weakened the government’s power to regulate business. The chaebol were increasingly able to use uncontrolled capital markets and lightly regulated NBFIs, many of which they owned, to finance capital investment; they were no longer dependent on state-controlled bank loans. And foreign banks were now willing to lend to chaebol firms even in the absence of government loan guarantees. Thus, the state was losing its ability as well as its desire to control finance and investment as required in the traditional model.  Finally, in what proved to be a fatal error, cross-border capital flows were significantly deregulated. 

Thus, by the mid 1990s three crucial pillars supporting the efficiency of the traditional model – domestic financial regulation, tight capital controls, and control of chaebol investment spending – had been destroyed. Chang and Evans argue that “the dismantling of the development state was effectively finished by … 1995 (1999, p.29). 

Korea’s deconstruction of its traditional model through liberalization was badly managed as well as ill conceived. Short-term borrowing, both foreign and domestic, underwent the earliest and most extensive liberalization (Lee et al. 2002). Consequently, financial liberalization quickly led to a surge of what was soon revealed to be excessive capital investment funded by excessive debt, much of it short-term, and much of it foreign. The share of short-term borrowing in the financial structure of the top 30 chaebol increased from 47.7% in 1994 to 63.6% in 1996. Total foreign debt rose from $43.9 billion in 1994 to $120.8 billion in 1997; almost 60% of foreign debt was short-term. Korea had become a crisis waiting to happen. In 1997, several chaebol bankruptcies and the onset of the East Asian crisis triggered a foreign investor panic. Foreign banks stopped rolling over Korean debt in 1997, the won collapsed, foreign exchange reserves disappeared, and the IMF, much like the Big Bad Wolf in the story of The Three Little Pigs, came knocking at the door. 

4. Neoliberal Restructuring after the Crisis

Real GDP fell by almost 7% in 1998, but it grew by near 11% in 1999 and 9% in 2000. However, the recovery was neither complete nor sustainable. It was driven by: a transient though massive export surplus (which equaled 13% of GDP in 1998) brought on by recession and the collapse of the won; large but temporary government deficits; and the injection of enormous public funds into the financial system to prevent its collapse. With the recent onset of a global export slowdown, weaker government stimulus, and ongoing financial distress, real GDP growth fell to 3.0% in 2001, the slowest growth rate in four decades, 1998 excluded. Meanwhile, inequality and poverty have risen substantially. For example, the Gini coefficient rose from .29 in 1996 to .35 in 2000, while the ratio of the income of the top 20% of households to the bottom 20% rose from 4.7 to 6.8 over the same period. Ominously, real fixed investment in 2000 and 2001 was still 7% lower than in 1997, and real equipment investment in 2000 by large manufacturing firms – the core of Korea’s export economy -- was still 38% below its 1997 level. Korea appears to have moved to a permanently lower rate of capital accumulation. What went wrong?

External neoliberal forces found an enthusiastic ally in President Kim, who stressed in a 1985 book that “maximum reliance on the market is the operating principle of my program,” and “world integration is our historic mission” (Kim, 1985, pp. 78 and 34). The stated goals of the IMF-Kim team were to create a fully ‘flexible’ labor market (that is, smash the labor movement); let private capital markets allocate financial resources; break up the chaebol conglomerates; and fully open all Korea’s markets to foreign banks and firms.

To overcome strong potential domestic resistance to such radical economic restructuring, the IMF had to weaken labor and frighten the middle class. It first imposed austerity macro policy (including 30% interest rates) on the already reeling economy, reversing the traditional macro policy response to negative demand shocks. This caused an economic collapse in 1998 and a quadrupling of the unemployment rate. With labor reeling from an unprecedented rise in the ‘reserve army’ of unemployed, and the public disoriented from the economic collapse, the IMF-Kim team was able to impose its big-bang neoliberal restructuring program on the Korean people. However, the introduction of radical neoliberal restructuring in the midst of a deep recession was an extremely dangerous and irresponsible policy.    

All institutions involved in corporate finance were now in disastrous condition. The government was thus required to inject a huge amount of public money into the banking system. Public funds spent on financial restructuring through September 2001 totaled an astounding 29% of 2000 GDP. This huge infusion of public capital gave the government control over all important Korean banks, which in turn brought it control of the heavily bank-indebted chaebol. 

Tight prudential regulations for financial institutions were implemented immediately, in the midst of the collapse. Badly weakened commercial banks and NBFIs were required for the first time to meet the strict Bank for International Settlements capital adequacy standards – which no bank involved in corporate finance could do. As rising nonperforming loans (NPLs) and the collapse of asset prices shrank the value of their capital, banks and NBFIs had no choice but to refuse to renew expiring loans and stop new lending. This caused firms to further slash investment, wages, and employment, thereby aggravating the ongoing deficiency in aggregate demand. Restructuring thus changed Korea’s financial system from a facilitator of corporate investment spending and technology acquisition to a persistent drag on capital and technology accumulation.   

In 1998 the Kim government imposed an arbitrary and destructive mandate that the highly indebted chaebol reduce leverage by 60% within two years. Chaebol debt ratios did decrease, but primarily through a rise in equity, not a drop in debt. Nonfinancial sector corporate debt in 2000 was 23% higher than in 1996, and only 4% lower than in the peak year of 1997. As Table 1 indicates, restructuring has yet to restore even pre-crisis levels of ordinary profit (net of financial costs) to Korean industry. And 2001’s performance was far worse than 2000’s.

Table 1. Profitability and debt of manufacturing sector (%)

	
	94
	95
	96
	97
	98
	99
	00

	Operating profit/sales
	7.65
	8.33
	6.54
	8.24
	6.11
	6.62
	7.4

	Ordinary profit/sales
	2.74
	3.59
	0.98
	-0.33
	-1.84
	1.68
	1.3

	Net financial costs/sales
	--
	--
	4.3
	4.9
	6.7
	5.4
	3.8

	Debt ratio 
	302.5
	286.7
	317.1
	396.3
	303.0
	214.7
	210.6


Source: Bank of Korea, Financial Statement Analysis
Table 2 shows how financial restructuring led to a drastic post-crisis decline in external financial resources made available to nonfinancial corporations: external funds flows in 1999, 2000, and 2001 were 55%, 44% and 56% below 1997’s level. Financial restructuring has prevented real-sector firms from making the investment in capital goods and technology needed to keep Korea on its historic high-growth path. 

Table 2. External funds to the nonfinancial corporate sector and fixed investment (trillion won)
	
	  1996
	1997
	1998
	  1999
	2000
	2001

	Total External funds
	118.8
	118.0
	27.7
	53.0
	65.8
	51.9

	  Indirect financing
	34.6
	43.4
	-15.9
	2.2
	11.8
	1.2

	  Direct financing
	56.1
	44.1
	49.5
	24.8
	17.2
	36.8

	  Foreign borrowing
	12.4
	6.6
	-9.8
	13.0
	16.8
	2.3

	 Other*
	15.7
	23.9
	3.9
	13.2
	20.0
	11.6

	  Fixed investment
	154.0
	159.1
	132.3
	134.2
	148.5
	147.5


*Includes commercial transaction credit, borrowing from the government, and other; indirect finance refers to loans from banks and NBFIs

Source: Bank of Korea, Flow of Funds, and National Income Accounts.
“What we need now, more than anything else,” President Kim said in 1998 “are foreign investors.” The restructuring policies chosen by the IMF-Kim team made rising foreign ownership of Korean industrial and financial assets inevitable. As noted, President Kim used state control of the banks to pressure the heavily indebted chaebol to drastically slash debt-equity ratios. Under post crisis conditions, Korean enterprises could meet this demand only through the extensive sale of real assets and the large-scale issuance of new stock. Since domestic firms were broke, foreign firms and banks were the only possible large-scale buyers. The collapse of the won made Korean firms very inexpensive. The remaining restrictions on capital inflows, which were still substantial entering 1997, were quickly disposed of by the IMF and President Kim as part of the financial restructuring program. Finally, new anti-labor laws passed in 1998 and vicious government attacks on the labor movement signaled foreign investors that Korean labor was no longer in a position to cause them trouble. 

The result was a truly dramatic increase of capital inflows. FDI inflows for the three years following the crisis totaled around $40 billion -- 60% more than total FDI from 1962 to 1997. FDI as a percent of total fixed investment, which had been no more than 1% until the mid 90’s, jumped to 9% in 1998, then to 13% in 1999 and 2000. The accumulated stock of FDI, which was 2% of GDP prior to the crisis, rose to 10% in 2000 and is forecast by the government to hit 20% in 2003. The overwhelming percentage of this ‘fire sale’ FDI is M&A related rather than ‘greenfield’ investment, and thus has made little contribution to Korea’s industrial base.

Portfolio inflows also rose rapidly, from a few billion a year in the mid 1990s to $12 billion in 2000. Gross flows were three to four times their pre-crisis level in 1999 and 2000, and extremely unstable. The Korean stock market has become a hyperactive casino with the highest turnover rate in the world. The IMF-Kim plan to let stock markets determine Korea’s investment patterns is a recipe for disaster. 

Foreigners have gained strong influence over such important Korean industries as semiconductors, autos, telecommunications and finance. The foreign share in Korea’s stock market rose from 12% in 1997, to more than 36% in 2001. Foreign interests own more than 50% of the listed shares of such important firms as Samsung Electronics, Hyundai Motors and POSCO, control over half of the national commercial banks, and own a rising share of NBFIs. 
This is an extremely dangerous turn of events. Since Korea’s businesses are still heavily in debt, foreign control over key financial institutions gives foreign interests a stranglehold on Korea’s future economic development. For example, foreign owned banks have spearheaded an industry-wide shift from investment finance to high-income household and credit card loans. The stock of household debt rose by almost 50% from 1999 to late 2001. From the third quarter of 2000 to the third quarter of 2001, the flow of household loans rose by an incredible 63%. While debt-financed consumption spending did help raise the growth rate of GDP in early 2001, it also dramatically increased Korean household financial fragility. More important, the fact that in 2001, 91% of new bank loans were made to households raises the following question: Who will finance Korean investment and technical innovation when the risks and rewards in industrial finance are clearly inferior to those involved in lending to wealthy families and pushing credit card debt on the Korean middle class?
5. Concluding Remarks

Korea’s traditional state-led bank-based financial system, insulated from foreign shocks through capital controls, was a key institutional foundation for the country’s economic “miracle.” However, in the decade preceding the 1997 crisis, this financial system, along with other crucial aspects of the traditional model, was destroyed through excessive liberalization, opening the economy to external crisis and an IMF takeover. The crisis allowed neoliberal forces to take control of Korea’s political process, and use this control to implement radical neoliberal restructuring. Financial restructuring has not restored prosperity to Korea; rather, it has brought a serious and prolonged credit crunch and continued corporate profitability problems, leading to a large and perhaps permanent slowdown in the rate of capital accumulation. It also threatens to result in foreign domination of Korea’s economy. 
The damage done to the economy by liberalization both prior to and after the 1997 crisis naturally raises the crucial question as to whether the Korean people would have been better off if their traditional model had been replaced not by neoliberalism, but by a radically reformed state-led bank-based growth model, one adapted to modern economic and financial conditions and thoroughly democratized (Singh and Weisse 1998). We believe the answer -- for Korea and all developing nations -- is yes. Space constraints do not allow a discussion of this issue here; interested readers can find our views on this matter in the last section of Crotty and Lee, 2001. 
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