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Abstract

South-Korea, a front runner among the newly industrializing economies, was a typically
underdeveloped agrarian country until the turn of the 1960s. Afterwards within a short period
of one generation, it was transformed into a modern industrialized country helped by the rapid
growth, which averaged over 8 percent per annum for more than thirty years except during the
crisis in the late 1990s, its GDP volume soared from only US $ 2.1 billion in 1961 to US $
1.180 trillion in 2006 in tandem with its exports less than US $ 1 billion to more than US $
325 billion during the same period. Economic literature is replete with research on the Korean
strategy which accomplished this miraculous growth but with less consideration to the link
between finance and technology. So, this study probes its industrial strategy from a distinct
angle of financial system and financial sector policies as an imperative determinant of
technological catching-up. This study recognizes that government directed corporate
diversification has expanded the product variety of Korea which is the outcome of innovation
that in turn crucially depends on knowledge and R&D activity; while these both in turn call
for long-term commitment and constant creation of rents. Here credit goes to Korean
judicious blend of different financial sector policies to augment indigenous R&D efforts
during its industrial voyage through multiple financial and fiscal incentives besides
strengthening the education system. Consequently, a vast variety of exportable has provided
vast opportunities to learn from international market through exporter-importer interactions of
different kinds besides reducing the risk to absorb foreign demand shocks. Unrelated
diversification into completely new export sectors and related diversification out of primary
into manufactured exports helped to earn more foreign exchange which in turn facilitated to
import the advanced technological goods and machines to further strengthen the industrial
base of the economy.

In first section a theoretical paradigm has been constructed from literature by discussing the
normative aspects of corporate diversification, product variety, demand, innovation, learning
and catch-up through exports. Second section tells the Korean tale of corporate diversification
and export led technological catching-up. Third section sheds light that how financial sector
policies created rents to enhance the entrepreneurship in the economy. Fourth section
describes the transformation of Korea from imitator to innovator. Fifth section contains
critical analysis of the Korean Industrial strategy. While the last section wraps up some
lessons.

* PhD Scholar from Pakistan. Lecturer; Department of Economics, University of the Punjab, Lahore,
PAKISTAN .www.pu.edu.pk, Email: nadeemjavaid75@gmail.com

! Groupe de Recherche en Droit, Economie et Gestion -Centre National Recherche Scientifique, 250
rue Albert Einstein Sophia Antipolis, 06560 Valbonne, France.



Introduction

South-Korea, a front runner among the newly industrializing economies, was a typically
underdeveloped agrarian country until the turn of the 1960s. Afterwards within a short period
of one generation, it was transformed into a modern industrialized country helped by the rapid
growth, which averaged over 8 percent per annum for more than thirty years except during the
crisis in the late 1990s, its GDP volume soared from only US $ 2.1 billion in 1961 to US $
1.180 trillion in 2006 in tandem with its exports less than US $ 1 billion to more than US $
325 hillion during the same period. Economic literature is replete with research on the Korean
strategy which accomplished this miraculous growth but with less consideration to the link
between finance and technology. So, this study probes its industrial strategy from a distinct
angle of financial system and financial sector policies as an imperative determinant of
technological catching-up.

Schumpeter emphasised? that those who are starting “new things’, or innovating, need to be
provided with “profits for above what are necessary in order to introduce the corresponding
investment” He argued that entrepreneurial profits (or quasi-rents) may some time be
provided by the difficulty of imitating the new technology (or organization), but sometimes
would have to be secured through “restraints of trade” like cartel arrangements. The thrust of
Schumpeter’s argument is then that entry barriers of one form or another are necessary to
provide incentives for innovation because it means doing “new thins’. Establishing an
industry in a developing country may not involve doing anything “new” from a global point
of view, but poses a similar incentive problem, because it still is a “new thing” for that
nation®. In order to set up new industries, South-Korea has to import technology aong with
other indigenous efforts, but making the imported technology work requires a period of
learning to assimilate and absorb it which is a costly activity with highly uncertain returns.
Thus the state created restraints of trade through tariff protection and provided rents through
preferential loans subsidies and tax exemptions to develop new industries in South-K orea’,
(For the purpose of this study our focus will remain only on financia incentives) After
following the export-led industrialization; the industrial policy of Korea changed emphasis
from light industries (L1) to heavy & chemical industries (HCI) in the early 1970s. However,
the government continued to use financial and fiscal incentives to promote export-related
industries. In the early to mid-1980s, the government switched the direction of industrial
policy from direct subsidization of selective industries toward function-oriented support, such
as support for R&D activities that can be utilized generally. The transition from L1 to HCI and
then to IT industries where R& D expenditures are quite important in their development, gave
rise to rapid economic growth and resulted in a higher value-added and well diversified
corporate structure. While the accumulated non-performing loans of banks as a result of
preferential policy loans to promote such industries became one of the causes of the economic
crisis in 1997-1998. Therefore, this Korean anti-competitive® approach to technological
catching-up calls for adetailed analysis.

2 Schumpeter (1943) P. 87-91 and Lundvall (1998) also reiterates that, when the focus is on economic
development, successful innovation is more important than efficient allocation.

3 Chang H. J (1993) P.144

* In 1961 Park extended government control over business by nationalizing the banks and merging the agricultural
cooperative movement with the agricultura bank. The government’s direct control over al institutional credit further
extended its command over the business community. The Economic Planning Board was created in 1961 which allocated
resources, directed the flow of credit, and formulated all of South Korea's economic plans.

5 “The state’ scontrol over technological transfers and foreign direct investments, and the state’'scommitment to long-term
lending through state-owned banks and various special investment funds have been vital in thisrespect.” Chang Ha-Joo
(1993) P154



1.1) Corporate Diversification: Why firms diversify their product portfolio?

Variety, a result of innovation and search activities, has gained considerable profession’s
attention in recent past. Variety and Diversity are interchangeable in lexicon®. It is defined as
'the number of actors, activities, and objects necessary to characterise the economic system'.
Hence it represents qualitative change in the composition of an economic system’. While
gualitative change affects all levels of the economy. In the presence of outward-oriented
industrial and trade policies variety plays pivotal role to enhance exports of the country. Few
empirical studies® confirm that producing highly differentiated export goods gives a
competitive advantage which allows selling more products in international market® because
man by nature care for variety. Monopolistic competition as a market structure excels over
perfect competition because former assumes product differentiation while later lacks it due to
the assumption of product homogeneity. Gossen' s principle of satiable wants'® al ong with two
other principles provides a basis for variety growth in demand theory. First, there is the
principle of subordination of wants™'; second, there is the principle of the growth of wants™.
"These two principles, combined with satiety, provide a microeconomic basis for the
saturation of given wants and the increase in the overall number of wants. The two principles
combined imply that the marginal utility of adding a new good to the pre-existing pattern of
consumption is greater than that of adding an extra unit of a pre-existing good. The two
principles are then compatible with utility maximisation % On the other hand foreign
exchange, earned through exports, is one of the key determinants of economic growth.

Diversity / variety has emerged as a central topic of research in strategic management.
However it occurs prominently as a key variable in numerous fields such as industria
organization economics, financial economics, organization theory and marketing. A review of
literature reveals that there is a great deal of variation in the way variety is conceptualized and
defined. Gort (1962) defined diversification in terms of the concept of 'heterogeneity of
output' based on the number of markets served by that output. To Berry (1975) diversification
represents an increase in the number of industries in which firms are active. Hopkins (1985)
defined diversification as the extent to which firms operate in different businesses
simultaneously. Ansoff 's (1957, 1965) notion of variety emphasises the entry of the firmsinto
new markets with new products. Booz, Allen, and Hamilton (1985) defined diversification as
a means of spreading the base of the business to achieve improved growth and / or reduce
overal risk. Concerning economic performance, maor rational for diversification is
economies of scopei.e. given fixed inputs, it can be demonstrated theoretically that producing
a greater rather than a smaller variety of products may be cheaper under certain

® Stirling (2004 p. 46) considers that diversity is the principal concept which has three components i) Variety:
refers to the number of categories into which the quantity in question can be partitioned. ii) Balance: refersto the
pattern in the apportionment of that quantity across the relevant categories (the market share of each optionina
portfolio. iii) Disparity: refers to the nature and degree to which the categories themselves are different from
each other.

” Saviotti P P (2001)

® Frenken etd (2007), Savaitti , Franken (2008), Hidalog et a (2007), Michael Funke and Ralf Ruhwedel (2001
and 2001 b)

° Michael Funke and Ralf Ruhwedel (2001)

1% Georgescu-Roegen (1954), p. 514

1 To Banfield (1844) and to Jevons (1924) . . . the satisfaction of every lower want . . . creates (Banfield)/ . . .
merely permits (Jevons) the higher want to manifest itself.

12 _....not only does one have to reach satiety before the next one can manifest itself, but it appears that there is
always a next want. (ibid., p. 514)

13 For detail see Saviotti PP (2001), p. 121-124.



circumstances'®. Most recent attempts at defining variety or diversification have rootsin Neo-
Schumpeterian Economics™; a branch of economic literature which deals with dynamic
processes causing qualitative transformation of economies basically driven by the
introduction of novelties in their various and multifaceted forms. Novelty here means
innovation and, in particular, technological innovation.

For the purpose of this study variety is defined as, the degree of differentiation of industrial
output of an economic system at higher level of aggregation. In the broader sense variety can
be subdivided into two categories. a) Related variety; The creation or improvement of
similar products which were already being produced in the economic system. b) Unrelated
variety; The creation of two entirely different innovations (e.g. computers and airplanes)
gives rise to unrelated variety. There is considerable evidence that at the level of firm related
diversification leads to better results™. One can expect something similar to apply to higher
levels of aggregation; for example national or regional level. If we interpret related variety as
the one that countries or regions raise by introducing new products or services similar to those
they were previously producing rather than completely unrelated ones, we can expect related
variety to be more conducive to economic growth than unrelated variety, especialy in the
short run'’. Related and unrelated varieties have intrinsically different time scales. Unrelated
variety is likely to occur over longer periods than related variety. There are a number of
reasons to believe the creation of entirely different sectors to be a slower process than the
differentiation of existing ones. Nevertheless both can be the determinants of growth on
different time scales, slower for unrelated and faster for related variety. Developing countries
are heavily dependent on commodity exports and are therefore vulnerable to external shocks.
In order to stabilise export earnings and foster income growth, best strategy is to increase the
variety of their export baskets. South-Korea followed the same strategy and government
induced the corporate sector to diversify by extending a bouquet of different kind of
incentives. While it is considered that diversified firms are prone to misallocate capital to
unproductive segments. The more diverse and complex the investment opportunity available,
the more pronounced this misallocation is’®. Such misallocation of capital should be
associated with a reduction of short-term productivity and a pronounced long-term value
discount. On the other hand, a learning-by-doing hypothesis argues that when firms diversify
into new lines of business, thereis an initial period during which employees learn to use new
technologies and/or coordinate with the new businesses; therefore a reduction in short-term
productivity should be observed with different perspective'®. This learning-by-doing should
not be associated, however, with a value discount since the forward-looking capital market
fairly assesses the increase in productivity over time as the learning-by-doing pays off.
Therefore, the loss of capital due to the misalocation may be regarded as sunk cost of
learning because one also learns by making mistakes. As we have witnessed in the case of
South-K orea where, NPLs became one of the main causeto initiate 1997 crisis.

It is generally established that for many countries in North America and Western Europe
which developed during the nineteenth century, international trade did serve as an engine of

' On economies of scope, see Bailey and Friedlanender( 1982)

1> Michael Funke and Ralf Ruhwedel (2001)

6 Montgomery (1982), Varadargjan & Ramanujam (1989), Montgomey & Hariharan (1991). In this same
connection Teece et a (1994) seems to confirm that coherent firms are more likely to survive and to do well than
unrelated and incoherent ones.

" Saviotti P P (2006) , Frenken et al. (2004, 2006) have also obtained exactly the same result for different
regions of the Netherlands.

'8 See Scharfstein (1997), Shin and Stulz (1998), and Rajan, Servaes, and Zingales (2000).

19 See Stockey (1991) and Young (1993).



growth. Trade unleashes several dynamic forces those are conductive to economic growth.
Competition surges with the expansion of markets because producers tend to encroach upon
each other's markets. This increased competition improves economic efficiency by offering a
hard choice to al inefficient producers either to quit the business or become more efficient.
Accordingly technical progress through catching-up leads to increased investment, which
plays critical role in the exploitation of newly created opportunities. “Hence country's
fundamentals namely its endowments of physical and human capital, labour, and natural
resources along with the overall quality of its institutions determine relative costs and the
patterns of specialization that go with them. Attempts to reshape the production structure
beyond the boundaries set by these fundamentals are likely to fail and hamper economic
performance’®. It is a stylised fact that ex-ante productivity determines the choice whether
to export or not. In other words, firms have to become more productive before they export and
causality runs from productivity to exports. Causality in the opposite direction is less clear.
One can think of plausible reasons why a presence in export markets might raise productivity
after entry, for instance exposure to best practised technology and learning. while studying the
determinants of entry and exit from markets, most researchers include measures of
international trade in the industry and at the firm level, with the notion that firm death is less
likely when the firm is an exporter or in an industry in which exposure to imports is low.
Entry and exit then lead to aggregate productivity changes as market shares change. So it
follows that there is a direct connection between productivity and exporting?. In other words,
once a firm has entered export markets, productivity growth may receive a further boost??
because exposure to international market could sharpen incentives to innovate by increasing
returns to innovation®>. An other possibility is that export markets are more competitive than
domestic markets, forcing firms to reduce X-inefficiency because exporting increases
expected profit, which induces entry, pushes up the productivity threshold for survival and
drives out the least efficient firms in a Schumpeterian wave of "creative destruction”. Clearly
this improves average industrial output. Secondly, exporting allows the most productive firms
to expand and causes less productive firms to contract. This reallocation effect again acts to
raise average industrial output. This model, despite its microeconomic structure, helps us
understand the correlation between exports and growth widely observed at the macro level %,

In fact outward looking strategy contains three separate channels of learning. First, interaction
with foreign competitors and customers provides information about costs reducing and quality
raising new processes, which can be interpreted as learning by exporting. Secondly, exporting
allows firms to increase scale. Finally increased competition in foreign markets forces firms
to be more efficient and stimulates innovation?®.

2.1) Corporate Diversification and Exports led Technological Catching-up in Korea.
The diversified business groups are found in South-Korea like Japan, India, Taiwan, Brazil,

Turkey, and other late-industrializing countries. The origin of these diversified corporate
groups in Korea is associated with the windfall gains from aid” duri ng 1953 to 1958 which

% Rodrik et al (2005)

2l E Sachwal (2002)

2 Clerides et al. (1998)

Zibid

2 F. Sachwal and S. Perrin (2002)

*ibid (2002)

% The average annual inflow of aid from 1953 through 1958 was US$ 270 million excluding military assistance,
or roughly US$ 12 per capita per year. At that time this was approximately 15% of the annua gross national
product and over 80% of foreign exchange. Cole and Lyman (1971)



provided a basis for the emergence of atogether new entrepreneurial element, less
conservative in outlook than Korea' solder textiles industry and far more growth oriented than
its small scale sector. “During this, period political connections lead to an uneven distribution
of spoils’?’. According to the Government Audit Report 19618, the industries to which these
enterprises thriving on venality belonged included textiles, paper, housing, mining, fertilizers,
flour, acohol, glass, pottery, livestock, construction, warehousing, and Trade. These
subsidised entrepreneurs were generalists, devoted to money making in whatever industry the
opportunity arose”. The 1950s had witnessed a decrease in the size of agricultural enterprises
along with an increase in the size of industrial enterprises and the tentative groping toward a
symbiotic relationship between the state and the progenitors of large diversified business
groups (Chaebol). The Park administration decided that the central government must play the
key role in economic development. The government started to guide private industry through
a series of export and production targets utilizing the control of credit, informal means of
pressure and persuasion, and traditional monetary and fiscal policies.

In 1961 Park extended government control over business by nationalizing the banks and
merging the agricultural cooperative movement with the agricultural bank. The government’s
direct control over all institutional credit further extended its command over the business
community. The Economic Planning Board was created in 1961 and became the nerve centre
of Park's plan to promote economic development. It was headed by a deputy prime minister
and staffed by bureaucrats known for their high intellectual capability and educational
background in business and economics. Beginning in the 1960s, the board allocated resources,
directed the flow of credit, and formulated South Korea's economic plans. In the early 1960s,
Korea's industrial policy was characterized by import substitution policy emphasizing the
production of consumption goods. The Ministry of Commerce and Industry (MCI) regulated
imports by using the discretionary import licensing system. To relieve the shortage of foreign
exchange and technologies, private companies tried to borrow from abroad; but this was
strictly controlled by the government. The Government Debt Guarantee Act promulgated in
July 1962, guaranteed the private companies to borrow debts from abroad. The MCI chose
fertilizer, PV C, cement, and petroleum refineries as the main industries to develop in the early
phase of economic development and constructed industrial estates equipped with the
appropriate infrastructure. However in the mid of 1960s, South-Korea embarked on the
promotion of export- oriented industries, Export promotion policies began to be pursued in
1964 with the slogan “Export Number One.” The government increased the direct subsidy to
export and emphasis was placed on exporting products produced by labour intensive Light
Industries gLI) such as textiles and clothing, where the Korean economy had a comparative
advantage3 . While the government established the first integrated steel mill in Korea —
Pohang Iron and Steel Company, Ltd. (POSCO), in the late 1960s — which became one of the
best-performing steel companies in the world a few decades later. In the mid-1960s, various
export promotion measures such as tax deductions and export finance schemes were
introduced. In addition to it the government also developed sites for industrial complexes and
provided inexpensively to firms entering the complex.

%’ Fortunes, therefore, were amassed, the gravy train” starting with sales of Japanese property at below market
prices. Favoured firms, whatever their origins, were allocated hard currency to import scarce materials —grains
and fertilizers —that they then resoled on the domestic market at monopoly prices. Furthermore they were given
loans at subsidized interest rates and were granted tax exemptions. They were also awarded preferential contracts
for large scale government project. K.D Kim (1976)

% The report suggests that total outstanding loans equalled about US$ 140 million which is about half of the
average yearly grant aid in the 1950s.

» A. H Amsden (1989)

%0 L.E Westphal and C.J. Dahlman (1985)



The government also established institutions relating to the promotion of exports — the Korea
Trade and Investment Corporation (KOTRA), and the Korea International Trade Association
(KITA). KOTRA supports international marketing and technology imports and KITA
promotes exports by maintaining training programs, research activities, exhibitions and
developing foreign markets. The government also expressed the ardent desire to export; for
example, since 1965 it has conducted monthly Export Promotion Meetings attended by the
President; high ranking government officials, including the MCI; and leaders of the private
sector. The MCI awarded commendation letters to firms showing good export performances
on the Day of International Trade. While considerable capital accumulation and investment in
primary education during this period then later allowed a gradual shift up the value-added
chain toward more sophisticated commodities. Key to this shift was also the use of
technol ogies obtained through foreign licensing and adapted for domestic production.

In the mid-1970s, the government’ suse of awell-targeted industrial policy resulted in a major
shift to the development of heavy industries (for example, chemicals, shipbuilding). The HCI
Promotion Plan was devised in 1971 and the President formally declared the HCI Drive in
1973*, The National Investment Fund (NIF) was established in 1974 to support the HCI
Promotion Plan. The government chose six strategic industries — steel, shipbuilding,
machinery, electronics, non-steel metal, petroleum and chemical industries — based on criteria
such as forward and backward linkages, contribution to economic growth and foreign
exchange earnings. The HCI promotion policies were consisted of preferential policy loans,
selective protection, entry regulations, and corporate tax deductions. The HCI sector grew
rapidly with the promotion program and its share of the manufacturing sector as a whole
increased from 39 percent in 1970 to 54 percent in 1980. Many of the products produced in
the HCI sector were exported. “As aresult of excessive HCI promotion policies, the capacity
utilization ratio of the HCI declined substantially in the late 1970s and early 1980s resulting in
the real gross domestic product (GDP) growth rate dropping to a negative value in 1980.
Therefore, the government took HCI Rationalization Measures from 1979 to 1981, which
included the postponement or withholding of capacity expansion schedules with respect to
diesel engines, tires, machinery, and shipbuilding®*" Along with industrial and export targeting
strategy, policies were enacted to further improve technological capabilities, together with
improving access to technica and vocational training, the direction of industrial policy
changed again in the first haf of the 1980s when government began to emphasize the
importance of research and development (R&D) for economic development. It reflected
policymakers' recognition that it was necessary for the Korean economy to overcome the
stage of imitating techniques developed by advanced countries. In this context, the
government chose severa strategic sectors which appeared to be important with respect to
R&D and were expected to guarantee long term economic growth: semiconductors,
automotives, shipbuilding, metal, and small-sized aircrafts. The government, in pursuing the
fifth Five-Year Economic Development Plan for 1982 to 1986, also promised to continue the
export-led growth strategy. In this decade, Korea undertook efforts to ensure a market-
conducive environment by deregulating various sectors and liberalizing trade. Since 1983,

*ibid.
% KimL.and LeeH. (1987)



Figure 2.1: Economic Growth ,Technological Catching-up and Corporate Diversification in South-Korea
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Korea s industrial policy shifted away from sector-oriented support such as the HCI Drive
toward function-oriented support for R& D%,

Government guided corporate diversification besides financial and fiscal incentives were the
persuading forces which made the Korean Chaeblos to engage themselves in related or
unrelated business activities to realize perceived profits. From 1981 to 1986 due to the
promulgation of the Fair Trade Act, there were 1,136 reported cases of Chaebol beginning to
own new businesses. Among these the number of horizontal integrations (intra-industry) was
324 (28.5% of the total), that of vertical integrations was 215(19.9% of the total), and that of
diversifications into other industries (inter-industry) was 597 (52.6% of the total). The
methods of expansion included acquiring stocks, establishing new companies, mergers,
acquiring management participation, and acquiring business rights34. According to an analysis
as of April 1, 1987, 32 chaebol were reported to have 3,474 billion Won (43.9% of their net
assets) in cross-investments among their subsidiaries®. According to A. H Amsden, Korea's
business groups may have diversified widely because they had no technical expertise to build
upon in related products or in higher quality product niches. Their widely diversified
structures complemented their strategy to compete at the bottom end of many markets. In their
diversification efforts, they had the full support of the government because the government’s
vision of industrialization was fixated on bigness, and bigness and diversification overlaps®.
The chaebol were able to manage their diverse holdings by virtue of their ability to borrow
abroad and buy industry specific technical expertise from foreigners. This allowed them to

Table 2.1: Combined Sales of Top Ten Chaebols as Percent of GNP*

Groups 1974 1984
1 4.9 12.0
2 7.2 24.0
3 9.0 35.8
4 10.3 44.3
5 11.6 52.4
6 12.7 56.2
7 135 59.4
8 14.3 62.1
9 14.7 64.8
10 151 67.4

* Average net sales of the largest ten business groups/ GNP x 100 for each year
Source: Seok Ki Kim (1987) reproduced in A.H. Amsden (1989)

3 KimL. (2000)

¥ Acquiring stocks accounted for 45.7% of all cases; establishing new companies accounted for 19.8%. ibid
pp 125

* Maeil Kyongje Sinmun (1987) cited in A.H. Amsden (1989)

% A.H. Amsden (1989) p. 151



